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1. EXECUTIVE SUMMARY

1.1 Introduction

The Santander Group is one of the world’s largest financial 
groups. It occupies a unique position in international bank-
ing, with a strong commercial franchise and a high degree 
of geographical diversification.

At year-end 2013 Santander was the largest bank in the 
eurozone and the eleventh largest in the world by market 
capitalisation: EUR 73,735 million. The Group is a global, 
multinational bank.

The Santander Group performs the full range of activities, 
transactions and services proper to the banking business in 
general. Its business model is centred on commercial bank-
ing products and services designed to meet the needs of 
personal, business and corporate customers. It has a global 
network of 13,927 branches, the largest of any interna-
tional bank, through which it  serves more than 100 million 
customers. Its assets total EUR 1,116 billion and it manages 
funds totalling EUR 1,241 billion for all customer segments. 
The Group has 3.3 million shareholders and almost 183,000 
employees. Some 87% of its revenue comes from commer-
cial banking.

The Group is highly diversified, with a presence in ten main 
markets, in which it has a significant share of business. The 
business is well balanced between developed and emerging 
markets.

  This introductory chapter is intended to outline the key 
factors that explain the Santander Group’s performance 
in 2013, so as to put the information contained in the 
2013 Pillar III Disclosures into its economic and financial 
context.

 Note: Chapter 4 of the 2013 Annual Report gives details of the 
results of Banco Santander for 2013.

  Highlights

  In 2013 the Santander Group operated in an 
environment of low economic growth, historically low 
interest rates, strong regulatory pressure in some of 
its markets and depreciation of the Latin American 
currencies and the pound against the euro. 

  Sharp upturn in results: In 2013 the Santander Group 
posted an attributable profit of EUR 4,370 million, up 
90% on the previous year.

  The Group generates revenue at a rate of more than 
EUR 10,000 million per quarter (at constant exchange 
rates).

  Costs have remained flat for the last two years.

  High capital generation and improved liquidity. Capital 
and liquidity ratios are at very comfortable levels.

Commercial activity and revenue
Lending by the Group fell 2%, as the growth recorded in 
the emerging countries (+14%) did not fully offset the low 
demand for credit in the mature countries (-6%), despite 
strong support for SMEs, especially in Spain and the United 
Kingdom. Deposits, on the other hand, grew 0.1% in the 
Group as a whole, with notable market share gains in Spain 
in the last two years.

Despite the still difficult environment, the Group succeeded 
in generating approximately EUR 10,000 million of revenue 
per quarter (excluding the impact of exchange rates) and 
EUR 39,753 million for the year as a whole.

Costs remained practically flat at around EUR 5,000 million 
per quarter, with a falling trend in the mature countries and 
a rise in the emerging countries, reflecting the continued ex-
pansion of the retail franchise. The Group’s cost-to-income 
ratio (49.9%) confirms Santander’s status as one of the 
most efficient international banks.
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EXECUTIVE SUMMARY

 ELIGIBLE CAPITAL
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Movements in total regulatory capital: 
market risk under internal models approach Millions of euros

Regulatory capital as at 1 January 1,114

Book changes -272

IRC 18

Regulatory capital as at 31 December  861   

Movements in total  
regulatory capital: credit risk

Millions of euros

Total (*)

Regulatory capital as at 1 January 35,024

Exposure variance -66

Perimeter changes -6

Business risk changes -60

Methodological change -613

Foreign exchange -1,847

Credit book quality changes -63

Regulatory capital as at 31 December  32,436   

*  It has not been included regulatory capital by  securitizations, SME´s 
regulatory adjustment and PD/LGD method for equity exposures

  CAPITAL REQUIREMENTS BY GEOGRAPHICAL AREA

Spain 
28.7%

UK 
17.4%

Brazil 
16.4%

Continental Europe
15.6%

Rest of Latin America
12,3%

USA
9.5%

Rest of world
0.1%

 The Group’s economic capital usage at 31 
December 2013 was EUR 60,663 million, 
compared to a capital base of EUR 79,048 
million. 

 By operational area, Continental Europe leads 
with 40%, Brazil with 23% and the United 
Kingdom with 15%. 

 Diversification brings economic capital savings.

 DISTRIBUTION OF ECONOMIC CAPITAL

Credit
43%

Others
8%

Interest (ALM)
9%

Market
7%

Operational
5%

Business
5%

Material assets
1%

Goodwill
22%

 Capital requirements decreased by 9% in 2013. The 
main changes in capital consumption for each Pillar 
I risk are described below.

 The decrease in capital requirements for credit risk 
in 2013 is attributable mainly to exchange rates 
and, to a lesser extent, to methodological changes 
introduced during the year.

 Since December 2013 the capital requirements of 
the non-eurozone units have been calculated in 
local currency and are translated at the exchange 
rate prevailing on the reporting date.

 Capital requirements for market risk decreased 
compared to 2012 because of changes in the 
portfolio. The increase in the incremental risk 
charge (IRC) is attributable to the increased 
average exposure to issuer risk over the last 
twelve weeks.

 CAPITAL REQUIREMENTS BY  
PILLAR I RISK TYPE. CHANGES

Movements in total  
regulatory capital: operational risk Millions of euros

Regulatory capital as at 1 January 5,821

Perimeter changes 55

Business risk and foreign exchange changes -36

Calculation change method -565

Regulatory capital as at 31 December 5,275

(*) Perimeter change is due to integration of Kredyt Bank
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The synergies of the business combinations in Spain and 
Poland are starting to yield results and are expected to have 
a greater impact in 2014 and 2015. Pre-provision profit was 
EUR 19,909 million, one of the highest among the world’s 
major banks.

Credit quality
The Group’s non-performing loans (NPL) ratio rose to 
5.64%, with uneven performance across markets: in Brazil 
the ratio fell sharply to 5.64%; in the United Kingdom it 
was below 2%; and in Spain it continued to rise, reaching 
7.49%, under the impact of the decline in lending and the 
reclassification of substandard loans.

The Group’s NPL coverage ratio was 62%. Net loan loss 
provisions fell to EUR 10,863 million (-14.1%), assisted by the 
positive trend in Brazil. 

As a result, the cost of lending (provisions/ loans and receiv-
ables) fell to 1.53% at December 2013, down from 2.38% 
at the end of the previous year.

Attributable profit
In 2013 the Group posted a profit of EUR 4,370 million, up 
90% on 2012. Profit growth was underpinned by recur-
ring commercial revenues and reduced provisioning needs. 
Revenue for the year as a whole was affected by the still 
difficult environment, low economic growth and historically 
low interest rates. Even so, there were signs of improvement 
in net interest income and fee and commission income in 
the last quarter.

Following the successive declines in profit reported in recent 
years, the results for 2013 mark a change of trend. The 
international economic crisis, which was especially acute 
in the eurozone, created a need for heavy provisions and 
write-downs, which dragged down results. Despite the 
crisis, Banco Santander is still one of the few banks to have 
posted a profit in every quarter of the last five years.

This has been achieved thanks to strong geographical di-
versification. Of the total profit for 2013, 53% came from 
developing markets and 47% from mature markets.

Other Latin American
3%

Brazil 10%

Mexico 3%
Chile 4%

United Kingdom 
35%

USA 
6%

Spain
24%

Portugal 4%

Poland 2%
Germany: 4%

Spain run-off real state 1%
Other Europe 5%

 CUSTOMER LOANS
% operating areas. December 2013

 ORDINARY ATTRIBUTABLE PROFIT
By country in 2013

Germany
6%

Spain
7%

Other 
Europe

5%

United 
Kingdom

17%

USA
10% Other Latin 

American 
8%

Chile
6%

Mexico 
10%

Brazil
23%

Poland 
6%

Portugal
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Over the five years of the economic crisis, Banco Santander 
has made huge efforts to strengthen its provisions, which 
have been increased by EUR 65,000 million.

This has been done while maintaining shareholder remu-
neration at EUR 0.6 per share throughout the years of crisis, 
equivalent to remuneration of EUR 28,100 million.

The total return for the shareholder, measured by share per-
formance plus dividend, from the end of 2008 until the end 
of 2013 was 43.5%, compared with an average of 17.4% 
for the European Banks index.

Balance sheet strength
In 2013 the Santander Group continued to strengthen its 
main capital and liquidity ratios to meet the challenge of the 
difficult economic and financial environment and the new 
regulatory requirements.

 BALANCE SHEET AT DECEMBER 2013
EUR Billion

Assets Liabilities

LENDING:  
60% OF BALANCE SHEET

CASH, CENTRAL BANKS AND  
CREDIT INSTITUTIONS: 15%

DERIVATIVES (WITH COUNTERPARTY  
ON THE LIABILITIES SIDE):  

6% OF THE BALANCE SHEET

AVAILABLE FOR SALE PORTFOLIO: 6%

TRADING PORTFOLIO: 4%

OTHER (GOODWILL, FIXED ASSETS, 
ACCRUALS): 9%

1

2

3

4

5

6

1,116
110
80
31

611

188

96

669

97
46
69
67

168

1,116
Credit institutionsCash and credit 

institutions

Derivatives

AFS portfolio
Trading portfolio

Other

Loans to 
customers

Derivatives
Other

Customer deposits

Issues and subordinates liabilities

Shareholders’ equity  
& fixed liabilities

1

6
5
4
3
2
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The Group’s liquidity position has improved considerably 
in recent years. At the beginning of 2009 the Group had 
a loan-to-deposit ratio of 150%, meaning it had 50% 
more loans than deposits. By the end of 2013 the ratio was 
109%. In five years the Group generated EUR 149,000 mil-
lion of liquidity.

With its strong balance sheet, reflecting the high levels of 
provisioning in recent years, a good liquidity position and 
robust capital generation, Banco Santander is well placed 
to embark on a phase of growth in the ten key markets in 
which it is present.

After five years of international economic and financial 
crisis, in which the Group strengthened its geographical po-
sitioning and its balance sheet, Santander is in an excellent 
position to start a new cycle of profitability.

The Santander Group combines the flexibility of autono-
mous subsidiaries, each responsible for its own funding and 
liquidity, with integrated group management, which gener-
ates considerable synergies. The autonomy of the subsidiar-
ies limits contagion among the Group’s various units in crisis 
situations, thus reducing systemic risk. 

At no time in the current economic crisis has Santander or 
its subsidiaries received any state aid. This demonstrates the 
Group’s robust capital and liquidity position, resulting from 
strong deposit growth through the branch networks and 
success in placing medium and long-term debt in the vari-
ous markets in which the Group is present.

For the Santander Group, high quality risk management and 
capital strength are part of its identity and so take priority in 
its activity.

The Group has sound capital ratios, in keeping with its busi-
ness model and risk profile, which put it in a comfortable 
position to meet the new Basel requirements.

The Group ended 2013 with a market capitalisation of EUR 
73,735 million, making it the largest bank in the eurozone 
and the eleventh largest in the world. Santander’s capital 
is held by 3,299,026 shareholders and the Group employs 
182,958 people, who serve 103 million customers through 
13,927 branches.

Each year, Santander publishes a Pillar III Disclo-
sures report to comply with disclosure require-
ments under Pillar III of the Basel framework. 
As in previous years, Santander’s aim in this 
report is to broadly reflect applicable regulatory 
changes and the comments published annually 
by the European Banking Authority (EBA).
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2.  MACROECONOMIC AND  
REGULATORY ENVIRONMENT

2.1. Macroeconomic environment

  This chapter describes the main features of the economic 
environment and the regulatory context in which 
Santander operates.

In 2013 Banco Santander continued to operate in a difficult 
economic environment. As the year progressed, the world 
economy experienced a gradual, increasingly broad-based 
recovery. The developed economies, in particular, finally 
showed signs of a general pick-up in growth, while infla-
tion remained low, with the result that interest rates along 
the curve stayed at exceptionally low levels. At the same 
time, the foundations were laid for a recovery in lending, 
although with the exception of the U.S. economy this is not 
expected to show up in the figures until 2014.

The eurozone emerged from the recession, while at the 
same time making strides in integration, especially with 
regard to banking union. Spain likewise posted positive 
growth in the last quarter of the year and regained market 
confidence, as evidenced by the decrease in the risk premi-
um, the rise in the stock market and the increase in inward 
foreign investment.

The positive surprise of the year was the United Kingdom, 
which ended the period with more dynamic growth rates. 
The United States, which is further ahead in the cycle, once 
again posted very favourable GDP growth, in spite of the 
fiscal difficulties. At the very end of the year, this good 
rate of growth was sufficient for the Federal Reserve to 
announce the gradual withdrawal of its monetary stimulus 
programme.

The emerging economies started 2013 with more modest 
rates of growth than in previous periods but, like the devel-
oped economies, showed an upward trend in the second 
half, even if somewhat unevenly. Mexico, in particular, 
showed a clear improvement in the second half and the 

new government launched a series of far-reaching and am-
bitious reforms, ranging from taxation to the energy sector.

In Brazil, the need to control inflation led to a rise in interest 
rates, which weighed on growth. Latin America as a whole 
was affected by less favourable financial conditions and 
commodity prices than in previous years, which sapped the 
region’s economic growth.

2.2. Regulatory context 

The regulatory response to the international financial crisis 
continued to unfold throughout 2013. In particular, the new 
capital and liquidity standards known as Basel III, agreed 
internationally by the Basel Committee in December 2010, 
were transposed during the year to the main jurisdictions 
in which the Bank is present and have been in force since 1 
January 2014, with a phase-in period that runs until 2019.

At the same time, further progress was made, globally and 
in Europe, in defining frameworks for bank crisis manage-
ment to allow early intervention and effective resolution and 
liquidation of financial institutions, without generating risks 
to financial stability or resorting to the use of public funds.

Two important regulations came into force on 27 July 2013: 
Regulation (EU) No 575/2013 of the European Parliament 
and of the Council of 26 June 2013 on prudential require-
ments for credit institutions and investment firms and 
amending Regulation (EU) No 648/2012, effective 1 January 
2014; and Directive 2013/36/EU of the European Parlia-
ment and of the Council of 26 June 2013 on access to the 
activity of credit institutions and the prudential supervision 
of credit institutions and investment firms, amending Direc-
tive 2002/87/EC and repealing Directives 2006/48/EC and 
2006/49/EC.
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In the eurozone, 2013 was also marked by advances in the 
creation of the European banking union:

• The single supervisory mechanism (SSM) regulation, ap-
proved in October, establishes that the European Central 
Bank (ECB) will assume direct supervision of the euro-
zone’s largest banks, including Banco Santander, from 
30 October 2014. As a preparatory step before taking on 
these functions, from November 2013 the ECB will carry 
out a thorough analysis of the banks’ balance sheets, 
scheduled to last 12 twelve months. The goals of this 
exercise are to increase transparency, take the necessary 
remedial action and rebuild confidence in the European 
financial system. The results will be published in October 
2014.

• At the end of December the EU’s finance ministers (Ecofin) 
reached a compromise agreement on the mutualisation 
of the cost of resolving banking crises. This agreement, 
which will serve to break the vicious circle between bank-
ing risk and sovereign risk in Europe, includes:

• The start-up of a single resolution mechanism (SRM) 
from 1 January 2015, which will cover all the banks par-
ticipating in the SSM and which in the first year will be 
concerned exclusively with the approval of viability and 
resolution plans.

• A single resolution fund (SRF), which will come into op-
eration in 2016 and will be fully established in 2026.

The Basel Committee published additional Basel III proposals 
with a view to defining liquidity and funding requirements:

• In January 2013 it issued the full text of the revised liquid-
ity coverage ratio (LCR), in which it expands the range 
of assets eligible as high quality liquid assets (HQLA, the 
numerator of the LCR) and reduces some assumed inflow 
and outflow rates (denominator of the LCR). The time-
table for phase-in of the standard from 2015 to 2018 has 
also been revised.

• January 2014 saw the publication of Basel III: the Net 
Stable Funding Ratio, in which the committee proposes 
revisions to certain aspects of the regulatory framework 
of the stable funding ratio (NSFR). Among other financial 
stability measures, the committee proposes to improve 
the alignment of the NSFR with the liquidity coverage 
ratio (LCR) and alter its calibration so as to focus greater 
attention on the short term (potentially volatile funding 
sources).

In addition, the final versions of various consultation docu-
ments were published:

• In January 2013 the committee issued an updated version 
of the Principles for effective risk data aggregation and 
risk reporting, aimed at strengthening risk data aggrega-
tion and risk reporting practices at banks.

• In April 2013 it issued the document Monitoring tools for 
intraday liquidity management, aimed at monitoring in-
traday liquidity indicators, so that banking supervisors can 
better monitor a bank’s liquidity management.

• In July 2013 it published the framework on Global sys-
temically important banks: updated assessment method-
ology and the higher loss absorbency requirement, which 
establishes the methods for measuring and identifying 
systemically important banks (G-SIBs). The document also 
describes the additional loss absorbency, registration and 
disclosure requirements that will apply to G-SIBs.

• In September 2013 it published the document Margin 
requirements for non-centrally cleared derivatives, which 
lays out a set of principles on margining practices and 
treatment of collateral.

• In December 2013 it published the final version of Capital 
requirements for banks’ equity investments in funds, 
which establishes a revised policy framework for calculat-
ing capital requirements for banks’ equity investments in 
funds that are held in their banking book. The framework 
will take effect from 1 January 2017 and will apply to 
investments in all kind of funds (hedge funds, managed 
funds and investment funds). The framework will be ap-
plicable to all banks, regardless of whether they use the 
standardised approach or the IRB approach.

• In January 2014 it published the document Revised Basel 
III leverage ratio framework and disclosure requirements, 
which updates the Basel III definition of the leverage ratio, 
a simple, transparent and non-risk-based measure of le-
verage as a complement to the risk-based capital require-
ments.

• In January 2014 the committee issued the document 
Sound management of risks related to money laundering 
and financing of terrorism, in which it recommends sound 
policies for combating money laundering and terrorist 
financing.

Other consultation documents published by the Basel Com-
mittee during 2013 and open to comment by financial insti-
tutions include the following:

• In October 2013 the committee issued the document Fun-
damental review of the trading book, containing propos-
als for a revision of the market risk regulatory framework.

• In December 2013 it published the consultative paper 
Revisions to the securitisation framework, which includes 
proposals and draft standards for a revision of the treat-
ment of securitisation.

• In February 2013 it published Mortgage insurance: market 
structure, underwriting cycle and policy implications, 
which examines the interaction of mortgage insurers with 
mortgage originators and underwriters.
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• In March 2013 it published a proposed Supervisory frame-
work for measuring and controlling large exposures, 
which includes proposals to strengthen the oversight and 
regulation of the shadow banking system in relation to 
large exposures. In particular, the proposals include policy 
measures designed to capture bank-like activities con-
ducted by non-banks. 

• In March 2013 it published Recognising the cost of credit 
protection purchased. This proposal would strengthen 
capital requirements when banks engage in certain high-
cost credit protection transactions.

• In June 2013 it published Capital treatment of bank expo-
sures to central counterparties, which establishes a capital 
treatment which ensures that banks’ exposures to central 
counterparties are adequately capitalised, while also pre-
serving incentives for central clearing.

• In June 2013 it published the Revised Basel III leverage 
ratio framework and disclosure requirements, which 
contains a review of the leverage ratio framework, mainly 
for the purpose of the denominator. The main changes 
are: (i) clarification of the general treatment of derivatives 
and related collateral; (ii) improved treatment of written 
credit derivatives; (iii) and improved treatment of securities 
financing transactions (SFTs), such as repos.

• In June 2013 it published The non-internal model method 
for capitalising counterparty credit risk exposures, which 
contains a proposal to improve the methodology for as-
sessing the counterparty credit risk associated with deriva-
tive transactions.

The EBA also published a number of binding technical stan-
dards during 2013:

• In  July 2013 the EBA published its Final draft technical 
standards on supervisory reporting requirements, which 
sets out reporting requirements relating to own funds, 
financial information, losses stemming from lending col-
lateralised by immovable property, large exposures, lever-
age ratio and liquidity ratios. The aim is to specify uniform 
formats, frequencies, reporting dates and definitions to 
be applied by credit institutions and investment firms in 
Europe.

• In  October 2013 the EBA published a number of binding 
technical standards in the Draft Implementing Technical 
Standards (ITS) on disclosure for the leverage ratio, which 
is aimed at harmonising disclosure of the leverage ratio 
across the EU by providing institutions with uniform tem-
plates and instructions. This is a consultation paper.

• In December 2013 the EBA published the text Final draft 
technical standards on market risk and CVA risk, which re-
lates to the definition of the term “market” to be applied 
for the calculation of the overall net position in equity 
instruments under the market risk standardised rules.

• In December 2013 the EBA published the document Final 
draft technical standards on own funds, which specifies 
the various elements of own funds and other related as-
pect.

• In December 2013 the EBA published the Final Draft Regu-
latory Technical Standards (RTS) on securitisation retention 
rules, aimed at ensuring an alignment of interests and 
information between the parties to securitisation transac-
tions and facilitating implementation of the 5% retention 
requirements and disclosure requirements by the parties.

Santander monitors all these developments closely with a 
view to managing regulatory change.

As a complement to the crisis management framework, the 
debate around structural reform continued during 2013. 
In the United States, regulators approved the Volcker Rule, 
which prohibits banks from engaging in proprietary trading. 
In the United Kingdom, where the debate started earlier, 
further progress was made with reforms approved in previ-
ous years (ring-fencing of retail banks). Likewise, France and 
Germany this year approved structural reforms aimed at 
isolating proprietary trading in a separate legal entity. 

In January 2014, following a public consultation carried out 
in mid-2013, the European Commission published a propos-
al for a regulation on structural reforms to the EU banking 
sector. The proposal imposes a ban on proprietary trading 
for all G-SIFIs and banks beyond a certain balance sheet and 
trading book size and raises the possibility of the need to 
isolate market making in a separate entity if the institution 
exceeds certain thresholds (still to be defined by the EBA, 
relating to various criteria of size, leverage, market risk and 
complexity, among others), where the supervisor so decides.

2.2.1. Regulatory context in Spain 
In 2013 Spain continued to take steps to clean up and re-
capitalise its banking industry, which has been undergoing 
a deep restructuring since 2009. The clean-up and recapi-
talisation efforts are part of a battery of measures adopted 
at European level to ease tensions in the financial markets 
caused by the sovereign debt crisis and uncertainty as to 
the solvency of the banking systems of eurozone member 
countries.

On 20 June 2012, in the context of the ongoing restructur-
ing and recapitalisation of the Spanish banking sector, the 
Spanish government requested external financial assistance. 
The conditions imposed under the agreement for financial 
assistance to be provided to the Spanish financial sector by 
the European Financial Stability Facility (EFSF) were set out 
in the Memorandum of Understanding on financial-sector 
policy conditionality of 9 July 2012 (MOU). During 2013 the 
following changes were made to current laws and regula-
tions to comply with the MOU:

• On 4 April 2013 the executive committee of the Bank of 
Spain approved the restructuring of the Directorate Gen-
eral Banking Supervision (DGS). As a result of the restruc-
turing, Sareb now comes under DGS supervision and DGS 
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is ready to adapt to future requirements arising from the 
introduction of the single supervisory mechanism.

• On 20 September 2013 the executive committee of the 
Bank of Spain approved Internal Circular 2/2013 on pro-
cedures applied in DGS. The circular was based on the re-
view of supervisory procedures carried out by an internal 
committee in compliance with the MOU.

• On 27 June 2013 the Directorate General Banking Regula-
tion and Financial Stability of the Bank of Spain sent a 
letter to banking sector professional associations (Spanish 
Banking Association, AEB; and Spanish Confederation of 
Savings Banks, CECA) in which it recommended that divi-
dend payments be limited so as to respect the principle of 
caution and ensure capital adequacy.

• On 30 October 2013 the Bank of Spain approved Circular 
5/2013, which amends Circular 4/2004 on public and con-
fidential financial reporting rules and formats, and Circular 
1/2013 on the Credit Register.

In addition, with the aim of continuing the recapitalisation 
and clean-up of the banking sector, certain actions in rela-
tion to the established regulations were concluded. The 
most significant are described below:

• On 28 February 2013 the creation of the Asset Manage-
ment Company for Assets Arising from Bank Restructur-
ing (Sareb) was completed, with the transfer to Sareb of 
the real estate and financial assets of the Group 2 entities, 
in compliance with the plans established by the European 
Commission on 28 November 2012. The final figure for 
the value of the real estate assets and loans held by Sareb 
is EUR 50,781 million.

• On 12 March 2013 the FROB disbursed the state aid 
awarded to the Group 2 entities (Banco Mare Nostrum, 
Liberbank, Banco Grupo Caja 3), in compliance with the 
restructuring plans approved by the European Commis-
sion on 20 December 2012.

Lastly, further regulatory changes were introduced in 2013 
to increase capital in credit institutions and clean up the 
financial sector. On 29 November 2013 the Spanish gov-
ernment approved a Legislative Royal Decree on urgent 
measures to adapt Spanish law to the European Union 
regulations on the supervision and solvency of financial 
institutions. This decree adapts the legal arrangements to 
give supervisors and financial institutions the necessary legal 
guarantees to be able to operate in accordance with current 
European regulations relating to Basel III.

2.2.2. Comprehensive Assessment by the European 
Central Bank 
In Europe, measures have been adopted to ease the strains 
in financial markets and restore confidence in the EU coun-
tries. Progress has been made towards policies that foster 
uniformity and integration. The main achievement in this 
regard and a step towards European banking union was the 
creation of a single supervisory mechanism, which will come 
into operation in November 2014. The main regulations and 
actions with regard to this mechanism are detailed below.

The regulation on the single supervisory mechanism came 
into force on 3 November 2013. It confers specific tasks 
on the ECB concerning policies relating to the prudential 
supervision of credit institutions, with a view to ensuring the 
safety and soundness of credit institutions and the stability 
of the financial system of the Union as well as of individual 
participating Member States. 

Under the new system the ECB will exercise direct supervi-
sion over the largest credit institutions and will work closely 
with national supervisors in supervising the rest.

On 23 October 2013 the ECB started a comprehensive as-
sessment in advance of assuming its new supervisory func-
tions. As part of this exercise, large banks will undergo a 
risk assessment, an asset quality review and stress tests. The 
aims are to foster transparency, repair, and build confidence.
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All European banks that meet one or more of the following 
criteria will take part in the exercise:

• Assets exceed €30 billion. 

• The ratio of assets to the country’s GDP exceeds 20%.

• The institution is one of the three largest institutions in a 
Member State.

The assessment is founded on three pillars:

• Supervisory risk assessment: review of key risks, in-
cluding liquidity, leverage and funding. A bank’s risk pro-
file, its position in relation to its peers and its vulnerability 
to a number of exogenous factors will all be taken into 
account. The methodology is currently being developed in 
collaboration with national competent authorities (NCAs).

• Asset quality review: quantitative and qualitative review 
of credit and market exposures (including off-balance 
sheet positions, non-performing loans, restructured loans 
and sovereign exposures). The data examined will be as of 
December 2013.

• Stress test: a forward-looking view of banks’ shock-
absorption capacity under stress. It is to be carried out in 
close cooperation with the EBA. The methodology, the 
scenarios and some issues regarding the capital thresholds 
are still to be determined.

The specific objectives of the Asset Quality Review are to 
assess adequate provisioning and adequate collateral valu-
ation for credit exposures and to assess the valuation of 
complex instruments and high-risk assets. It will comprise 
three phases:

• Portfolio selection: The NCAs will propose the portfo-
lios that should be included in the execution phase, sub-
ject to the minimum coverage criteria at country and bank 
level. The proposal will be bottom-up, while the selection 
will be top-down.

• Execution: data integrity validation, collateral valuation 
and recalculation of provisions and risk-weighted assets.

• Collation: consistency exercise to ensure the comparabil-
ity of results across all portfolios for all the banks. Includes 
quality assurance, guidelines and definitions.

Constant monitoring of changes in the regulatory frame-
work and anticipation of changes, so as to facilitate 
swift adaptation to new demands, are basic pillars of the 
Santander Group’s approach to regulatory issues.

Minimum capital (CET1) will be set at 8% for all banks 
(4.5% core capital, 2.5% capital conservation buffer and a 
1% add-on, as these are systemically important banks).
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3. SCOPE 

3.1. Differences between the accounting 
consolidation method and the consolidation 
method for calculating regulatory capital 

The Santander Group companies included in the scope of 
consolidation for the purposes of calculating the capital 
ratio under Bank of Spain Circular 3/2008 as amended by 
Bank of Spain Circulars 9/2010 and 4/2011 (hereinafter, 
“CBE 3/2008”) are the same as those included in the scope 
of consolidation for accounting purposes under Bank of 
Spain Circular 4/2004. Pursuant to rule 2 of CBE 3/2008, 
certain Santander Group companies are consolidated using 
a different method from that used for the accounting con-
solidation.

The companies for which a different consolidation method 
is used based on applicable regulations and the companies 
subject to deduction from capital are listed in Appendix I, 
distinguishing between financial institutions in which the 
Group has an ownership interest of more than 10% and 
insurance companies in which it holds an ownership interest 
of more than 20%.

A complete list of the companies that comprise the Group 
is appended to the notes to the consolidated financial state-
ments of the Santander Group.

3.2. Disclosure criteria used in this report 

  This report has been prepared in accordance with current 
Spanish legislation on the calculation of minimum 
capital requirements (CBE 3/2008) and using the figures 
reported to the Bank of Spain in non-public filings.

The information used for accounting purposes and disclosed 
in the notes to the financial statements has a different basis 
from the information used for calculating the regulatory 
capital requirements reported here.

The measures of risk exposure may differ, depending on the 
purpose for which they are calculated, e.g., financial report-
ing, regulatory capital reporting or management informa-
tion.

The exposure data included in the quantitative disclosures 
contained in this document are the data used for calculating 
regulatory capital.

Details of the types of information where these differences 
can be observed most clearly are given below:

• The credit risk exposure measures used for calculating 
regulatory capital requirements include (i) not only current 
exposures but also potential future exposures resulting 
from future commitments (contingent liabilities and com-
mitments) or changes in market risk factors (derivative 
instruments); and (ii) the mitigants of such exposures (net-
ting arrangements and collateral agreements for deriva-
tive exposures, and collateral and personal guarantees for 
on-balance-sheet exposures).

• The criteria used for classifying exposures as non-perform-
ing in portfolios subject to advanced approaches are more 
conservative than those used for preparing the informa-
tion disclosed in the notes to the financial statements.

A reconciliation of the public balance sheet to the non-pub-
lic balance sheet (regulatory perimeter) at December 2013 is 
shown below.
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 TABLE 1.  
RECONCILIATION OF PUBLIC BALANCE SHEET TO NON-PUBLIC BALANCE SHEET

Accounting 
balance sheet 
per published 

financial 
statements

Impact of 
Insurance/other

entities

Impact of 
banking

associates/other
entities

Other 
consolidation 

adjustments & 
eliminations  (*)

Balance sheet 
per regulatory 

scope of
consolidation

Cash and balances at central banks 77,102,976 -5,720 29,219 - 77,126,475

Trading portfolio assets 115,287,148 -1,567,805 38,870 2,455,203 116,213,416

Financial assets designated at 
fair value with changes in P&L 31,380,784 -8,850,716 39,353 5,239,535 27,808,956

Available for sale investments 83,798,980 -9,987,712 39,051 2,703,092 76,553,411

Loans and Advances 714,484,181 -4,977,332 22,083,429 -5,090,784 726,499,494

Changes in fair value of hedged items 1,626,971 - 15,001 - 1,641,972

Hedging derivatives 8,301,486 -6,845 9,079 -2,234 8,301,486

Other assets 83,654,075 -4,320,307 2,818,729 861,001 83,013,498

TOTAL ASSET 1,115,636,601 -29,716,437 25,072,731 6,165,813 1,117,158,708

Trading portfolio assets 94,672,359 -1,118,162 15,106 2,466,052 96,035,355

Financial liabilities designated 
at fair value with changes in P&L 42,310,524 -19,422,419 1,132,062 24,020,167

Financial liabilities at amortized cost 863,114,620 -3,630,418 22,203,852 1,084,504 882,772,558

Changes in fair value of hedged items 86,716 - - - 86,716

Derivative financial instruments 5,283,134 -55,836 50,400 -8,647 5,269,051

Provisions 14,474,215 -15,023 3,662 82,677 14,545,531

Other liabilities 15,794,739 -3,510,709 925,107 1,521,754 14,730,890

TOTAL LIABILITIES 1,035,736,307 -27,752,567 23,198,127 6,278,402 1,037,460,268

Shareholders' equity 84,739,522 -2,099,056 2,031,845 67,211 84,739,522

Valuation adjustments -14,152,110 197,823 -157,241 -40,582 -14,152,110

Minority interests 9,312,882 -62,637 - -139,218 9,111,028

TOTAL EQUITY 79,900,294 -1,963,870 1,874,604 -112,589 79,698,440

TOTAL LIABILITIES AND EQUITY 1,115,636,601 -29,716,437 25,072,731 6,165,813 1,117,158,708

(*) Mainly intercompany balances between perimeters
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3.3. Substantial modifications due to changes 
in the scope of consolidation and corporate 
transactions 

Merger agreement between Bank Zachodni WBK and 
Kredyt Bank 
On 28 February 2012 the Group announced that Banco 
Santander, S.A. and KBC Bank NV (KBC) had reached an 
investment agreement to merge the two groups’ subsidiar-
ies in Poland, Bank Zachodni WBK and Kredyt Bank, after 
which the Group would control approximately 76.5% of the 
resulting entity and KBC 16.4%, the remaining 7.1% being 
held by minority shareholders. The Group also undertook 
to sell part of its stake to investors and acquire up to 5% of 
the resulting entity, in order to help KBC reduce its interest 
in the merged entity below 10%, it being KBC’s aim to dis-
pose of the whole of its stake, so as to maximise its value.

It was agreed that the transaction would be executed by 
means of a capital increase in Bank Zachodni WBK, whose 
new shares would be offered to KBC and the remaining 
shareholders of Kredyt Bank as consideration for their 
shares in Kredyt Bank, the exchange ratio being set at 6.96 
shares of Bank Zachodni for every 100 shares of Kredyt 
Bank.

The transaction was carried out in early 2013, after approval 
was received from the Polish supervisory authority (KNF). 
As a result, the Group acquired control of approximately 
75.2% of the resulting entity and KBC around 16.2%, while 
the remaining 8.6% was held by minority shareholders.

On 22 March 2013 Banco Santander and KBC completed 
the placement of the shares owned by KBC and the 5.2% 
of the capital of Bank Zachodni WBK owned by the Group, 
in the amount of EUR 285 million, generating an increase of 
EUR 292 million in Minority interest.

Following the abovementioned transactions, the Group 
holds 70% of the capital of Bank Zachodni WBK, the re-
maining 30% being in the hands of minority shareholders.

Merger by absorption of Banesto and Banco Banif 
On 17 December 2012 Banco Santander, S.A. announced 
its decision to approve the proposal for a merger by ab-
sorption of Banco Español de Crédito S.A. (Banesto) and 
Banco Banif, S.A. Unipersonal, within the framework of the 
restructuring of the Spanish financial sector.

The  common merger project was approved by the boards 
of directors of Banco Santander, S.A. and Banesto on 9 
January 2013 and by the boards of directors of Banco 
Santander, S.A. and Banco Banif, S.A. Unipersonal  on 28 
January 2013. The General Meetings of Banco Santander, 
S.A. and Banesto, held on 22 and 21 March, also approved 
the project.

On 29 April 2013, in accordance with the common merger 
project and the resolutions of the two companies’ general 
meetings, Banco Santander, S.A. announced the rules and 
procedure for the exchange of Banesto shares for shares of 
Banco Santander, S.A. Banco Santander, S.A. exchanged 
the Banesto shares for treasury shares at a ratio of 0.633 
Banco Santander, S.A. shares, with a par value EUR 0.5 per 
share, for each Banesto share, with a par value of EUR 0.79 
per share, without additional cash consideration. As a result 
of said exchange, Minority interest was reduced by EUR 455 
million.

The Banesto merger deed was registered in the Companies 
Register of Cantabria on 3 May 2013 and Banesto was 
extinguished. The Banco Banif merger deed was executed 
on 30 April and Banco Banif, S.A. Unipersonal was extin-
guished. The deed was registered in the Companies Regis-
ter of Cantabria on 7 May 2013.

Insurance business in Spain 
On 20 December 2012 the Group announced that it had 
reached an agreement with Aegon to promote the bancas-
surance business in Spain. To do this, the Group created 
two insurance companies, one for life insurance and anoth-
er for non-life insurance, in which Aegon would take a 51% 
stake and the Group 49%, with management responsibility 
being shared between the two. The agreement does not 
affect savings, health or auto insurance, which will continue 
to be managed by Santander.

In June 2013, once the necessary authorisations had been 
obtained from the Directorate General for Insurance and 
Pension Funds and the European competition authorities, 
the agreement reached in December 2012 was finalised.
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Through said agreement Aegon took a 51% stake in the 
abovementioned insurance companies, one for life insurance 
and the other for non-life insurance, for which it paid EUR 
220 million, while the Group retained the remaining 49% of 
the capital.

Under the abovementioned agreement Aegon and the 
Group share management responsibility and enter into a 
25-year distribution agreement for the sale of insurance 
products in Spain through their sales networks.

As a result of this deal the Group recognised a gain of EUR 
385 million (EUR 270 million net of taxes), which is recorded 
under Gains on derecognition or disposal of assets not clas-
sified as non-current assets held for sale, of which EUR 186 
million relate to the recognition at fair value of the 49% 
interest retained by the Group.

Agreement with Elavon Financial Services Limited 
On 19 October 2012 Banco Santander, S.A. announced that 
it had reached an agreement with Elavon Financial Services 
Limited to jointly develop the payment services business in 
Spain through credit and debit card point-of-sale terminals 
in retail establishments.

The transaction involved creating a joint venture, owned 
51% by Elavon and 49% by Santander, to which the 
Santander Group transferred its payment services business 
in Spain (excluding that of the extinguished Banesto). The 
transaction was completed during the first half of 2013, 
generating a gain of EUR 122 million (EUR 85 million net of 
taxes).

Agreement with Warburg Pincus and General Atlantic 
The Group has entered into an agreement with subsidiar-
ies of Warburg Pincus and General Atlantic to promote 
the global development of its asset management unit, 
Santander Asset Management.  Under the agreement, War-
burg Pincus and General Atlantic together own 50% of the 
holding company that holds Santander Asset Management’s 
management companies, while the remaining 50% will be 
owned by the Santander Group.

Agreement with El Corte Inglés 
On 7 October 2013 the Group announced that through its 
subsidiary Santander Consumer Finance, S.A. it had entered 
into a strategic agreement with El Corte Inglés, S.A. in the 
field of customer finance, which includes the acquisition of 
51% of the shares of Financiera El Corte Inglés E.F.C., S.A., 
with El Corte Inglés, S.A. retaining the remaining 49%. 
Santander Consumer will pay a price of approximately EUR 
140 million for 51% of the shares of Financiera El Corte 
Inglés.

The deal is subject to clearance from regulators and com-
petition authorities and is expected to be completed in the 
first quarter of 2014.

Agreement with Apollo 
On 21 November 2013 the Group announced that it had 
reached a preliminary agreement with Apollo European 
Principal Finance Fund II, a fund managed by subsidiaries of 
Apollo Global Management, LLC, for the sale of the plat-
form responsible for Banco Santander, S.A.’s loan recovery 
management in Spain and the management and marketing 
of the real estate properties resulting from this activity. Fol-
lowing this transaction, the Group will retain the real estate 
assets and the loan portfolio on its balance sheet, while the 
assets will be managed from the platform owned by Apollo.

Collaboration agreement with Bank of Shanghai 
Santander has entered into a collaboration agreement 
with Bank of Shanghai (BoS) and has agreed to acquire an 
interest equivalent to 8% of the bank’s share capital. This 
transaction, which is subject to approval by the China Bank-
ing Regulatory Commission, will make Santander the second 
largest shareholder of BoS and its international strategic 
partner. The deal is expected to be closed during the first 
half of 2014. The amount of the investment, including the 
acquisition of the stake held by HSBC Ltd. and the coopera-
tion agreement with Bank of Shanghai, will be approximate-
ly EUR 470 million. The deal will have an impact of around 1 
basis point on the Santander Group’s capital.
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4.   BACKGROUND SANTANDER  
GROUP PILLAR III DISCLOSURES

4.1. Structure and policy of the Pillar III 
Disclosures 

Under Rule 109 of CBE 3/2008, financial institutions are 
required to publish a prudential report (Pillar III Disclosures) 
containing the information stipulated in chapter 11 of CBE 
3/2008.

Under Bank of Spain Circular 4/2011, published in Novem-
ber 2011, banks are required to follow the recommenda-
tions on transparency in remuneration policy published by 
the Basel Committee in July 2011. This report gives details 
of the required qualitative and quantitative disclosures on 
remuneration practices and policies.

Following a principle of transparency in remuneration, the 
Santander Group was a pioneer in publishing an individual-
ised breakdown of the remuneration of its directors and ex-
ecutives in 2002. This information has been disclosed since 
2005 in the report of the appointments and remuneration 
committee.

The Santander Group’s Pillar III Disclosures are divided into 
14 chapters and three appendices. The first section de-
scribes material events affecting the Group that occurred in 
2013. The second section describes the background to Pillar 
III in the Santander Group. The third section describes the 
corporate framework of the capital and risk function and 
explains the Group’s risk and solvency management policies, 

the structure and functioning of corporate governance and 
the capital adequacy assessment procedures. The fourth 
section explains the eligible capital reporting requirements 
and the methodological procedures for the management 
of solvency and risk, classified by risk type (credit and dilu-
tion risk, market risk in the trading book, operational risk, 
disclosures on instruments and investments not included in 
the trading book), and the remuneration policy. Lastly, the 
appendices include a glossary of relevant terms to facilitate 
understanding of the report.

4.2. Transparency enhancements 

Santander has taken note of the various recommenda-
tions issued by the EBA and other working groups such as 
the EDTF to improve the transparency of the information 
published each year in the Pillar III report. The conclusions 
and best practices reported in the document Follow-up 
review of banks’ transparency in their 2012 Pillar 3 reports, 
published by the EBA on 9 December, have been taken into 
account. Santander is also taking part in the Basel Commit-
tee’s initiatives through membership of the various working 
groups that report to the Policy Development Group on 
transparency in Pillar III disclosures (Working Group on Dis-
closure).

The improvements introduced as a result of these recom-
mendations and comments are detailed below. 
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 TABLE 2.  TRANSPARENCY ENHANCEMENTS

Improvement  
area

Name 
Location in 
2013 Pillar III 
Disclosures

Background Explanatory introduction to the content of each chapter All chapters

Perimeter of 
application

Reconciliation of accounting balance to regulatory balance 3.2

Capital and
Capital requirements 

Flow statements. Explanation of annual movements in regulatory capital for each risk 
(credit, market and operational)

5.5.4

5.5.6

5.5.7

Explanation of movements in the capital base 5.5.1

Scope of the use of standardised and IRB credit risk approaches  
and supervisory approvals

5.5.2

Details of permanent STD 5.5.2

Table explaining the approvals obtained and the rollout plan 5.5.2

Basel III: regulatory approach 5.7

Reconciliation of accounting capital to regulatory capital 5.5.1

Include book amount of subordinated debt and preference shares 5.5.1

Geographical distribution of capital requirements for credit risk 5.5.3

Credit risk Geographical distribution of exposures 7.2

Breakdown of personal guarantees by rating grade 7.11.3

Results of internal validation 7.7

Management of risks in securitisations 8.1.3.3

Details of the main vehicles issued, separating by type of underlying and type of debt 8.1.3.4

Description of the rating models and parameters 7.4

Liquidity and funding Asset encumbrance 10.2.2

Remuneration Benchmarking with peers 14.3

Remuneration policy by geographical area 14.5

Additional remuneration schemes 14.5

Description of how present and future risks are taken into account in remuneration 
policy

14.7
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4.3. Governance: Approval and publication 

Under the formal disclosure policy approved by the board 
of directors on 28 April 2009, the Santander Group must 
publish the Pillar III Disclosures at yearly intervals, following 
approval by the Group’s board of directors. Prior to approval 
by the board of directors at its meeting on 17 February 
2014, the Pillar III report was approved by the Santander 
Group’s audit and compliance committee on 10 February 
2014.

The information contained in the Pillar III 
Disclosures has been verified by the audit and 
compliance committee, subject to a review 
report by the external auditor, which found no 
material incidents as regards the reasonableness 
of the disclosures and compliance with the 
reporting requirements established in CBE 
3/2008.

The Pillar III Disclosures are available at the Santander Group 
website (www.santander.com) under “Financial reports” in 
the “Investor relations” section.

4.4. Background on the Santander Group 

Banco Santander, S.A. is a private-law entity subject to 
the rules and regulations applicable to banks operating in 
Spain. In addition to its own activities, Banco Santander is 
the parent of a group of subsidiaries, engaged in a variety 
of activities, which together make up the Santander Group. 
CBE 3/2008 is applicable at consolidated level to the whole 
Group.

At 31 December 2013, under rule 5 of CBE 3/2008, the 
Santander Group is exempt from the obligations referred to 
in rule 4.1 and 4.2 of CBE 3/2008 and from the obligations 
relating to internal corporate governance for the subsidiar-
ies Santander Leasing, S.A., EFC and Santander Factoring y 
Confirming, S.A. EFC. None of the exemptions envisaged in 
said rule 5 of CBE 3/2008 has been requested for any other 
of the Santander Group’s subsidiaries. At 31 December 2013 
no financial institution consolidated as part of the Santander 
Group had capital below the minimum required under ap-
plicable laws and regulations.

In some jurisdictions, restrictions have been imposed on 
dividend payments, based on the new, much stricter sol-
vency regulations. At the moment, however, Santander has 
no knowledge of any other practical or legal impediment to 
the transfer of funds by subsidiaries of the Santander Group 
to the parent in the form of dividends, loans or advances, 
repatriation of capital, or in any other form.

Santander is among the banks that have not 
requested state aid in any of the countries in 
which it has a presence.
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5. CAPITAL 

5.1. Capital in the Santander Group  
business model

  Chapter 5 provides details of the regulatory capital base, 
regulatory capital requirements, economic capital and 
RORAC and detailed explanations of the governance 
of the capital function and the corporate capital 
framework, including relevant processes such as capital 
planning and stress testing. 

Details of the Santander Group’s business model are given 
below.

 SANTANDER GROUP BUSINESS MODEL

Capital  
discipline 
and financial
strength

Commercial 
focus

Efficiency Risk
prudence

Santander 
brand

Geographic 
diversification
& subsidiaries 
model

Customer

Capital discipline and financial strength
Having a strong balance sheet is a priority objective for 
Banco Santander. In 2013 the Santander Group continued 
to strengthen its main capital and liquidity ratios to meet 
the challenge of the difficult economic and financial en-
vironment and the new regulatory requirements. Banco 
Santander has solid core capital, appropriate to its business 
model, its balance sheet structure, the Group’s risk profile 
and regulatory requirements. In 2013 it continued to im-
prove its solvency ratios and increase its core capital.

This increase has been achieved mainly due to the Group’s 
considerable capacity to generate capital organically and 
through active management of its business portfolio. It has 
been achieved in spite of having a much higher ratio of con-
version of assets into risk-weighted assets than the average 
of its competitors.

Banco Santander’s capital composition puts it in a very com-
fortable position to comply with the Basel III ratios, which 
came into force on 1 January 2014. Banco Santander has 
kept dividend per share at EUR 0.60 and has not received 
state aid in any of the countries in which the Group is pre-
sent. As an indicator of its solvency, Santander is the only 
bank in the world that has a higher rating, at all three of the 
main rating agencies (S&P, Fitch and Moody’s), than the sov-
ereign debt of the country in which it is domiciled.

Subsidiaries model 
The Santander Group’s international expansion has been 
achieved through autonomous subsidiaries with responsibil-
ity for their own funding and liquidity:

• Capital: the local units have the capital required to carry 
out their activity and comply with regulatory require-
ments.

• Liquidity: each subsidiary develops its own funding plans 
and liquidity projections and calculates its own funding 
needs, without counting on funds or guarantees from the 
parent. The Group’s liquidity position is coordinated in the 
assets and liabilities committees (ALCO).

 Note: For a description of the pillars of the Banco Santander business 
model, see chapter 1 of the 2013 Annual Report.
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It is the Group’s policy to have its main subsidiaries listed. 
The following subsidiaries are currently listed: Santander 
Brasil, Chile and Mexico, Bank Zachodni WBK in Poland and, 
since January 2014, Santander Consumer USA, which at the 
time of its IPO was valued at USD 8,300 million.

The Bank ensures control of these subsidiaries by retaining 
an ownership interest of around 70%. Santander has an 
internal governance framework that meets the regulatory 
requirements of the EBA, BIS and Bank of Spain and es-
tablishes the principles that govern relations between the 
corporation and the subsidiaries, in terms of: i) the way in 
which each subsidiary organises itself to facilitate its interac-
tion with the corporation; ii) the supervision and control of 
each subsidiary by the corporation; and iii) the establishment 
of common frameworks of action for management and 
control. Banco Santander combines its subsidiaries’ financial 
autonomy with group synergies and has corporate poli-
cies in areas such as risks, finance, legal, human resources, 
technology, costs, commercial banking, communication and 
marketing, and internal audit, which are implemented in all 
the Group’s units, so as to:

• Achieve cost and revenue synergies by implementing the 
Santander commercial banking model through global 
strategies.

• Strengthen the Santander culture, with particular empha-
sis on global risk management and business unit control.

• Foster the exchange of best practices between countries.

• Achieve greater investment efficiency through the global 
sharing of information and operations systems.

As a result, the results of the Group are greater than the 
sum of the results of its local units.

  STRATEGIC AND REGULATORY ADVANTAGES

 
  The autonomy of the subsidiaries limits contagion 
among the Group’s various units in crisis situations, 
thus reducing systemic risk.

  The subsidiaries are subject to two tiers of supervi-
sion and internal control: local and global.

  This model facilitates crisis management and reso-
lution, while creating incentives for good local 
management.

  Publicly traded subsidiaries:

1. Have ready access to capital and are subject to mar-
ket discipline. 
2. Give great financial flexibility, as they allow acquisi-
tions to be funded in local markets and are an alterna-
tive to investing capital. 
3. Ensure a high level of transparency and corporate 
governance and strengthen the brand in each country.

Diversification 
The geographical diversification of the Santander Group is 
balanced between mature and emerging markets, which 
respectively contributed 47% and 53% of 2013 profit. The 
Bank centres its presence in ten main markets: Spain, Ger-
many, Poland, Portugal, United Kingdom, Brazil, Mexico, 
Chile, Argentina and the United States. It also has a 
significant market share in Uruguay and Puerto Rico, con-
sumer finance businesses in other European countries and 
a presence in China through the wholesale banking and 
consumer finance businesses. Santander also has global 
business areas, which develop products that are distrib-
uted through the Group’s commercial networks to serve 
customers worldwide.
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5.2. Capital function

The basic principles determine the rules that must govern 
the actions of Group entities in the management, monitor-
ing and control of capital.

•  Capital autonomy. The Group’s corporate structure 
is based on a model of legally independent 
subsidiaries, each with responsibility for its own 
capital and liquidity. This gives advantages in raising 
funds and limits the risk of contagion, thus reducing 
systemic risk. In this structure, subsidiaries are subject 
to two tiers of supervision and internal control: local 
and global. The local units have the necessary capital 
to carry on their activity autonomously and meet 
regulatory requirements.

•  Centralised monitoring. The capital management 
model must ensure a holistic view, through a 
corporate environment of global coordination and 
review (every business, every geography). The first 
level of monitoring, by the local units themselves, 
is supplemented by the monitoring activity of the 
corporate units.

•  Appropriate distribution of capital resources. The 
allocation of capital resources must be consonant 
with the effective location of risk taking within the 
Group and proportional to the risks that are taken, 
so as to strike an optimal balance between solvency 
and profitability. Both the subsidiaries and the 
parent entity must be adequately capitalised and 
capital must be allocated using balanced criteria.

•  Strengthening of capital. Independently of the 
need to operate with more than sufficient capital 
(available capital) to meet legal requirements 
(considered a minimum, not a target), the right 
mix of capital must be ensured by encouraging the 
choice of the highest quality elements of eligible 

capital (based on each element’s loss-absorbing 
capacity, its likelihood of remaining on an entity’s 
balance sheet in the longer term, and its ranking 
in the priority of payments), so as to guarantee the 
stability of capital over time and support the Group’s 
sustained growth strategy.

•  Capital conservation. Capital is a  scarce resource 
which must be used as efficiently as possible, given 
the high cost of generating capital organically 
or raising capital in the markets. All units must 
therefore have ongoing monitoring mechanisms to 
optimise capital usage.

•  Prudent capital management. The fundamental aim 
of capital management is to preserve the Entity’s 
solvency without losing focus on the return on 
invested capital. This requires setting capital targets 
that are consistent with the Entity’s risk profile, both 
locally and globally, so as to limit the levels and types 
of risk the Entity is willing to assume in the course of 
its business and ensure that capital levels consistent 
with those risks are maintained.

•  Maximisation of value creation. Investment decisions 
are aimed at optimising the creation of value 
from invested capital. In order to align business 
management with capital management, a set of 
metrics relating the cost of capital to the return on 
capital investment are monitored. This allows the 
profitability of transactions, customers, portfolios 
and businesses to be compared on a consistent basis.

STRATEGIC PRINCIPLES OF THE CAPITAL FUNCTION

Maximisation of value creation

Capital strength and discipline
 Capital strengthening

 Capital conservation

 Prudent management

Capital autonomy
 Autonomy

 Centralised monitoring

  Appropriate distribution  
of capital resources 

STRATEGIC 
PRINCIPLES OF 
THE CAPITAL 
FUNCTION
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5.2.1. Organisation
The organisational structure has been defined with a view 
to achieving compliance with the principles of capital man-
agement and ensuring that the relationship between each 
subsidiary and the corporation in this function is such as 
to facilitate the subsidiary’s financial autonomy, subject to 
strict monitoring, coordinated at Group level.

5.2.2. Capital governance
To ensure the proper exercise of the capital function, both 
in terms of decision making and in terms of supervision and 
control, the Santander Group has developed a structure of 
responsive and efficient governance bodies, which secure 
the participation of all the areas concerned and ensure the 
necessary involvement of senior management. 

Because of the Group’s characteristic subsidiaries structure, 
the governance structure of the capital function has to be 
adapted to preserve the subsidiaries’ capital autonomy, 
while allowing centralised monitoring and coordinated man-
agement at Group level. To achieve this, the corporate-level 
governance structure is replicated in each subsidiary, with a 
similar structure and functions. There are also committees 
that have responsibilities both at parent company level and 
also for coordination at Group level. The local committees 
must report to the corporate committees as and when 
required on any relevant aspects of their activity that may 
affect capital, so as to ensure proper coordination.

Determine the minimum level of 
capital adequacy considered sufficient 
for the entity to operate satisfactorily. 
Promote efficient capital management 
by establishing minimum profitability 
requirements and allocating capital 
appropriately. Review and approve 
disclosures.

Approve the internal capital adequacy 
assessment process (ICAAP) and the disclosures 
on capital adequacy and capital (Pillar III 
Disclosures) to ensure that the content is 
sufficiently relevant and representative of the 
Group’s situation.

Receive reports on and authorise risk 
models, taking their impact on the 
level of capital into account.

Committees 
required  

by the bylawsGroup level

Subsidiaries

Management 
and control

Board of Directors

Structure of the capital governance function

The structure and functions of the local committees must be consistent with the corporate 
structure

Committee responsible for supervising, authorising 
and evaluating every aspect of the Group’s capital 
and solvency.

  Oversee compliance with capital adequacy 
requirements.

  Supervise and review the procedures in place 
to ensure efficient capital management by 
monitoring advanced metrics and reviewing and 
validating the capital planning and stress testing 
exercises.

  Deploy and review the use of advanced approaches 
in the Group and approve the implementation 
of improvements and developments of the 
approaches.

  Coordinate relations with supervisors and the flow 
of information to the market.

  Intermediate and coordinate decisions on liquidity 
and capital.

Capital 
Committee

Board Risk 
Committee

Audit and Compliance 
Committee
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5.3. Capital management

The goal of capital management in the Santander group is to 
maintain the entity’s solvency and maximise its profitability, 
while ensuring compliance with internal capital targets and 
regulatory requirements. Capital management is a funda-
mental strategic tool for decision making at both local and 
corporate level and serves to create a common framework of 
action by establishing uniform definitions of capital manage-
ment criteria, policies, functions, metrics and processes.

Regulatory capital

• Capital requirements: The minimum amount of capital 
the entity is required to hold in order to safeguard its 
solvency, based on the level of risk assumed, in terms of 
credit, market and operational risk.

• Eligible capital: The capital the regulator considers 
eligible to meet capital requirements. The main 
components of eligible capital are accounting capital 
and reserves.

Economic capital

• Internal capital requirement: The minimum amount 
of capital the Group needs, at a given confidence level, 
to absorb unexpected losses arising from its current 
exposure to all the risks it has assumed (including risks 
additional to those taken into account when calculating 
regulatory capital requirements).

• Available capital: The amount of capital the Group 
itself considers eligible, on management criteria, to 
meet capital needs.

Cost of capital

The minimum return required by investors 
(shareholders) as compensation for the opportunity cost 
incurred and the risk assumed in investing their capital 
in the Entity. This cost of capital represents a “hurdle 
rate” or “minimum return” to be achieved and can be 
used to compare the activity of the different business 
units and analyse their efficiency.

 

Return on risk-adjusted capital (RORAC)

The return (understood as net profit after tax) on 
internally required economic capital. Given this 
relationship, any increase in economic capital means 
a decrease in RORAC. For this reason, the Bank must 
demand a higher return from transactions or business 
units that consume more capital.

RORAC takes the investment risk into account and so 
provides a risk-adjusted measure of return.

Using RORAC allows the Bank to manage its activities 
better, assess the true return on its businesses 
considering the risks assumed, and be more efficient in 
its investment decision making.

Value creation

Any profit generated above and beyond the cost of 
economic capital. The Bank will create value when the 
risk-adjusted return, measured by RORAC, is greater 
than the Bank’s cost of capital, and will destroy value 
in the opposite case. Value creation measures the risk-
adjusted return in absolute terms (currency units) and 
so is complementary to the RORAC perspective.

Expected loss

The loss due to default that we expect to have, on 
average, over the course of a business cycle. From the 
point of view of expected loss, defaults are considered 
a “cost” that could be eliminated or reduced through 
appropriate selection of borrowers.

The Group works with the following variables relating to the 
concept of capital:

CAPITAL VARIABLES
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There are two levels of capital management in the Group:

• Regulatory capital management: Regulatory capital 
management starts from an analysis of the capital base, 
the solvency ratios as defined by applicable legislation 
and the scenarios used in capital planning. The aim is for 
the capital structure to be as efficient as possible, both in 
terms of cost and in terms of compliance with the require-
ments of regulators. Active capital management includes 
securitisations, asset sales and issues of capital instru-
ments (preference shares, subordinated debt) and hybrid 
capital instruments.

As of 31 December 2013 the Group meets all 
the minimum capital requirements under current 
laws and regulations.

• Economic capital management: Economic capital man-
agement aims to optimise value creation in the Group and 
its business units. For that purpose, economic capital, RO-
RAC and value creation per business unit are calculated, 
analysed and reported to the management committee on 
a quarterly basis. Within the framework of the internal 
capital adequacy assessment process (Basel Pillar II), the 
Santander Group uses an economic capital measurement 
model to ensure that sufficient capital is available to sup-
port all the risks of its activity under various economic 
scenarios, in line with the capital adequacy levels set by 
the Group. 

5.4.  Capital management priorities in 2013

Santander has met the global management priorities set 
for 2013. It increased core capital through organic capital 
generation and active management of the Group’s portfolio 
of businesses. 

Details of the most significant actions taken in 2013 are 
given below:

1) Return on risk-weighted assets
Banco Santander is analysing its markets and segments to 
ensure that capital is allocated appropriately to the business-
es that are most profitable and that have the most growth 
potential, always with a clear long-term outlook. To ensure 
that capital is invested according to the risk and expected 
return of each of our businesses, we are implementing com-
mon management metrics throughout the Group, based on 
the return on risk-weighted assets.

2) Optimisation of the capital structure of Santander 
Brasil 
Banco Santander (Brasil) S.A. has announced its intention 
to optimise its capital structure by replacing common equity 
(Core Tier 1) in the amount of 6,000 million Brazilian reais 
(to be distributed pro rata among its shareholders) with an 
equivalent amount of newly issued instruments that qualify 
as regulatory capital (Additional Tier 1 and Tier 2), which 
will be offered to the shareholders of Banco Santander (Bra-
sil) S.A. 

Banco Santander, S.A. intends to subscribe a percentage of 
the newly issued instruments in proportion to its sharehold-
ing in Banco Santander (Brasil) S.A. (approx. 75%), as well 
as any of these instruments that are not taken up by the 
remaining shareholders of Banco Santander (Brasil) S.A. 

For Santander Brasil this transaction entails:

• A lower cost of capital, as the cost of equity (shares) is 
greater than that of Tier 1 and Tier 2 capital.

• Greater flexibility, as the capital structure will be more 
diversified in terms of currency (real and dollar) and 
composition.

• A higher return on the bank’s equity, while maintaining 
the same level of capital and the same soundness and 
funding capacity.

After the optimisation, the Basel II ratio of Santander Brasil 
will remain at the current level of around 21.5%, the highest 
among large retail banks and substantially above the ap-
plicable regulatory minimum and the Basel III minimum. This 
ratio indicates Santander Brasil’s continued capacity to grow 
and seize business opportunities.

3) Optimisation of the capital structure of Santander 
México
Banco Santander (México), S.A. Institución de Banca Múlti-
ple, Grupo Financiero Santander México (“Banco Santander 
(México)”) has announced its intention to: (i) distribute a 
cash dividend in an amount of between USD 1,000 and 
1,300 million; and (ii) authorise the issue of subordinated 
notes that qualify as Tier 2 capital under Basel III in the 
amount of approximately USD 1,000 million, subject to mar-
ket conditions. 

In addition, Grupo Financiero Santander México, S.A.B. 
de C.V., which holds 99.99% of the share capital of Banco 
Santander (México), has convened a general meeting of 
shareholders at which it will seek approval for the payment 
of a dividend to its shareholders in an amount approxi-
mately equivalent to the amount to be received from Banco 
Santander (México). 
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Banco Santander, S.A. plans to subscribe approximately 
75% of the new securities issued by Banco Santander (Mé-
xico), as well as any that are not taken up by other investors.

The abovementioned transactions will optimise the regula-
tory capital structure of Banco Santander (México), as they 
will reduce its cost of capital and increase the return on 
equity. They will also set a precedent in the industry, as the 
Bank will be moving ahead of the market by issuing Basel III 
compliant capital instruments. The proceeds of the issue of 
subordinated notes will be included in the Bank’s capital as 
supplementary capital and will support the institution’s rate 
of growth in Mexico, where Santander has played an impor-
tant role in financing SMEs, mortgages and other activities.

4) Initial public offering of shares of Santander 
Consumer USA
Santander’s vehicle finance subsidiary in the United States 
successfully completed an IPO, listing 21.6% of its stock. 
The offering was priced at USD 24 per share, effectively 
valuing Santander Consumer USA at USD 8,300 million and 
the Bank’s stake at USD 5,000 million. The demand from 
institutional investors was ten times the amount of shares 
offered.

Following the IPO, Banco Santander controls 60.7% of the 
capital of SCUSA. The Group sold a 4% stake, while the rest 
of the stock was offered by Sponsor Auto Finance Holdings 
Series (an entity held by funds affiliated with Centerbridge 
Partners, Kohlberg Kravis Roberts & Co., Warburg Pincus 
and DFS Sponsor Investments).

The IPO generated a capital gain of EUR 740 million for the 
Group, all of which has been applied to strengthening the 
balance sheet.

Santander acquired a 90% stake in Drive Financial, which 
changed its name to Santander Consumer USA in 2008, 
from HBOS and the company’s founding partners in 2006 
for USD 651 million. In 2011 Sponsor Auto Finance Holdings 
Series and Dundon DFS acquired interests in SCUSA through 
a capital increase, reducing the Bank’s stake to 65% and 
generating a capital gain of USD 1,000 million for the 
Group as a result of the increase in SCUSA’s value to USD 
4,000 million.

The Group has also stated its intention to increase the capi-
tal of Santander Holdings USA, which holds the Group’s 
interests in Santander Bank N.A. and Santander Consumer 
USA, to USD 2,000 million to support the growth plans in 
the United States.

5) Corporate transactions 
After-tax capitals gains totalling EUR 939 million were 
recorded in 2013, resulting from the bancassurance agree-
ment with Aegon and the asset management agreement 

with Warburg Pincus and General Atlantic, which generated 
capitals gains of EUR 270 million and EUR 669 million, re-
spectively.

These gains will be used entirely to cover the costs of the 
integration of the businesses acquired in Spain and Poland, 
as well as to strengthen the balance sheet and amortise 
goodwill.

5.5. Pillar I regulatory capital

The current regulatory framework for capital calculation is 
based on three pillars:

• Pillar I sets the minimum capital requirement for credit, 
market and operational risk, allowing the possibility of 
using internal ratings and internal models (IRB approach) 
for calculating credit risk weighted exposures, internal 
models (VaR) for market risk and internal models (AMA) 
for operational risk. The aim is to make the regulatory re-
quirements more sensitive to the risks actually incurred by 
financial institutions in carrying on their business activities.

• Pillar II establishes a system of supervisory review aimed 
at improving banks’ internal risk management and capital 
adequacy assessment in line with their risk profile.

• Lastly, Pillar III deals with financial information transpar-
ency and market discipline.

In Spain the regulations on the calculation 
and monitoring of minimum capital have been 
actively updated ever since Basel II came into 
effect. The capital requirements directive and 
regulation implementing the Basel III agreement, 
which will entail higher capital requirements for 
credit institutions, were approved on 27 July 
2013 and apply from 1 January 2014.

5.5.1. Elligible capital
Total shareholders’ equity, after retained earnings, was EUR 
84,269 million, an increase of EUR 3,348 million, or 4%, 
compared to the previous year.

Over the course of 2013 various issues of ordinary shares 
were made to meet the demand from shareholders who 
opted to receive dividends in shares under the Santander 
Dividendo Elección (scrip dividend) programmes.  A total of 
892,634,796 shares were issued for the four scrip dividends 
in 2013 – two for the third and fourth dividends of 2012 
and two for the first and second dividends of 2013 – with 
combined take-up of 87.3%.
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Minority interest shows hardly any change in the last twelve 
months. The increase resulting from the transaction in Po-
land is offset by the decreases in Spain (due to the Banesto 
merger) and Brazil (due to the impact of exchange rates).

Valuation adjustments are down EUR 4,678 million, most 
notably because of the adverse impact of exchange rates 
(partly hedged) on the value of investments in foreign sub-
sidiaries. This heading also includes the negative impact of 
exchange rates on goodwill, although the impact on capital 
ratios is neutral, as the impact is recorded equally on the as-
set side of the balance sheet.

As a result of all the above, equity at year-end was EUR 
79,900 million.

A reconciliation of accounting capital, which is the subject 
of the preceding paragraphs, to regulatory capital is shown 
below:

 TABLE 3.  
RECONCILIATION OF ACCOUNTING CAPITAL WITH REGULATORY CAPITAL

Thousands of euros  
31 Dec 2013

Thousands of euros  
31 Dec 2012

Capital 5,666,710 5,160,590

Share premium account 36,804,223 37,411,568

Reserves 38,313,412 37,403,946

Own shares held in treasury -8,551 -287,141

Attributable profit 4,370,097 2,294,598

Dividend paid -406,371 -650,081

Shareholders’ equity on public balance sheet 84,739,520 81,333,481

Valuation gains/(losses) -14,152,236 -9,473,827

Non-controlling interest 9,312,849 9,415,105

Total equity on public balance sheet 79,900,133 81,274,758

Goodwill and intangible assets (*) -28,269,784 -29,613,324

Eligible preference shares and participating securities 2,948,324 3,194,604

Accrued dividend -495,051 -422,537

Other adjustments 2,920,662 2,984,553

Gross tier 1 57,004,284 57,418,054

Regulatory deductions at 50% -644,804 -629,464

NET TIER 1 56,359,480 56,788,590

*It includes changes due to NIC19 application in 2012.

The following table provides a breakdown of the Group’s 
eligible capital and a comparison with the previous year:
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 TABLE 4.  
ELIGIBLE CAPITAL

Thousands of euros  
31 Dec 2013

Thousands of euros  
31 Dec 2012

Gross Tier 1 57,004,287 57,418,055

Capital  5,666,710 5,160,590

Share premium account 36,804,223 37,411,568

Reserves 27,254,201 31,261,935

Minority interest  7,682,473 8,245,313

Profit net of dividends 3,468,675 1,026,674

Deductions -26,820,319 -28,882,629

Goodwill -23,430,234 -25,040,757

Treasury shares -8,551 -287,141

Intangible assets and other assets -3,381,534 -3,554,732

Preference shares 2,948,324 3,194,604

Gross Tier 2 8,067,011 9,390,992

General loan loss and other allowances 3,810,104 4,027,673

Subordinated debt 4,256,907 5,363,319

     Perpetual subordinated debt 332,700 441,820

     Subordinated debt with a maturity date 3,924,207 4,921,499

Other deductions -1,289,607 -1,258,929

Investments in financial institutions >10% -242,010 -229,692

Investments in insurers >20% -858,743 -777,172

Securitisation tranches at 1250% -137,779 -187,379

Expected losses on equities -51,075 -64,686

TOTAL ELIGIBLE CAPITAL 63,781,691 65,550,118

Note:  Banco Santander and its subsidiaries have not participated in any state aid programme.

The eligible capital of the Santander Group under Basel II 
criteria at year-end was EUR 63,782 million.

This is very high quality, very solid core capital, as appropri-
ate to the Santander Group’s business model, balance sheet 
structure and risk profile.
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Gross Tier 1 capital includes:

a) Share capital, which in December 2013 amounted to EUR 
5,666,710 thousand.

b) Reserves, made up of (i) paid-up share premium, (ii) effec-
tive and disclosed reserves created from profit, when they 
have a credit balance, and amounts which are not rec-
ognised in the income statement but which under Bank 
of Spain Circular 4/2004 must be recognised in “Other 
reserves”. For the purposes of the capital calculation the 
following are classified as reserves: currency translation 
differences; gains on hedges of net investments in foreign 
operations; and the balance of the equity account used, 
under Bank of Spain Circular 4/2004, to record certain 
equity-based payments. Lastly, reserves also include unre-
alised losses on available-for-sale equity portfolios, net of 
taxes. 

c) The paid-up portion of any minority interest arising from 
the issue of ordinary shares by consolidated companies, 
excluding the portion attributed to such interests in the 
revaluation reserves and in the valuation adjustments in-
cluded in Group equity.

d) Profit net of dividends, which in December 2013 amount-
ed to EUR 3,468,675 thousand, which is the audited 
profit for the year.

e) Deductions, which are made up of any gains on treasury 
shares, loans to third-parties for the acquisition of own 
shares, goodwill, and other intangible assets that are in-
cluded in equity.

f) The preference shares mentioned in Article 7.1 of Law 
13/1985, issued pursuant to Additional Provision Two of 
said law.

Tier II includes, among other items, the following:

a) Any excess of the sum of impairment loss allowances and 
risk provisions for IRB exposures over the expected losses 
on those exposures, up to a maximum of 0.6% of credit 
risk-weighted assets calculated under the IRB approach.

b) The carrying amount of the general provision for portfo-
lios subject to the standardised approach, up to a maxi-
mum of 1.25% of the credit risk-weighted assets used as 
the basis for calculating the general provision.

c) 45% of the gross amount of any net gains on available-
for-sale equity portfolios. 

d) Any subordinated loans issued by the Group. 

The total amount of the deductions includes the carrying 
amount of investments in financial entities where the Group 
holds more than 10% of the capital, the minimum capital 
requirements of insurance entities in proportion to the 
Group’s ownership interest in those entities, the expected 
loss on equity exposures, and securitisation exposures, 
which receive a risk weight of 1250%.

The following table shows the issues of preference shares 
and subordinated debt:
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 TABLE 5.  
ISSUES OF PREFERENCE SHARES AND SUBORDINATED DEBT

Issue

Thousands of euros. 31 Dec 2013

Type Issue face  
amount ISIN Eligible 

amount
Book  
value

Santander Central Hispano Issuances, Ltd. Subordinated 145,022 US802813AD76 13,903 69,514
BSCH Subordinated 60,101 ES0213900204 10,668 53,341
Banesto Banco de Emisiones Subordinated 500,000 ES0213540018 1,160 2,900
Santander Central Hispano Financial Services, Ltd. Subordinated 239,894 XS0131038522 - 1,967
Santander Issuances, S.A. Unipersonal, Serie I Subordinated 500,000 XS0201169439 402,800 402,800
Santander Issuances, S.A. Unipersonal, Serie 5 Subordinated 500,000 XS0255291626 126,362 157,952
Santander Issuances, S.A. Unipersonal, Serie 8 Subordinated 217,533 US80281TAC27 70,771 176,927
Santander Issuances, S.A. Unipersonal, Serie 9 Subordinated 550,000 XS0261717416 108,960 181,600
Santander Issuances, S.A. Unipersonal, Serie 10 Subordinated 359,842 XS0261787898 324 540
Santander Issuances, S.A. Unipersonal, Serie 11 Subordinated 359,842 XS0284633327 62,141 77,677
Santander Issuances, S.A. Unipersonal, Serie 12 Subordinated 585,000 XS0285087192 580,200 580,200
Santander Issuances, S.A. Unipersonal, Serie 13 Subordinated 1,500,000 XS0291652203 346,590 577,650
Santander Issuances, S.A. Unipersonal, Serie 14 Subordinated 500,000 XS0301810262 308,450 308,450
Santander Issuances, S.A. Unipersonal, Serie 15 Subordinated 114,000 XS0307473214 104,000 104,000
Santander Issuances, S.A. Unipersonal, Serie 16 Subordinated 102,000 XS0307566496 68,000 85,000
Santander Issuances, S.A. Unipersonal, Serie 17 Subordinated 25,000 XS0309495959 25,000 25,000
Santander Issuances, S.A. Unipersonal, Serie 18 Subordinated 1,500,000 XS0327533617 367,890 613,150
Santander Issuances, S.A. Unipersonal, Serie 19 Subordinated 959,578 XS0327310669 19,755 32,926
Santander Issuances, S.A. Unipersonal, Serie 21 Subordinated 93,841 XS0327601711 56,305 93,841
Santander Issuances, S.A. Unipersonal, Serie 20 Subordinated 164,941 XS0327601638 98,965 164,941

Santander Issuances, S.A. Unipersonal, Serie 22 Subordinated 186,716 US80281TAD00 / 
USE8682YAS75 163,984 163,984

Santander Issuances, S.A. Unipersonal, Serie 24 Subordinated 1,011,575 XS0440403797 443,925 443,925
Santander Issuances, S.A. Unipersonal, Serie 23 Subordinated 449,250 XS0440402393 171,300 171,300
Santander Perpetual, S.A. Unipersonal Subordinated 750,000 XS0206920141 - 162,217

Santander Perpetual, S.A. Unipersonal Subordinated 1,087,666 US80281YAA55/
USE86920AA84 4,446 7,411

Santander Consumer Finance Subordinated 500,000 ES0213495007 25,560 63,900

Exchangeable preference shares 
Ex Cap Bond ANTSEURO156 Subordinated 239,894 XS0060837068 160,553 160,553

ANplc in Holl ANPLCSUBD180 Subordinated 34,549 XS0055579097 6,910 34,549
ANplc in Holl ANTSEURO139 Subordinated 103,648 XS0053134499 20,730 103,648
ANplc in Holl ANPLCSUBD146 Subordinated 34,549 XS0071938822 13,820 34,549
ANPLCSUBD255 Subordinated 389,828 XS0117972702 34,526 34,526
ANPLCSUBD256 Subordinated 509,776 XS0117972967 19,077 95,383
ANPLCSUBD257 Subordinated 209,908 XS0117973262 17,340 17,340
ANPLCSUBD258 Subordinated 329,855 XS0117973429 55,299 55,299
ANPLCSUBD259 Subordinated 400,000 XS0117974740 - 42,025
ANPLCSUBD243 Subordinated 179,921 XS0103012893 35,197 35,197
ANPLCSUBD245 Subordinated 725,111 US002920AC09 188,983 188,983
Abbey National Sterling Capital plc.
GBP30129104011700001 Subordinated 179,921 XS0034981661 37,661 62,768

Abbey National Sterling Capital plc.
GBP04029304012300001 Subordinated 179,921 XS0041864512 85,354 85,354

TOTAL SUBORDINATED DEBT 16,478,683 4,256,907 5,673,287
AN Plc PLCPREF01 Preferred 239,894 GB0000064393 163,232 163,232
AN Plc PLCPREF03 Preferred 149,934 GB0000044221 29,402 29,402
Banesto Holding Limited Preferred 56,040 US0598731091 1,171 1,171
Sant. Finance Preferred S.A. Unipersonal Preferred 137,771 US80281R3003 64,747 64,747
Sant. Finance Preferred S.A. Unipersonal Preferred 300,000 XS0202197694 143,981 143,981
Sant. Finance Preferred S.A. Unipersonal Preferred 200,000 XS0202774245 155,018 155,018
Sant. Finance Preferred S.A. Unipersonal Preferred 362,555 US80281R7061 117,298 117,298
Sant. Finance Preferred S.A. Unipersonal Preferred 435,066 US80281R8051 79,374 79,374
Sant. Finance Preferred S.A. Unipersonal Preferred 253,789 US80281R8887 152,564 152,564
Sant. Finance Preferred S.A. Unipersonal Preferred 299,868 XS0307728146 5,877 5,877
Sant. Finance Preferred S.A. Unipersonal Preferred 125,700 XS0441528600 111,750 111,750
Sant. Finance Preferred S.A. Unipersonal Preferred 814,921 XS0441528949 768,442 768,442
Sant. Finance Preferred S.A. Unipersonal Preferred 117,168 US80281RAC60 117,168 117,168
Sant. Finance Preferred S.A. Unipersonal Preferred 598,296 USE8683R1448 598,296 598,296
Banesto S.A Preferred 497,466 ES0113440004 7,824 7,824
Banesto S.A Preferred 200,000 DE000A0DE4Q4 106,489 106,489
Banesto S.A Preferred 125,000 DE000A0DEJU3 36,475 36,475
Totta Acçores Financing (00419) Preferred 300,000 XS0223344689 - -
BST International Bank Inc. (01113) Preferred 261,040 PR11778DAA65 - -
Santander Finance Capital, S.A. (1001) X Preferred 2,000,000 ES0175179078 20,863 20,863
ANCT1EU247 Preferred 725,111 US002927AA95 131,906 131,906
AN Plc SUBD263 Preferred 356,243 XS0124569566 122,079 122,079
AN Plc SUBD273 Preferred 209,908 XS0152838586 14,368 14,368
TOTAL PREFERENCE SHARES 8,765,771 2,948,324 2,948,324
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Lastly, the changes in regulatory capital during 2013 are 
shown below:

 TABLE 6.  
ELIGIBLE CAPITAL. CHANGES

Thousands of euros

2013

Core Tier 1 capital

Starting capital (31/12/2012) 54,223,451

Capital 506,120

Reserves (including share premium) -5,641,752

Change in goodwill 1,610,523

Profit net of dividends 3,468,675

Change in minority interest -562,840

Changes in deductions 451,787

Ending capital (31/12/2013) 54,055,964

Additional Tier 1 capital

Starting capital (31/12/2012) 56,621,103

Repaid capital -246,280

Deductions -15,339

Net ending capital (31/12/2013) 56,359,484

Tier 2 capital

Starting capital (31/12/2012) 65,121,011

Changes in Tier 2 instruments -1,323,981

Deductions -15,339

Ending capital (31/12/2013) 63,781,691

During 2013 the Group carried out a total of four capital 
increases within the framework of the Santander Dividendo 
Elección (scrip dividend) programme. In total 1,012,240,738 
new shares were issued, representing 8.93% of the Bank’s 
share capital. The result was an increase in share capital and 
a decrease in the share premium account.

The estimated cash dividend for 2013 is EUR 901,422 
thousand, which means that attributable profit net of divi-
dends is EUR 3,468,675 thousand. The changes in reserves 
and goodwill are due mainly to exchange differences. The 
change in the amount of minority interest is the result of 
exchange differences, the loss of Banesto minority interest 
and the increase in Poland following the takeover of Kredyt 
Bank. During 2013 preferred participating securities in the 
amount of EUR 246,280 thousand were redeemed. Subordi-
nated debt is down due to redemptions and loss of eligibil-
ity for inclusion in regulatory capital.

5.5.2.  Deployment of advanced approaches and 
supervisory approval
The Santander Group intends to adopt the Basel II ad-
vanced internal ratings-based (AIRB) approach over the next 
few years for substantially all its banks, until more than 
90% of net exposure in the loan book is covered by this 
approach. 

Success in meeting this target in the short term will depend 
on new acquisitions and the need for supervisors to coor-
dinate internal model validation processes. In some of the 
countries in which the Group operates, the legal framework 
for supervisors is the same as in Europe, based on the capi-
tal requirements directive. 

In other jurisdictions, however, the internal model valida-
tion process is subject to the framework of collaboration 
between home country and host country supervisors, each 
acting under different legislation. In practice this means 
having to adapt to different criteria and timetables to gain 
approval for the use of advanced approaches on a consoli-
dated basis. 

Santander continued to pursue this objective during 2013 
through its plan to gradually implement the necessary tech-
nology platforms and methodological improvements to be 
able to gradually apply the advanced IRB approach for the 
calculation of regulatory capital in the rest of the Group’s 
units. 

The Santander Group currently has supervisory approval for 
the use of advanced approaches for the calculation of regu-
latory capital requirements for credit risk for the parent and 
the main subsidiaries in Spain, the United Kingdom, Portu-
gal and certain portfolios in Mexico, Brazil, Chile, Santander 
Consumer Finance España and the United States. In 2013 
it obtained approval for the use of advanced models in 
the large corporates portfolio of Santander Bank N.A. and 
Santander Brasil EFC. Approval was also obtained for the 
integration of the bank accounts models in Santander UK.

Among the main markets in which the Group’s presence is 
concentrated, Santander has high IRB coverage for most of 
its portfolios in Spain, the United Kingdom and Portugal, 
while Mexico has IRB approval for non-retail portfolios. 
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In the rest of the geographies, the acquisitions and integra-
tion of new businesses in Santander Brasil have required 
changes to the IRB migration plans to be reasonably sure of 
success in the authorisation process. To date no competitor 
has filed an application for authorisation to use IRB models. 
As regards the U.S., once regulatory authorisation for the 
large corporates portfolio has been obtained, the aim is to 
push ahead with plans to obtain supervisory approval for 
the other models, once conditions are right. In Poland, like-
wise affected by integration processes following the recent 
acquisition of KB, a plan for the migration to advanced ap-
proaches is in preparation, with a time horizon matched to 
the maturity of each portfolio and business.

In Chile, capital regulations will remain based on Basel I until 
local laws are changed to allow the use of advanced IRB ap-
proaches for the calculation of capital requirements. Despite 
this limitation, Santander is continuing to work internally to 
secure approval once regulatory conditions allow. Santander 
Mexico is continuing to work towards the completion of 
its plan for the adoption of advanced approaches for retail 
portfolios. This plan is also subject to the supervisory valida-

tion processes currently being conducted by home and host 
supervisors for other portfolios.

Lastly, efforts are under way to obtain supervisory approval 
in the near term for a substantial portion of the businesses 
of units in other jurisdictions in which the Group has a pres-
ence for consumer finance products, including Germany, 
the Nordic countries and some portfolios of Consumer Es-
paña. The Group’s Basel implementation strategy is focused 
on obtaining approval for the use of advanced approaches 
in the main Group entities in the Americas and Europe. 

The portfolios with authorisation for the use of IRB models 
represent 53% of the Group’s total credit exposure (EAD) . 
If the local currency sovereigns portfolios and non-financial 
assets, which are not subject to the IRB rollout plan, are ex-
cluded, the figure rises to 61%. By geography, the biggest 
contributors are Spain (26%) and the UK (27%), followed 
at a distance by Portugal (3%), Mexico (2%) and the large 
corporates portfolios of Chile, Brazil and the U.S. (3%).

 TABLA 7.  
SCOPE OF USE OF THE STANDARDISED (STD) AND ADVANCED (IRB) APPROACHES

STD
Permanent STD FIRB AIRB

Spain (1)

Sovereigns -  
local currency

Inmaterial retail 
portfolios

Non-significant  
residual exposures Most retail  

and no retail  
portfolios

UK

Portugal

Rest of Europe (2) All portfolios

STD
Permanent STD FIRB AIRB

Chile

Sovereigns -  
local currency

Most retail portfolios Corporates

Mexico
Retail porfolios  

and NBFI

Most retail  
and no retail  

portfolios

Brazil
Most  

portflios Corporates

Rest of Latin America (3) All portfolios

USA (4)
Most  

portfolios Corporates

(1) Spain includes parent, Banesto, specialised credit institution & Consumer España.    
(2) Includes Zachodni, private banking and consumer units (present in 13 European countries, notably including Germany).    
(3) Includes mainly Argentina, Uruguay, Puerto Rico. 
(4) Includes Santander Bank N.A. and Santander Consumer USA.

1 Net equity exposure.
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Of the remaining exposure, for which  capital requirements 
are currently calculated using the standardised approach, 
66% is subject to plans to implement advanced approaches, 
the goal being to secure supervisory approval for the use of 
IRB models for the calculation of capital requirements for 
90% of the total exposure. The rest of the portfolios not in-
cluded in the IRB rollout plan do not currently entail material 
exposures and are being analysed to assess whether or not 
they should be included in that plan. The following chart 
shows the distribution of the credit risk exposure  by type of 
approach to the calculation of capital requirements.

As regards the other risks explicitly addressed in Pillar I of 
the Basel Capital Accord, the Santander Group has had per-
mission since December 2009 to use its internal model for 
the calculation of capital requirements for price risk in the 
trading book, foreign exchange risk and commodity risk for 
the risk positions of Banco Santander, S.A.

Since the statement of shareholders’ equity at December 
2010, the Group obtained approval to use internal mod-
els for the calculation of capital requirements for trading 
portfolio price risk and foreign exchange risk for the risk 
positions of Santander Totta, S.A., Banco Santander Totta 
International Bank, Inc. and in Chile for the risk positions of 
Banco Santander Chile, S.A., Santander Investment Chile, 
Limitada, Santander S.A. Agente de Valores and Santander 
S.A. Corredores de Bolsa. In that same year regulatory ap-
proval was obtained in Spain for the foreign exchange risk 
and incremental default risk exposures in the trading book 
of Banco Español de Crédito, S.A. (Banesto).

Since 2012 the Group has had regulatory permission to use 
internal models to calculate capital requirements for price 
risk in the trading book and foreign exchange risk arising 
from the risk positions of Banco Santander México, S.A. and 
Casa de Bolsa Santander, S.A. de C.V. The Group is currently 
awaiting regulatory approval from the Bank of Spain and 
BACEN for the use of the internal model.

IRB 
61%

Roll Out. 
66%

STD 
39% STD Perm. 

44%

Lastly, under Basel 2.5 requirements, the Santander Group 
obtained regulatory approval for the corporate methodol-
ogy, allowing it to calculate the default and migration (IRC) 
risk surcharge and the stressed VaR for market risk in the 
trading book. 

For operational risk the Santander Group currently uses the 
standardised approach to the calculation of regulatory capi-
tal; but for 2014 it has launched a project to evolve towards 
an advanced approach (AMA), once it has collected suf-
ficient data based on its own management model. It is the 
Group’s view that the internal model should be developed 
primarily on the basis of the cumulative experience of man-
aging the entity through the corporate guidelines and crite-
ria established after assuming control, which are a hallmark 
of the Santander Group.

Santander’s view of internal models 
One of Santander’s main corporate objectives is to enable 
its subsidiaries to become leading institutions in their mar-
kets, adopt the most advanced return- and capital-based 
management systems currently in existence, and put them-
selves in the best possible position to succeed in the new 
competitive environment, which is increasingly complex and 
demanding. 

Santander is convinced that internal models are key to 
achieving that objective, despite the criticism they have 
received from various circles and geographies and the cur-
rent of opinion in favour of abandoning internal models and 
returning to a standardised approach closer to Basel I. 
In our view this would be highly unadvisable and would 
certainly be a backward step after the major advances made 
in recent years. Using internal models makes it possible to 
improve risk management overall and adapt capital require-
ments more closely to reality.

Further progress is needed at an international level to iron 
out any differences that might affect competition and en-
sure a level playing field across all jurisdictions. Some of the 
mechanisms supporting the whole modelling process still 
need adjusting; but it is crucial that institutions continue to 
invest in improving them and that supervisors reinforce su-
pervision and consistency of standards. 

5.5.3. Capital requirements
This section gives details of capital requirements by risk type 
and portfolio (see Table 8) and by geography (see Table 
9). In Table 8 it can be observed that capital requirements 
decreased by 8.6% compared to 2012, while the distribu-
tion by Pillar I risk type is similar to last year: credit risk 81%, 
market risk 6% and operational risk 13%.

2 Net equity exposure, local currency sovereigns and non-financial assets.
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The main factors explaining the decrease of EUR 47.9 mil-
lion in risk-weighted assets compared to the previous year 
are the reduction of capital requirements in the corporates 
segment, both under the standardised approach and under 
the IRB approach, partly due to the reduced exposure and 
the reduced requirements resulting from the adjustment 
applied to SMEs. Lastly, part of the decrease is explained by 
the decline in capital requirements for operational risk of 
entities outside the Eurozone, which are calculated in local 
currency and translated at the exchange rate prevailing at 
the reporting date.

At 31 December 2013 none of the financial 
institutions included in the Santander consoli-
dated group had less than the minimum capital 
required under applicable regulations.

The decrease in capital requirements for credit risk under 
the standardised approach was due mainly to the corpo-
rates segment, partly offset by the increase in other expo-
sures. 

In Group units subject to the IRB approach, capital require-
ments decreased by 11.1% during 2013, due to a decrease 
in exposure (-4.8%) and an improvement in the capital-to-
exposure ratio, especially in the institutions and corporates 
segments subject to the AIRB approach.

Capital requirements for market risk are flat (-0.1%), while 
operational risk requirements are down 9.4%. For more 
details on the reasons for these changes, see sections 5.6.5 
and 5.6.6.

 

Market risk 
6%Operational risk

13%

Credit risk
81%

 DISTRIBUTION OF CAPITAL  
REQUIREMENTS BY RISK TYPE

2013

Market risk 
6%Operational risk

13%

Credit risk
81%

2012

2012 2012 20122013 2013 2013

32,680
5,275

2,56135,963 5,821 2,563

Millions of euros Millions of euros Millions of euros

 CREDIT RISK CAPITAL 
REQUIREMENTS

  OPERATIONAL RISK  
CAPITAL REQUIREMENTS

  MARKET RISK  
CAPITAL REQUIREMENTS
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 TABLE 8.  
CAPITAL REQUIREMENTS

Thousands of euros 
31 Dec 2013

Thousands of euros 
31 Dec 2012

Credit risk - Standardised approach

Central governments and central banks 191,078 190,872

Regional governments and local authorities 106,127 105,352

Public sector entities and other non-profit public institutions 20,680 19,115

Institutions 487,723 492,305

Corporates 4,962,692 5,830,166

Retail exposures 7,107,412 7,091,892

Exposures secured by real estate property 2,749,196 3,114,352

Defaulted exposures 1,045,118 953,002

High-risk exposures 139,349 88,601

Covered bonds - -

Securitisation positions 72,334 79,021

Exposures to  institutions and corporates with short-term credit ratings 13,866 8,220

Exposures to collective investment schemes (CIS) 8,850 7,826

Other exposures 1,741,529 1,489,654

TOTAL 18,645,953 19,470,378

Of which:  Counterparty credit risk  166,241 159,130

Credit risk - IRB approach

Central governments and central banks 34,440 42,177

Institutions 955,865 1,161,032

Corporates 8,049,820 9,560,623

Retail exposures 4,750,025 4,790,324

Retail mortgages 3,621,216 3,497,302

Qualifying revolving 258,743 285,707

Other retail 870,066 1,007,316

Equities 767,334 840,335

Simple method 7,661

PD/LGD approach 363,701 312,900

Internal models 403,633 519,775

Listed instruments 159,915 393,306

Unlisted:  Sufficiently diversified portfolios 607,419 436,738

Securitisation positions or exposures 76,348 72,817

TOTAL 14,633,832 16,467,307

   Of which:  Counterparty credit risk  701,492 1,019,706

Settlement risk - Trading book 63 53

Position risk - Trading book - Standardised approach 916,015 695,807

Position and Exchange rate risk - Trading book - Internal models 860,674 1,114,279

Specific risk in securitisation positions (trading portfolio) 108,096 87,818

Specific risk in correlation trading portfolio positions 58,758 71,843

Exchange rate risk - Standardised approach 616,959 595,315

Operational risk - Standardised approach 5,275,444 5,820,908

Other additional capital requirements -599,373 25,744

TOTAL 40,516,422 44,347,660

At 31 December 2013 the Santander Group had no ad-
ditional capital requirements resulting from application of 
the floors established in Transitional Provision Eight of CBE 
3/2008.
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 TABLE 9.  
CAPITAL REQUIREMENTS BY GEOGRAPHICAL AREA

DISTRIBUTION OF  
CAPITAL REQUIREMENTS

Thousands of euros 31 Dec 2013

TOTAL Spain
United 

Kingdom Brazil
Continental 

Europe
Rest of Latin 

America
United 
States

Rest of 
world

Credit risk – Standardised approach

Central governments and central banks 191,078  1,007    -      -      640    189,431    -      -     

Regional governments and local  
authorities 106,127  2,298    -      12,582    9,677    47,541    34,028    -     

Public sector entities and other  
non-profit public institutions 20,680  -      4,752    -      406    15,522    -      -     

Multilaretal development Banks -  -      -      -      -      -      -      -     

International organisations -  -      -      -      -      -      -      -     

Institutions 487,723  48,304    55,424    136,231    77,839    70,860    96,872    2,192   

Corporates 4,962,692  322,631    1,186,652    1,076,379    837,504    816,423    708,535    14,569   

Retail 7,107,411  108,431    472,471    1,965,454    2,610,044    1,100,653    849,564    794   

Exposures secured by real estate property 2,749,195  259,725    94,702    248,815    596,085    596,509    953,359    -     

Defaulted exposures 1,045,118  468,769    53,591    155,937    138,077    168,010    60,735    -   

High-risk exposures 139,349  58,316    19,406    -      31,720    29,182    724    -     

Covered bonds -  -      -      -      -      -      -      -     

Exposures to  institutions and corporates 
with short-term credit ratings 13,866  -      -      -      -      13,866    -      -     

Exposures to collective investment sche-
mes (CIS) 8,850  6,041    -      2,488    -      321    -      -     

Other exposures 1,741,529  520,814    202,435    363,619    206,859    159,586    274,307    13,909   

Securitisation positions 72,334  1,055    -      26,830    3,600    -      40,849    -     

TOTAL 18,645,953 1,797,391 2,089,433 3,988,335 4,512,451 3,207,905 3,018,973 31,465
Credit risk - IRB approach

Central governments and central banks 34,440  34,440   

Institutions 955,865  716,751    121,640    70,486    46,989   

Corporates 8,049,820  4,656,282    1,130,193    839,531    463,576    638,671    321,566   

Retail 4,750,025  1,797,052    2,609,268    343,706   

Mortgages 3,621,216  1,177,336    2,201,665    242,215   

Cards 258,743  60,124    189,383    9,236   

Other retail 870,066  559,591    218,221    92,255   

Equities 767,334  767,334   

Simple method 0  -     

PD/LGD approach 363,701  363,701   

Internal models 403,633  403,633   

Securitisation positions 76,348  50,434    18,575    7,339   

TOTAL  14,633,832    8,022,292    3,879,676    839,531    885,107    685,660    321,566    -     

Settlement risk - Trading book 63  63   

Position risk - Trading book -  
Standardised approach 916,015  65,848    401,254    220,579    169,368    39,674    19,293   

Position and Exchange rate risk -  
Trading book - Internal models 860,674  646,579    172    213,923   

Specific risk in securitisation positions 
(trading portfolio) 108,096  108,096   

Specific risk in correlation trading  
portfolio positions 58,758  58,758   

Exchange rate risk - Standardised  
approach* 616,959  616,959   

Operational risk -  
Standardised approach** 5,275,444  917,396    692,165    1,604,014    731,765    853,969    476,134   

Other additional capital requirements -599,373 -599,373   

TOTAL 40,516,422 11,634,009 7,062,528 6,652,459 6,298,864 5,001,132 3,835,966 31,465

* Risks that are calculated at corporate level. All the risk has been assigned to Spain.
** The operational risk consumption of corporate activities has been assigned to Spain.
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5.5.4. Credit Risk
The following table shows the main changes in capital re-
quirements for credit risk:

Movements in total  
regulatory capital: credit risk

Millions of euros

Total (*)

Starting capital (31/12/2012) 35,024

Reduction of exposure -66

Changes in perimeter -6

Change in business -60

Methodological changes -613

Exchange rate -1,847

Changes in credit portfolio quality -63

Ending capital (31/12/2013)  32,436   

*  It has not been included regulatory capital by  securitizations, SME´s 
regulatory adjustment and PD/LGD method for equity exposures.

 TABLE 10. 
CAPITAL REQUIREMENTS BY CREDIT RISK. CHANGES

The decrease in capital requirements is attributable mainly 
to exchange rates and, to a lesser extent, to methodological 
changes introduced during the year.

5.5.4.1. Standardised approach
For the calculation of regulatory capital under the standard-
ised approach, the Santander Group uses the external rating 
agencies designated as eligible by the Bank of Spain. The 
agencies used for the capital calculation at 31 December 
2013 are Fitch, Moody’s and Standard & Poor’s.

Also, for certain exposure classes the Santander Group uses 
the OECD’s Country Risk Classifications of the Participants 
to the Arrangement on Officially Supported Export Credits.

Pursuant to rule 16 of CBE 3/2008 on credit exposures, dif-
ferent risk weightings are applied, which vary according to 
the rating assigned by the credit rating agencies (e.g. Fitch, 
Moody’s and Standard & Poor’s for the corporates segment) 
or the minimum export insurance premium rating (OECD, 
for example, for the central government and central bank 
segment).

At present, the Group has no process in place for assigning 
the credit ratings of publicly traded securities to comparable 
assets that are not included in the trading book.

The tables below show the value of the net exposure after 
impairment loss allowances before and after risk mitigation, 
by segment and credit quality grade.

The guarantees are applied by reallocating exposures to the 
corresponding asset categories and risk weightings. 

In accordance with rule 24 of CBE 3/2008, the Santander 
Group permanently uses the standardised approach for sov-
ereign exposures denominated and funded in the Member 
State’s local currency, applying a 0% risk weight.
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 TABLE 11.  
STANDARDISED APPROACH. EAD BEFORE RISK MITIGATION

Category of exposure

Thousands of euros 31 Dec 2013

Risk weights

Total0% 10% 20% 35% 50% 75% 100% 150%

Central governments or 
central banks 115,257,108 - 714,540 - 4,590,371 - 1,234,324 450,289 122,246,632

Regional governments and  
local authorities 191,131 - 1,797,923 - 51,360 - 723,088 - 2,763,502

Covered bonds - - - - - - - - -

High-risk regulatory category - - - - - - 126,058 1,077,201 1,203,260

Corporates - - 249,497 - 536,054 - 65,244,653 60,482 66,090,686

Public sector entities and  
other institutions 1,470,891 - 407,716 - 72,527 - 137 - 1,951,271

Defaulted exposures - - - - 501,007 - 9,623,361 2,296,131 12,420,500

Exposures secured by 
properties - - - 55,044,970 11,721,923 - 9,001,291 - 75,768,184

Institutions - - 24,633,163 - 568,650 - 2,255,672 8,795 27,466,281

Retail - - - - - 121,489,257 - - 121,489,257

Other exposures 18,002,075 - 6,885,508 - 1,946 - 20,577,375 - 45,466,904

Multilateral development 
banks 381,976 - - - - - - - 381,976

Exposures to  inst. & Corp. W/ 
s-t credit ratings - - 21,052 - 112,057 - 86,132 442,111 661,351

Exposures in the form 
of collective investment 
schemes

- - - - - - 35,115 - 35,115

Credit risk 
standardised approach 135,303,181 34,709,400 55,044,970 18,155,895 121,489,257 108,907,207 4,335,009 477,944,919

Securitisation positions 2,393,923

Total credit risk under  
standardised approach 135,303,181 34,709,400 55,044,970 18,155,895 121,489,257 108,907,207 4,335,009 480,338,842

Note: The “EAD before CRM” chart shows the net exposure after impairments and provisions and after converting off-balance-sheet items to credit exposures using CCFs.
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 TABLE 12.  
STANDARDISED APPROACH. EAD AFTER RISK MITIGATION

Category of exposure

Thousands of euros 31 Dec 2013

Risk weights

Total0% 10% 20% 35% 50% 75% 100% 150%

Central governments or 
central banks 129,646,610 - 714,540 - 671,623 - 1,234,324 450,289 132,717,386

Regional governments and 
local authorities 191,131 - 2,889,122 - 51,360 - 723,088 - 3,854,701

Covered bonds - - - - - - - - -

High-risk regulatory 
category - - - - - - 126,058 1,077,201 1,203,260

Corporates - - 626,288 - 559,667 - 61,537,836 60,482 62,784,271

Public sector entities and 
other institutions 1,470,891 - 1,090,845 - 80,400 - 137 - 2,642,274

Defaulted exposures - - - - 501,007 - 9,369,274 2,296,131 12,166,412

Exposures secured by 
properties - - - 54,995,227 11,721,923 - 9,255,651 - 75,972,802

Institutions - - 18,452,265 - 915,537 - 1,935,118 8,795 21,311,715

Retail - - - - - 118,456,857 - - 118,456,857

Other exposures 20,926,896 - 6,013,307 - 1,946 - 20,565,475 - 47,507,625

Multilateral development 
banks 381,976 - - - - - - - 381,976

Exposures to  inst. & Corp. 
W/ s-t  credit ratings - - 21,052 - 112,057 - 86,132 17,969 237,209

Exposures in the form 
of collective investment 
schemes

- - 377,563 - - - 35,115 - 412,678

Total credit risk under 
standardised approach  152,617,505 - 30,184,982 54,995,227 14,615,520 118,456,857 104,868,209 3,910,867 479,649,167

Securitisation positions* 2,393,923

Total credit risk under  
standardised approach  152,617,505 - 30,184,982 54,995,227 14,615,520 118,456,857 104,868,209 3,910,867 482,043,090

Note: The “EAD after CRM” chart shows the net exposure after impairments and provisions, after applying credit risk mitigation techniques, and after 
converting off-balance-sheet items to credit exposures using CCFs. 

5.5.4.2. Internal ratings-based (IRB) approach
The tables in this section show, for each business segment, 
the distribution by rating grade (internal and Standard & 
Poor’s) of the value of exposures, credit risk parameters and 
capital under the IRB approach, distinguishing between 
foundation IRB (FIRB) and advanced IRB (AIRB).

 TABLE 13. 
AIRB APPROACH. CENTRAL BANKS AND CENTRAL GOVERNMENTS

Internal  
rating  
grades S&P grades

Thousands of euros 31 Dec 2013

EAD-
weighted 

average PD
 Original 
exposure 

 Off-balance-
sheet amount  EAD 

EAD- 
weighted 

average LGD
Capital/

EAD EL/EAD

1 AAA/AA- 0.01% 153,275 108,915 1,162,611 42.19% 1.07% 0.00%

2 A+ 0.03% - 19 65 42.70% 1.54% 0.00%

3 A/BBB 0.07% 1,334,719 254,773 875,811 43.23% 2.30% 0.03%

4 BBB-/BB+ 0.99% 760 - 760 40.00% 4.61% 0.39%

5 BB 1.60% 58,231 940 516 71.00% 18.60% 1.16%

6 BB-/B- 5.45% 27,570 64 11,005 49.32% 15.17% 2.69%

TOTAL 2013 0.07% 1,574,555 364,711 2,050,768 42.68% 1.68% 0.03%

TOTAL 2012 0.09% 1,499,722 445,416 2,090,544 44.07% 2.02% 0.04%

% average capital 1.68%

Note: the capital requirement for local currencie exposures to sovereigns has been calculated using the standardised approach.
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57% of EAD is in rating grades above AA- and practically all 
of the portfolio (more than 99%) has a credit rating above 
BBB. The average LGD is 42.68% and capital consumption 
is 1.68%. EAD is down (-2%) compared to 2012, as also are 
average PD and average LGD. This results in a decrease in 
capital consumption as a percentage of EAD.

In accordance with rule 24 of CBE 3/2008, the Santander 
Group permanently uses the standardised approach for sov-
ereign exposures denominated and funded in the Member 
State’s local currency, applying a 0% risk weight.

 TABLE 14.  
AIRB APPROACH. INSTITUTIONS

Internal  
rating  
grades S&P grades

Thousands of euros 31 Dec 2013

EAD-
weighted 

average PD
 Original 
exposure 

 Off-balance-
sheet amount  EAD 

EAD- 
weighted 

average LGD
Capital/

EAD EL/EAD

1 AAA/A+ 0.03% 16,558,572 3,283,543 17,083,190 43.95% 0.75% 0.01%

2 A 0.06% 7,690,350 1,278,138 8,197,605 43.04% 1.08% 0.02%

3 A-/BBB+ 0.13% 7,745,938 909,976 7,188,562 39.93% 1.99% 0.05%

4 BBB+/BBB- 0.42% 6,994,781 928,385 6,288,090 32.90% 3.64% 0.14%

5 BB+/BB 0.92% 5,386,989 696,475 5,134,411 13.79% 2.55% 0.13%

6 BB-/B 4.82% 6,330,025 248,098 6,179,555 10.18% 2.93% 0.53%

7 B-/C 22.60% 64,695 3,598 60,412 19.34% 9.39% 4.34%

Default D 100.00% 132,899 2,251 132,516 37.35% 1.03% 36.32%

TOTAL 2013 1.07% 50,904,249 7,350,464 50,264,341 34.56% 1.81% 0.21%

TOTAL 2012 1.10% 51,308,314 6,717,906 50,679,278 39.39% 2.23% 0.31%

% average capital 1.81%

77% of the EAD is concentrated in rating grades above the 
portfolio as a whole is 1.81%. Compared to 2012 the EAD 
is practically unchanged (-0.8%) and capital consumption is 
down (from 2.23% in 2012), due to the fall in the portfolio’s 
average LGD, while the average PD remains stable.

 TABLE 15.  
AIRB APPROACH. CORPORATES (NOT INCLUDING SPECIALISED LENDING)

Internal  
rating  
grades S&P grades

Thousands of euros 31 Dec 2013

EAD-
weighted 

average PD
 Original 
exposure 

 Off-balance-
sheet amount  EAD 

EAD-
weighted 

average LGD
Capital/

EAD EL/EAD

1 AAA/A+ 0.04% 23,309,613 11,717,795 16,024,220 30.29% 1.04% 0.01%

2 A/BBB+ 0.13% 41,151,252 24,815,062 27,943,010 40.18% 2.59% 0.05%

3 BBB 0.28% 32,509,432 13,690,587 25,695,383 39.03% 3.55% 0.11%

4 BBB- 0.51% 22,954,011 10,006,574 17,161,249 42.01% 3.74% 0.21%

5 BB+/BB 1.11% 30,759,231 8,568,452 23,240,352 39.10% 6.49% 0.43%

6 BB-/B 4.99% 17,512,214 3,159,121 14,392,093 34.13% 8.89% 1.68%

7 B-/C 24.44% 5,025,889 723,107 3,939,398 31.03% 12.18% 7.60%

Default D 100.00% 17,202,755 1,853,538 15,978,323 36.87% 1.01% 35.64%

TOTAL 2013 12.55% 190,424,397 74,534,236 144,374,028 37.70% 4.07% 4.45%

TOTAL 2012 11.58% 193,936,938 71,811,068 150,242,028 36.09% 4.68% 3.56%

% average capital 4.07%
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68% of the non-defaulted EAD is concentrated in rating 
grades above BBB- and more than 12% has a credit rating 
above A+. During 2013 there was a decrease in EAD (-4%), 
which, together with the decrease in non-defaulted PD, led 
to a fall in regulatory capital (-17%) and capital consump-
tion as a percentage of EAD (down from 4.68% to 4.07% 
in 2013), despite the increase in average LGD. Meanwhile, 

 TABLE 16.  
AIRB APPROACH. RETAIL PORTFOLIOS

Internal  
rating  
grades S&P grades

Thousands of euros 31 Dec 2013

EAD-
weighted 

average PD
 Original 
exposure 

 Off-balance-
sheet amount  EAD 

EAD-
weighted 

average LGD
Capital/

EAD EL/EAD

Mortgages

1 AAA/A+ 0.03% 15,391,813 521,563 15,414,571 9.00% 0.08% 0.00%

2 A/A- 0.08% 22,944,390 1,298,426 22,891,267 14.56% 0.25% 0.01%

3 BBB+ 0.17% 47,677,522 4,435,445 46,417,264 9.47% 0.29% 0.02%

4 BBB/BBB- 0.40% 62,217,906 4,877,287 60,857,627 10.06% 0.58% 0.04%

5 BB+/BB 1.02% 57,951,036 1,657,753 57,746,159 10.77% 1.17% 0.11%

6 BB-/B- 4.01% 41,912,415 672,964 41,973,225 13.96% 3.42% 0.56%

7 B-/C 31.45% 14,351,509 40,752 14,399,529 14.75% 6.35% 4.40%

Default D 100.00% 7,513,323 34,604 7,479,476 21.91% 0.60% 21.30%

TOTAL 2013 5.48% 269,959,914 13,538,794 267,179,118 11.63% 1.36% 0.96%

TOTAL 2012 5.33% 284,535,613 11,263,775 282,609,294 11.27% 1.24% 0.86%

% average capital 1.36%

Internal rating grades S&P grades

EAD-
weighted 

average PD
 Original 
exposure 

 Off-balance-
sheet amount  EAD 

EAD- 
weighted 

average LGD
Capital/

EAD EL/EAD

Qualifying revolving

1 AAA/A+ 0.04% 1,368,863 1,152,557 684,874 54.53% 0.13% 0.02%

2 A/A- 0.06% 1,172,841 1,172,510 886,235 50.66% 0.17% 0.03%

3 BBB+ 0.18% 2,991,324 1,991,945 2,852,059 72.83% 0.60% 0.13%

4 BBB/BB+ 0.49% 2,525,542 1,827,558 1,847,664 58.97% 1.10% 0.30%

5 BB/B+ 2.20% 2,287,189 1,153,774 1,936,305 63.99% 3.63% 1.39%

6 B/B- 7.14% 1,023,721 308,611 955,245 67.35% 8.59% 4.84%

7 CCC/C 29.83% 451,218 85,407 436,422 66.52% 14.65% 19.45%

Default D 100.00% 139,103 5,962 136,137 69.99% 1.92% 68.06%

TOTAL 2013 4.03% 11,959,801 7,698,324 9,734,941 64.28% 2.66% 2.67%

TOTAL 2012 4.52% 10,981,655 7,448,858 8,558,442 67.79% 3.34% 3.33%

% average capital 2.66%

Internal rating grades S&P grades

EAD-
weighted 

average PD
 Original 
exposure 

 Off-balance-
sheet amount  EAD 

EAD-
weighted 

average LGD
Capital/

EAD EL/EAD

Other retail

1 AAA/A+ 0.03% 17,214 1,621 16,900 18.80% 0.16% 0.01%

2 A/BBB 0.24% 1,322,109 191,783 1,283,242 34.97% 1.36% 0.09%

3 BB 0.69% 3,304,757 808,312 2,962,264 45.08% 3.61% 0.31%

4 BB/BB- 1.86% 4,825,786 843,694 4,463,154 48.76% 5.18% 0.89%

5 B+ 4.34% 3,984,382 336,386 3,848,762 47.27% 6.38% 1.95%

6 B/B- 7.97% 2,417,904 425,520 2,319,569 40.63% 5.80% 3.20%

7 CCC/C 31.09% 1,507,407 81,757 1,461,311 41.46% 7.90% 13.24%

Default D 100.00% 1,280,447 84,790 1,241,314 54.69% 1.50% 53.19%

TOTAL 2013 12.24% 18,660,006 2,773,863 17,596,516 45.52% 4.94% 5.98%

TOTAL 2012 10.46% 22,275,690 3,180,240 20,865,008 45.23% 4.83% 5.27%

% average capital 4.94%

the average PD of the portfolio rose, due to the increase 
in defaulted exposure, as the average PD without default 
decreased. This, in turn, led to an increase in the ratio of 
expected loss to EAD. It should be noted that in June 2013 
the Global Models exposures of Brazil EFC and Santander 
Bank N.A. switched to the AIRB approach, with exposures 
of EUR 87 million and EUR 4,930 million, respectively.
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Retail portfolios. Mortgages on property
56% of the non-defaulted exposure is concentrated in rat-
ing grades above BBB-. It can be observed that the EAD is 
down -5% compared to 2012. On the other hand, there is 
an increase in average LGD, which, despite the decline in 
non-defaulted PD, leads to an increase in capital consump-
tion (up from 1.24% to 1.36% in 2013) and the capital 
requirement of the portfolio as whole (+4%). The average 
PD is up because of the increase in defaults compared to 
the previous year. This combines with the increase in LGD to 
give a higher ratio of expected loss to EAD.

Retail portfolios Qualifying revolving retail exposures
65% of the non-defaulted exposure is concentrated in rat-
ing grades above BB+. EAD is up compared to 2012 (+14%). 
There is a decrease in PD (with and without default) and 
LGD, giving rise to a decrease in capital consumption (down 
from 3.34% in 2012 to 2.66% in 2013). It should be noted 
that in December 2013 the bank accounts exposures of 
Santander UK, plc switched to the AIRB approach, with an 
exposure of EUR 840 million.

Other retail
EAD is down -16%, resulting in a decline in the capital 
requirement of the portfolio as a whole (-14%). As regards 
the risk parameters, average PD deteriorated compared to 
2012, both overall (up from 10.46% to 12.24%) and with-
out default (up from 5.00% to 5.58%), as did LGD (up from 
45.23% to 45.52%). The increase in the parameters explains 
the increase in capital consumption as a percentage of EAD 
(up from 4.83% to 4.94%) and expected loss as a percent-
age of EAD (up from 5.27% to 5.98%).

 TABLE 17.  
FIRB APPROACH. INSTITUTIONS

Internal  
rating  
grades S&P grades

Thousands of euros 31 Dec 2013

EAD-
weighted 

average PD
 Original 
exposure 

 Off-balance-
sheet amount  EAD 

EAD-
weighted 

average LGD
Capital/

EAD EL/EAD

1 AAA/A+ 0.03% 926,505 59,070 903,572 45.00% 1.29% 0.01%

2 A 0.06% 863,913 19,391 857,897 45.00% 1.79% 0.03%

3 A-/BBB+ 0.10% 690,268 15,294 684,317 45.00% 2.46% 0.04%

4 BBB+/BBB- 0.41% 77,134 38,961 58,186 45.00% 5.36% 0.19%

6 BB-/B 2.12% 651 651 325 45.00% 9.85% 0.92%

Default D 100.00% 218 218 214 45.00% 0.00% 44.86%

TOTAL 2013 0.08% 2,558,689 133,585 2,504,511 45.00% 1.88% 0.03%

TOTAL 2012 0.05% 1,977,387 102,886 1,925,943 45.00% 1.65% 0.02%

% average capital 1.88%

There is a very significant increase in EAD (up from EUR 
1,926 million in 2012 to EUR 2,505 million in 2013). Note 
that 98% of the exposure has a credit rating above BBB+ 
and more than 70% has a rating above A. The average PD 
of the portfolio is up from 0.05% to 0.08% and capital 
consumption as a percentage of EAD is also up compared to 
2012, from 1.65% to 1.88%. Combined with the increase 
in exposure, this results in an increase in the total portfolio 
capital requirement (+48%).
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 TABLE 18.  
FIRB APPROACH. CORPORATES (NOT INCLUDING SPECIALISED LENDING)

Internal  
rating  
grades S&P grades

Thousands of euros 31 Dec 2013

EAD-
weighted 

average PD
 Original 
exposure 

 Off-balance-
sheet amount  EAD 

EAD-
weighted 

average LGD
Capital/

EAD EL/EAD

1 AAA/A+ 0.04% 2,877,694 881,029 2,615,085 44.38% 1.47% 0.02%

2 A/BBB+ 0.13% 822,137 289,530 738,780 45.00% 2.93% 0.06%

3 BBB 0.28% 2,852,157 628,120 2,925,575 44.44% 4.35% 0.12%

4 BBB- 0.44% 1,571,912 322,587 1,479,775 40.10% 4.73% 0.18%

5 BB+/BB 1.02% 4,373,615 562,845 4,121,019 43.05% 6.95% 0.44%

6 BB-/B 3.04% 2,054,109 319,020 1,815,574 42.84% 9.36% 1.30%

7 B-/C 31.60% 47,081 6,516 44,736 43.04% 19.38% 13.68%

Default D 100.00% 474,213 4,873 472,539 41.96% 0.00% 41.96%

TOTAL 2013 4.23% 15,072,918 3,014,520 14,213,083 43.31% 5.08% 1.78%

TOTAL 2012 2.41% 16,224,793 3,000,176 14,910,796 43.67% 5.15% 1.06%

% average capital 5.08%

56% of the non-defaulted exposure is concentrated in rat-
ing grades above BBB-. EAD decreased in 2013 (-5%), as 
did the portfolio’s overall capital requirement (-6%). The 
average PD is up overall (from 2.41% to 4.23%), due to the 
increase in defaults, while there is a decrease in PD without 
default (down from 1.07% to 0.93%) and LGD (down from 
43.67% to 43.31%). As a result, capital consumption is 
down compared to 2012, from 5.15% to 5.08%. On the 
other hand, the increase in defaults gives rise to an increase 
in expected loss as a percentage of exposure.

 TABLE 19.  
SLOTTING CRITERIA. SPECIALISED LENDING

RW bands

Thousands of euros 31 Dec 2013

 Original exposure  Off-balance-sheet amount  EAD  Capital/EAD 

0% 1,295,231 99,115 1,260,274 0.00%

50% 200,862 111,534 133,545 4.00%

70% 3,800,515 350,161 3,539,248 5.60%

90% 12,208,834 977,373 11,697,141 7.20%

115% 2,972,730 102,694 2,908,188 9.20%

250% 743,906 41,290 710,059 20.00%

TOTAL 2013 21,222,078 1,682,167 20,248,455 7.19%

TOTAL 2012 24,214,394 2,658,733 22,554,910 7.78%

% average capital 7.19%

EAD is down (+10%) compared to 2012. The increase in 
exposure (+6%) in the higher rating grades (RWs between 
50% and 90%), combined with a slight increase in defaults, 
brings capital consumption down from 7.78% to 7.19%.
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 TABLE 20.  
EQUITIES

PD/RW bands

Thousands of euros 31 Dec 2013

Weighted  
average PD

 Original  
exposure  EAD 

EAD-
weighted 

average LGD Capital/EAD EL/EAD

PD/LGD Approach

1 1.25% 181,767 181,767 90.00% 13.61% 1.13%

2 1.66% 87,670 87,670 90.00% 8.00% 1.50%

3 3.39% 450,484 450,484 90.00% 31.37% 3.05%

4 5.27% 51,129 51,129 90.00% 8.00% 4.74%

5 6.04% 579,050 579,050 90.00% 32.16% 5.44%

6 11.59% 709 709 90.00% 39.39% 10.44%

Default 0.00% - - 0.00% 0.00% 0.00%

TOTAL 2013 4.20% 1,350,809 1,350,809 90.00% 26.92% 3.78%

TOTAL 2012 6.44% 1,115,538 1,115,538 90.00% 28.05% 5.80%

% average capital 26.92%

Simple method

- - - -

TOTAL 2013 - - - -

TOTAL 2012 50,339 50,339 15.20% -

% average capital -

Internal models 2013 1,817,495 1,817,495 22.21%

Internal models 2012 2,174,341 2,174,341 23.90%

TOTAL 2013 3,168,304 3,168,304 24.22%

TOTAL 2012 3,340,278 3,340,278 25.16%

Note:  In the case of equities, EAD is equal to the original exposure, and the off-balance-sheet amount is equal to zero.

Equity exposures decreased overall in 2013 (-5%). In particu-
lar, there was a reduction in internal models (-16%) and an 
increase in the PD/LGD method (+21%). The simple method 
exposure corresponding to Banesto switched to internal 
models following the merger with Banco Santander from 
June 2013.

Capital consumption as a percentage of EAD decreased 
in 2013 from 25.16% to 24.22%, mainly due to reduced 
volatility of the VaR used in the internal models approach to 
capital calculation, combined with a decrease in PD without 
default under the PD/LGD method (down from 6.44% to 
4.20%).

The following charts summarise the trend of the average 
risk parameters, exposure and capital as a percentage of 
EAD for the various portfolios in 2012 and 2013.
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5.5.5.  Credit risk - securitisations 
5.5.5.1.  Methodology for calculating risk weighted 
exposures in securitisation activities
The Group calculates regulatory capital for securitisation po-
sitions only if the securitisation special purpose vehicle (SPV) 
meets the regulatory conditions established in CBE 3/2008 
for the effective transfer of significant credit risk. Otherwise, 
capital is calculated for the securitised exposures as if they 
had not been securitised.

Capital requirements for securitisation positions are calculat-
ed by applying the appropriate risk weight to the exposure 
value of each position, depending on the approach (stand-
ard or IRB) used by the entity to calculate the risk-weighted 
exposure amounts of the securitised portfolio. If the entity 
uses both approaches for the various securitised exposures 
that make up the underlying portfolio, the method that 
applies to the predominant proportion of exposures in the 
portfolio is used.

Entities that use the standardised approach to calculate cap-
ital requirements apply the following risk weights, as stipu-
lated in CBE 3/2008, depending on the credit quality level 
assigned by the Bank of Spain to the external credit ratings 
issued by eligible External Credit Assessment Institutions 
(ECAIs), for each securitisation or re-securitisation position:
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Credit quality level 1 2 3 4*
Other credit  

ratings

Securititasion positions 20% 50% 100% 350% 1,250%

Resecuritisation positions 40% 100% 225% 650% 1,250%

(*)  Risk weight applied under the standardised approach only for non short term credit rating. 

Where no external credit rating is available, the entity as-
signs the weighted-average risk weight applied to securi-
tised exposures, multiplied by the concentration ratio, unless 
it has insufficient information on the underlying portfolio, in 
which case a risk weight of 1250% is assigned.

Entities that adopt the IRB approach for the calculation of 
capital requirements use the ratings-based approach by 
applying the following risk weights, as stipulated in CBE 
3/2008, depending on the credit quality level assigned by 
the Bank of Spain to the external credit ratings issued by 
eligible ECAIs, or inferred from each securitisation position. 
These risk weights are multiplied by 1.06 to calculate the 
risk weighted exposure amounts, except for the tranches 
weighted at 1250%:

Securitisations Resecuritisations

Credit  
quality level

Short term 
ratings Moody’s Fitch S&P

Senior 
position

Reference 
position

Non- 
granular 
position

Senior 
position

Reference 
position

CQS1 CQS1 Aaa AAA AAA 7% 12% 20% 20% 30%

CQS2 Aa1 AA+ AA+ 8% 15% 25% 25% 40%

CQS2 Aa2 AA AA 8% 15% 25% 25% 40%

CQS2 Aa3 AA- AA- 8% 15% 25% 25% 40%

CQS3 A1 A+ A+ 10% 18% 35% 35% 50%

CQS4 CQS2 A2 A A 12% 20% 35% 40% 65%

CQS5 A3 A- A- 20% 35% 35% 60% 100%

CQS6 Baa1 BBB+ BBB+ 35% 50% 50% 100% 150%

CQS7 CQS3 Baa2 BBB BBB 60% 75% 75% 150% 225%

CQS8 CQS8 Baa3 BBB- BBB- 100% 100% 100% 200% 350%

CQS9 CQS9 Ba1 BB+ BB+ 250% 250% 250% 300% 500%

CQS10 CQS10 Ba2 BB BB 425% 425% 425% 500% 650%

CQS11 CQS11 Ba3 BB- BB- 650% 650% 650% 750% 850%

Other levels and positions without a rating 1,250%



54 2013 PILLAR III DISCLOSURES

For securitisation positions with short-term ratings:

Credit quality level S&P´s Moody’s Fitch DBRS A B C

1 A-1+, A-1 P-1 F-1+, F-1 R-1 (high, middle, low) 7% 12% 20%

2 A-2 P-2 F-2 R-2 (high, middle, low) 12% 20% 35%

3 A-3 P-3 F-3 R-3 60% 75% 75%

Other Less than A-3 NP Less than F-3 Less than R-3 1,250% 1,250% 1,250%

The following table shows the distribution of the positions 
in SPVs with credit risk transfer by type of underlying asset 
and approach used for calculating regulatory capital:

 TABLE 21. BREAKDOWN OF REPURCHASED POSITIONS IN SPVS WITH  
CREDIT RISK TRANSFER, DISTRIBUTED BY FUNCTION AND APPROACH USED

Thousands of euros  
31 Dec 2013

Thousands of euros  
31 Dec 2012

On-balan-
ce-sheet 
amount

Off-balan-
ce- sheet 
amount EAD

EAD after  
capital  

reductions RWA

On-balan-
ce-sheet 
amount

Off-balan-
ce- sheet 
amount EAD

EAD after  
capital  

reductions RWA

Originator 
standardised 
approach

76,489 - 50,648 50,648 17,104 110,951 2,712 77,472 63,972 12,795

Originator - IRB 
approach 243,820 1,396 245,216 245,216 1,038,671 303,358 7,201 310,559 310,559 1,455,434

Total originator 320,309 1,396 295,864 295,864 1,055,775 414,309 9,913 388,031 374,531 1,468,229

Investor – 
standardised 
approach

2,387,800  -     2,387,800 2,343,274 887,068 1,862,692  -     1,862,692 1,862,546 974,971

Investor -  
IRB approach 1,905,500 223,554 2,129,054 2,036,615 685,797 2,501,641 273,075 2,774,716 2,640,983 694,537

Total investor 4,293,300 223,554 4,516,854 4,379,889 1,572,865 4,364,333 273,075 4,637,408 4,503,529 1,669,508

Sponsor -  
IRB approach 2,516 43,130 45,646 45,646 112,974 3,087 44,623 47,710 7,710 61,295

Total sponsor 2,516 43,130 45,646 45,646 112,974 3,087 44,623 47,710 7,710 61,295

TOTAL 4,616,125 268,080 4,858,364 4,721,399 2,741,614 4,781,729 327,611 5,073,149 4,885,770 3,199,032

Of which: 
traditional secu-
ritisations

4,616,125 268,080 4,858,364 4,721,399 2,741,614 4,781,729 327,611 5,073,149 4,885,770 3,199,032

Of which: 
synthetic securi-
tisations

 -      -      -      -      -      -      -      -      -      -     

TOTAL 4,616,125 268,080 4,858,364 4,721,399 2,741,614 4,781,729 327,611 5,073,149 4,885,770 3,199,032

On and off-balance sheet totals before provisions and after outflows to other regulatory reporting.
IRB EAD:  exposures net of collateral, before provisions and deductions and after outflows to other regulatory reporting.
STD EAD:  exposures net of collateral, before deductions and after provisions and outflows to other regulatory reporting.
IRB RWA: before provisions, after deductions and before application of the limit.
STD RWA:  after provisions, deductions and outflows to other statuses and before application of the limit. 
IRB RWA:  before provisions, after deductions and outflows to other statuses and before application of the limit.

Securitisation positions in the trading book are eliminated 
from the regulatory capital calculation based on an internal 
market risk model, mainly with respect to specific risk, in ac-
cordance with rule 87 of CBE 3/2008 concerning the capital 
requirement for the specific risk of the credit correlation de-
rivatives trading portfolio, as well as other credit correlation 
derivatives and their hedges. Therefore, these securitisation 
positions are not taken into consideration in the VaR spread 
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and the IRC calculation, although they are included in the 
interest rate VaR calculation (general risk). Also, capital re-
quirements for these securitisation positions are calculated 
as if they were in the investment portfolio, distinguishing 
between:

• Securitisation positions that are rated by an external rating 
agency: capital requirements calculated using the ratings 
based approach. That is, the risk weights specified in CBE 
3/2008 are applied, based on the external credit ratings.

• Unrated securitisation positions: under the Bank of Spain’s 
supervision, the supervisory formula method is used.

5.5.5.2.  SPVs with risk transfer
Securitisation positions in SPVs with risk transfer
Santander Group, as originator, retains the positions of SPVs 
with risk transfer issued by the Group entities. The Group 
also acquires securitisation positions of SPVs originated by 
non-Group entities and is the sponsor of one SPV.

Shown in the tables that follow is information on the bal-
ances of the securitisation positions purchased and retained 
in SPVs with risk transfer in the banking book and in the 
trading book. 

 TABLE 22. 
AGGREGATE AMOUNT OF SECURITISATION POSITIONS PURCHASED AND RETAINED WITH RISK TRANSFER

Standardised approach.  
Distribution by exposure  
type and risk weighting

Thousands of euros 31 Dec 2013

EAD RWA

Securitisations Resecuritisations Total EAD Securitisations Resecuritisations Total 
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Investor positions

20% 1,364,993 - - - 1,364,993 272,999 - - - 272,999

50% 101,165 - - - 101,165 50,583 - - - 50,583

Methods that use the 
securitised exposures  
for being risk weighted 877,116 - - - 877,116 563,487 - - - 563,487

TOTAL 2,343,274 - - - 2,343,274 887,068 - - - 887,068

Originator positions

20% 48,535 - - - 48,535 9,707 - - - 9,707

350% 2,113 - - - 2,113 7,396 - - - 7,396

TOTAL 50,648 - - - 50,648 17,103 - - - 17,103

Total standardised approach 2,393,922 - - - 2,393,922 904,171 - - - 904,171
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 TABLE 22 
AGGREGATE AMOUNT OF SECURITISATION POSITIONS PURCHASED AND RETAINED WITH RISK TRANSFER

RBA approach

Thousands of euros 31 Dec 2013

EAD RWA

Securitisations Resecuritisations Total EAD Securitisations Resecuritisations Total EAD
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Investor positions

7-10% 835,865 17,649 - - 853,514 64,154 1,497 - - 65,650

12-18% 121,180 37,860 - - 159,040 17,413 4,816 - - 22,229

20-35% 105,655 69,679 519,845 - 695,179 28,853 22,781 116,168 - 167,802

40-75% 55,035 80,223 23,194 - 158,452 35,852 51,022 13,370 - 100,243

100% 137,136 - - - 137,136 145,364 - - - 145,364

250% 9,923 - - - 9,923 26,296 - - - 26,296

425% 5,786 - - - 5,786 26,066 - - - 26,066

650% 10 - - - 10 67 - - - 67

1250% 17,575 - - - 17,575 219,684 - - 219,684

TOTAL  1,288,165    205,411    543,039    -      2,036,615    563,749    80,115    129,537    -      773,401   

Originator positions

7-10% 840 934 - - 1,774 71 79 - - 151

12-18% 74,100 - - - 74,100 11,782 - - - 11,782

20-35% 66,534 451 - - 66,985 18,785 167 - - 18,953

250% 18,938 - - - 18,938 - - - - -

425% - - - - - 85,314 - - - 85,314

650% - 11 - - 11 - 80 - - 80

1250% 83,408 - - - 83,408 1,042,595 - - - 1,042,595

TOTAL  243,820    1,396    -      -      245,216    1,158,548    326    -      -      1,158,874   

Sponsor positions

100% - - - 40,000 40,000 - - - 42,400 42,400

1250% - - 2,516 3,130 5,646 - - 31,449 39,122 70,571

TOTAL  -      -      2,516    43,130    45,646    -      -      31,449    81,522    112,971   

Total RBA approach 1,531,985 206,807 545,555 43,130 2,327,477 1,722,297 80,442 160,986 81,522 2,045,247

IRB EAD: before provisions and after deductions.
STD EAD: after provisions and deductions.
IRB RWA: RWA after deductions, before provisions and before application of the limit.
STD RWA: RWA after deductions and provisions and before application of the limit.
Note: Under the standardised approach, the non rated investor positions are kept on balance sheet and the  
capital consumption is calculated based on average RW of the underlying asset multiplied by the concentration ratio.
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  TABLE 22 BIS  
AGGREGATE AMOUNT OF SECURITISATION POSITIONS PURCHASED AND RETAINED IN THE TRADING BOOK 

Thousands of euros 31 Dec 2013

Investor positions Originator positions Sponsor positions

Markt to 
market RWA Markt to 

market RWA Markt to 
market RWA

ABS portfolio

RBA approach

20-35%  350,374    110,540    25,073    5,734    -      -     

50-75%  36,010    21,373    -      -      -      -     

100%  26,207    27,779    0,0    0,0    -      -     

250%  2,246    5,953    -      -      -      -     

425%  1,508    6,795    4,230    19,054    -      -     

650%  3,006    13,542   -0,0    0,0    -      -     

1250%  4,247    53,083    93    1,159    86,893    1,086,164   

Total ABS portfolio  423,597    239,065    29,395    25,947    86,893    1,086,164   

Correlation portfolio

RBA approach

100%  75,000    79,500   - - - -

250%  50,000    625,000   - - - -

Supervisory formula method

Supervisory formula -116    29,180    -      -      -      -     

Total correlation portfolio  124,884    733,680    -      -      -      -     

TOTAL  548,482    972,746    29,395  25,947    86,893    1,086,164   

Note: the table does not include hedges of correlation products and ABS securitisations totalling EUR 33.897 thousand. The capital requirements for these positions 
have been calculated using the specific issuer risk method and entail RWA of EUR 29.849 thousand. 
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A breakdown, by type of securitised asset, of the securitisa-
tion positions purchased and retained in the banking book 
is given below.

 TABLE 23.  
SECURITISATION POSITIONS PURCHASED OR RETAINED WITH RISK TRANSFER IN THE BANKING BOOK BY TYPE OF EXPOSURE

Thousands of euros 31 Dec 2013 Thousands of euros 31 Dec 2012

EAD RWA EAD RWA
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Traditional 
securitisations      

Residential  
mortgages 83,769 746,121  -     68,567 332,956  -     123,934 1,223,120  -     145,786 433,028  -     

Commercial  
mortgages  -     24,934  -      -     27,118  -     - 45,252  -      -     10,789  -     

Credit cards  -     177,977  -      -     35,587  -     - 113  -      -     20  -     

Loans to cor-
porates or to 
SMEs treated as 
corporates

201,479 1,502,601  -     974,698 451,005  -     216,132 707,689  -     975,924 141,884  -     

Consumer loans - 773,241  -     - 410,185  -     34,465 1,174,836  -     346,518 834,799  -     

Other  10,617   611,976  -      132,713   274,081  -      -     1,352,519  -      -     248,986  -     

Resecuritisations

Securitisation  
positions  -      543,039   45,646  -      129,537   112,974  -      -     7,710  -      -     61,295

Synthetic  
securitisations - - - - - - - - - - - -

TOTAL 295,865 4,379,888 45,646 1,175,978 1,660,470 112,974 374,531 4,503,529 7,710 1,468,228 1,669,507 61,295

IRB EAD: before provisions and after deductions and outflows to other statuses.
STD EAD: after provisions, deductions and outflows to other statuses.
IRB RWA: after deductions and before provisions and application of the limit.
STD RWA: after deductions and provisions and before application of the limit.

The outstanding balance of the securitisation positions 
retained in securitisation SPVs with risk transfer declined 
with respect to December 2012 due to the redemption of 
securitisation positions and only one of the securitisation 
SPVs originated by the Group in 2013 meets the criteria for 
risk transfer. 

The underlying assets that were securitised in the SPVs 
originated by the Group with risk transfer were primarily 
composed of mortgages.
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 TABLE 24.  
SECURITISATION STRUCTURES WITH RISK TRANSFER

Thousands of euros 31 Dec 2013 Thousands of euros 31 Dec 2012

Outstanding  
balance

Of which:  
in default

Impairment 
losses in  

the period RWA
Outstanding  

balance
Of which:  
in default

Impairment 
losses in  

the period RWA

Traditional  
securitisation SPVs

Residential  
mortgages 577,060 9,472 -156 3,150 1,213,315 29,727 496 324,071

Commercial  
mortgages 62,278  -      -     - 215,890  -      -     131,693

Loans to corporates 
or to SMEs treated  
as corporates

247,447 18,861 -9,460 106,877 313,457 21,444 7,285 137,232

Consumer loans - - - - 257,861 44,647 45,730 153,054

Other 382,182 - - - - - - -

Resecuritisations

Securitisation  
positions  -      -      -      179,190  -      -      -      -     

Total  
traditional SPVs 1,268,967 28,333 -9,616 289,217 2,000,523 95,818 53,511 746,051

Synthetic securitisation SPVs

Total  
synthetic SPVs  -      -      -      -      -      -      -      -     

TOTAL 1,268,967 28,333 -9,616 289,217 2,000,523 95,818 53,511 746,051

Note:  impairment losses in the period include impairment losses on assets and (general and specific) allowances.

 
The outstanding balance of the underlying assets fell in 
2013 as a result of the redemption of the assets over time 
and because only one new securitisation structure with risk 
transfer was originated in 2013. 

5.5.5.3.  SPVs without risk transfer
The Group retains most of the positions of the originated 
SPVs and, as a result, they do not meet the regulatory con-
ditions for establishing significant transfer of risk. Therefore, 
capital is calculated for the securitised exposures as if they 
had not been securitised.

The underlying assets that have been securitised in the SPVs 
originated by the Group without risk transfer consist mainly 
of mortgages and consumer and business loans.

The following table gives a breakdown, by type of underly-
ing asset, of the outstanding balance of the securitised ex-
posures in SPVs without risk transfer at 31 December 2013:
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 TABLE 25. 
SECURITISATION STRUCTURES WITHOUT RISK TRANSFER

Thousands of euros 31 Dec 2013 Thousands of euros 31 Dec 2012

Outstanding balance Outstanding balance

Traditional 
securitisations

Revolving  
structures Resecuritisations

Synthetic  
securitisations

Traditional se-
curitisations

Revolving  
structures

Resecuritisa-
tions

Synthetic  
securitisations

Residential  
mortgages  48,200,434    -      -      599,758   57,869,619  -      -     815,344

Finance leases  373,479    -      -       -    671,020  -      -      -     

Loans to 
corporates or to 
SMEs treated as 
corporates

 9,158,992    -      -          - 13,000,896  -      -      -     

Consumer loans 26,747,042  -      -       -    24,237,395 -  -      -     

Mortgage  
covered bonds  450,000    -      -           - 450,000  -      -      -     

Receivables  1,941,418    1,941,418    -       -    1,246,244  1,070,209    -      1,282,458   

Securitisation 
positions  494,858    -      494,858     -    791,077    -      791,077    -     

Other  1,272,762    -     -  1,170,970   3,338,579  -      -     -

TOTAL 88,638,985 1,941,418 494,858 1,770,728 101,604,830 1,070,209  791,077   2,097,802

5.5.6. Market risk 
5.5.6.1. Regulatory Capital
The Group’s consumption of regulatory capital for market 
risk at the end of December 2013 breaks down as follows:

  TABLE 26.  
REGULATORY CAPITAL REQUIREMENTS FOR MARKET RISK

Millions of euros

TOTAL

Position risk - trading portfolio - standardised approach  916,48   

Specific risk in the correlation trading portfolio  166,85   

Currency risk - standardised approach  616,96   

Position and currency risk - trading portfolio - internal models  860,67   

Spain*  646,58   

Chile  38,64   

Portugal  0,17   

Mexico  175,28   

 2,560,97  

* This includes the part of structural equities classified as trading.

At year-end 2013 the Santander Group had authorisation 
from the Bank of Spain for the use of the internal market 
risk model for the calculation of regulatory capital in the 
trading portfolios of the units in Spain, Chile, Mexico and 
Portugal. The Group aims to gradually extend this approval 
to the rest of the units.



2013 61

Consolidated regulatory capital under the internal market 
risk model for the Santander Group is computed by sum-
ming the regulatory capital of each of the units that has the 
necessary Bank of Spain approval. This is a conservative cri-
terion when consolidating the Group’s capital, as it takes no 
account of the capital savings arising from the geographical 
diversification effect. 

As a result of this approval, regulatory capital for the trading 
activity of the perimeter in question is calculated using ad-
vanced approaches, using VaR, Stressed VaR  and IRC (incre-
mental risk charge) as the fundamental metrics, in line with 

the new bank capital requirements under the Basel Accords 
and, specifically, the European capital requirements directive 
(CRD IV), which transposes Basel III.

The Group works closely with the Bank of Spain to extend 
the perimeter of authorisation of internal models (at geo-
graphical and operational level) and to analyse the impact of 
new requirements, in line with the documents published by 
the Basel Committee to strengthen the capital of financial 
institutions.

Below is a breakdown of regulatory capital consumption 
in the units that use the internal model, by geography and 
component:

  TABLE 27.  
CAPITAL REQUIREMENTS FOR MARKET RISK UNDER INTERNAL MODELS BY GEOGRAPHY

Millions of euros

CR (VaR) CR (SVaR) IRC TOTAL

Spain* 159,39 273,03 214,16 646,58

Chile 10,32 21,92 6,40 38,64

Portugal 0,09 0,09 0,00 0,17

Mexico 36,07 65,89 73,32 175,28

TOTAL 205,87 360,92 293,88  860,67   

* Includes the part of structural equities risk classified as Trading.

Below are details of the changes in capital requirements for 
market risk from 2012 to 2013:

 TABLE 28.  
CAPITAL REQUIREMENTS FOR MARKET RISK. CHANGES

Movements in total regulatory capital: market 
risk under internal models approach Millions of euros

Regulatory capital as at 1 January 1,114

Book changes -272

IRC 18

Regulatory capital as at 31 December  861   

 
Capital requirements for market risk decreased compared 
to 2012 due to changes in the portfolio. The increase in IRC 
is attributable to the increased exposure to issuer risk in the 
average exposure of the last twelve weeks.
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5.5.7. Operational risk
5.5.7.1. Regulatory Capital
The Santander Group currently uses the standardised ap-
proach to calculate Basel II regulatory capital for operational 
risk. However, the methodologies it has developed are 
intended to be the groundwork for effective implementa-
tion of the IRB approach. All this based on the following 
considerations:

• Mitigation takes priority in the daily management of 
operational risk.

• The basic foundations of an IRB approach are to a large 
extent already present in the standardised approach and 
the Santander Group’s operational risk management.

Use of the standardised approach in the Santander Group 
will be subject to compliance with certain qualitative re-
quirements, as well as with the rules for the calculation of 
capital requirements.

The Bank of Spain has published its “Guidelines for applying 
the standardised approach to determine own funds for op-
erational risk”, which mainly expands upon rule 97 of CBE 
3/2008 on the prerequisites for the use of the standardised 
approach.

Nevertheless, for 2014 the Group has decided to start a 
project aimed at moving towards an advanced measure-
ment approach (AMA), for which it already meets most of 
the regulatory requirements, as most of them already apply 
under the standardised approach. It should be stressed, 
however, that the short-term priority in operational risk 
management continues to be mitigation.

Under the standardised approach, capital requirements are 
calculated as the simple average over the last three years 
of the summation, for each year, of the greater of zero and 
the sum of eligible income across each of the business lines, 
multiplied by the weight assigned to each business line. The 
mathematical expression of these requirements will be as 
follows: 

Where: 

   RI1-8 = Relevant income of each business line,  
with the appropriate sign.

   1-8 = Weight applicable to each business line.

Relevant income will be calculated as the sum of the follow-
ing components, using the terminology of Bank of Spain 
Circular 4/2004: 

a) Interest and similar income 

b) Interest expense and similar charges 

c) Return on equity instruments 

d) Fee and commission income 

e) Fee and commission expense 

f) Gains and losses on financial assets and liabilities 

g) Exchange differences (net)

h) Other operating income.

The Group maps its business activities and eligible income 
to the eight business lines established in CBE 3/2008 and 
applies the regulatory weight stipulated for each line. 

Obtaining data on eligible income, allocating it to the vari-
ous business lines and calculating capital requirements is the 
responsibility of the Controller and Management Control 
Division.

The figure for eligible income is obtained from the consoli-
dated management information by business area, which is 
generated from accounting data. Consolidated manage-
ment information is published quarterly in aggregate form 
and is the basis on which the businesses’ budgetary compli-
ance is measured. It is prepared by the management control 
area, which regulates the business areas of all the Group’s 
units, based on certain corporate criteria, which all the units 
must apply in preparing their management information.
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Where necessary, itemised data (by segment, product, etc.) 
is used as a supplement to the aggregate business area data 
to distribute the eligible income among the groupings de-
fined by CBE 3/2008. Any difference between the itemised 
data and the aggregate data is assigned to the business line 
with the highest regulatory capital usage.

Eligible income is adjusted in accordance with the regula-
tions in the case of new businesses, acquisitions and busi-
ness interruptions, as well as extraordinary transactions.

From December 2013 the capital requirements of the units 
that do not belong to the eurozone are calculated in local 
currency and converted to euros at the exchange rate pre-
vailing at year-end 2013.

Currently, in its public reporting, in line with the criteria laid 
down in international financial reporting standards (IFRS), 
the Santander Group presents its business area structure on 
two levels:

1) Primary or geographical level:

a) Continental Europe: all the commercial banking busi-
nesses, asset management and insurance, Global 
Banking & Markets and the real estate activity segment 
discontinued in Spain but continuing in the rest of Eu-
rope except the United Kingdom. This includes: Spain, 
Banesto, Santander Consumer Finance (including San-
tander Consumer USA), Poland and Portugal.

b) United Kingdom.

c) Latin America: all the Group’s activities through sub-
sidiary banks and companies. This also includes the 
specialised units of Santander Private Banking, as an 
independent, globally managed unit, and the New York 
business.

d) United States.

2) Secondary or business level: the activity of each operat-
ing unit is segmented by type of business, with segment 
reporting:

a) Commercial Banking: this contains the customer bank-
ing businesses (except for the corporate banking busi-
nesses, which are managed through global relationship 
models).

b) Global Banking & Markets: this includes the global cor-
porate banking businesses; the investment banking and 
markets businesses worldwide, including all the treasury 
departments that have global management responsibili-
ties for trading and distribution to customers; and the 
equities business.

c) Asset management and insurance: this includes the 
contribution from the design and management of the 
investment fund, pension and insurance businesses of 
the different units.

d) Insurance: design and management of the insurance   
businesses of all the Group.

In addition to the operating businesses, the corporate activi-
ties area includes the centrally managed businesses of the fi-
nancial and industrial holdings, the financial management of 
the parent company’s structural currency and interest rate 
risk position, and the management of liquidity and capital 
through issues and securitisations. 

The following figure shows the construction criterion for the 
public areas of the business areas:
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Pimary level – geographical criterion

Secondary level – business criterion

Corporate  
activities

Global Banking and Markets

Continental 
Europe

Commercial 
Banking

Commercial 
Banking

Commercial 
Banking

Commercial 
Banking

UK Latin America United States

Asset Management and Insurance

The following chart shows the distribution of capital by 
business line at 31 December 2013:

Shown below is the geographical distribution of capital for 
operational risk:
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 TABLA 29. CAPITAL REQUIREMENTS  
FOR OPERATIONAL RISK BY GEOGRAPHY

Below is a breakdown of the change in capital requirements 
for operational risk from 2012 to 2013:

 TABLE 30. 
CAPITAL REQUIREMENTS BY OPERATIONAL RISK. CHANGES 

Millions of euros

Movements in total  
regulatory capital: operational risk

Regulatory capital as at 1 January 5.821

Perimeter changes 55

Business risk and foreign exchange changes -36

Calculation change method -565

Regulatory capital as at 31 December 5.275

(*) Perimeter change is due to integration of Kredyt Bank

Most of the change is attributable to the change in calcula-
tion method, as since December 2013 the capital require-
ments of the non-eurozone units have been calculated in 
local currency and are translated at the exchange rate pre-
vailing on the reporting date.

Rest of Latin America 
16%

Brazil 
31%

Spain 
17%

Portugal 
2%

UK 
13%

Rest of Europe
12%

USA 
9%
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5.6. Pillar II economic capital

Regulatory capital: Internal capital adequacy 
assessment
The aim of Pillar II of the Basel framework is to ensure that a 
credit institution’s risk profile matches the capital it actually 
holds, both in absolute terms and, in the case of consolidat-
ed groups of credit institutions, in terms of the distribution 
of capital among the various legally independent entities 
that make up the group. This match between institutions’ 
capital and their risks will result in better risk management. 

To achieve this aim, as stipulated in articles 22 and 123 of 
Directive 2006/48/EC of the European Parliament and of 
the Council, credit institutions must conduct an internal 
capital adequacy assessment process (ICAAP) and, to that 
end, must have in place sound, effective and comprehensive 
strategies and procedures to assess and continuously main-
tain the amounts, types and distribution of internal capital 
they consider appropriate to cover the kinds of risk and the 
levels of risk to which they are or may be exposed. 

As a result of the ICAAP, institutions should be able to es-
tablish a capital target and a capital management strategy 
to match their risks. Besides assessing their current risks, this 
will also involve conducting stress tests to identify events or 
changes of conditions in the markets in which the institu-
tions operate that could adversely affect their solvency in 
the future. 

The capital adequacy assessment process consists of a set of 
quantitative and qualitative demands to ensure that credit 
institutions: 

• Identify and measure their material risks. 

• Allocate sufficient capital, based on their risk profile, in-
cluding in stress scenarios. 

• Have in place good risk management practices and sys-
tems, including longer-term projections. 

All this must be documented in an annual internal capital 
adequacy assessment report (ICAAR), which is subject to 
review by the Bank of Spain. 

In the context of Basel Pillar II regulatory compliance, San-
tander uses its economic model to conduct the internal 
capital adequacy assessment, taking into account all the 
risks of its activity, including risks additional to those envis-
aged in the regulatory approach, and considering essential 
factors that are not captured by regulatory capital, such as 
portfolio concentration or diversification across risks and 
geographies. To do this it plans business growth and capital 

needs under a baseline scenario and various stress sce-
narios. The Group uses these planning exercises to ensure 
that its capital adequacy targets are met even in adverse 
economic scenarios. The ICAAP, which is supplemented by a 
qualitative description of the risk management and internal 
control systems, is reviewed by the Internal Audit and Inter-
nal Validation teams and is subject to a corporate govern-
ance framework that culminates with approval by the Group 
board, which each year also sets strategic risk appetite and 
capital adequacy targets.

Santander Group economic capital model
Economic capital is the capital needed, according to a 
model developed internally, to support all the risks of an 
entity’s activity with a given level of solvency. In the case 
of Santander, the level of solvency is determined by the 
targeted long-term rating of AA-/A+, which entails applying 
a confidence level of 99.95% (greater than the regulatory 
99.90%) for calculating the necessary capital.

As a complement to the regulatory approach, Santander’s 
economic capital model measures all the material risks in-
curred by the Group in its operations. It therefore includes 
concentration risk, structural interest rate risk, business risk, 
pension risk and other risks that are outside the scope of Pil-
lar I regulatory capital. Economic capital also takes account 
of the diversification effect, which, given the multinational, 
multibusiness nature of the Santander Group’s activity, is 
crucial in determining its global risk and solvency profile.

The comparison between regulatory and economic capital 
requirements is distorted by the fact that for regulatory 
purposes some risks, such as goodwill risk, are presented as 
deductions from the eligible capital base rather than being 
included as capital requirements. Similarly, the economic 
capital requirements for these risks can be presented as 
deductions from the internal capital base (following the 
regulatory model) or as part of economic capital require-
ments, which is the preferred option internally. Furthermore, 
as already mentioned, economic capital includes the meas-
urement of risks that are not present in the regulatory ap-
proach (so-called Pillar II risks).

The following table provides a summary of available and 
required economic capital under the two presentation op-
tions described above. The “regulatory” presentation of the 
economic capital base and economic capital requirements 
(in which some risks are deducted from the base) would 
be more comparable with the traditional regulatory view, 
while the “economic” presentation, in which those risks 
are included in the capital requirements, is the one used 
internally. In both cases the surplus of available capital over 
and above economic capital needs is the same, so these are 
simply two ways of presenting the same thing.
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  AVAILABLE AND REQUIRED ECONOMIC CAPITAL 
(“REGULATORY” PRESENTATION)

 AVAILABLE AND REQUIRED ECONOMIC CAPITAL 
(“ECONOMIC” PRESENTATION)

Capital stock 5,667 Capital stock 5,667

Treasury stock (81) Treasury stock (81)

Capital gains/losses of the AFS portfolio 41 Capital gains/losses of the AFS portfolio 41

Reserves-valuation adjustment 64,058 Reserves-valuation adjustment 64,058

Attributable profit net of dividends 3,445 Attributable profit net of dividends 3,445

Minority interests 7,682 Minority interests 7,682

Pension deduction (1,764) Pension deduction (1,764)

Goodwill (13,192) Available economic capital base 79,048

Intangible assets (773)

Deferred tax assets (1,856) Credit 26,213

Available economic capital base 63,226 Market 3,991

Operational 3,264

Credit 26,213 Fixed asset 780

Market 3,991 Sub-total Pillar I risks 34,248

Operational 3,264 Goodwill 13,192

Fixed asset 780 Interest (ALM) 5,570

Sub-total Pillar I risks 34,248 Business 3,170

Interest (ALM) 5,570 Intangible assets 773

Business 3,170 Pensions 1,852

Pensions 1,852 Deferred tax assets 1,856

Sub-total Pillar II risks 10,592 Sub-total Pillar II risks 26,414

Economic capital needed 44,841 Economic capital needed 60,663

EXCESS CAPITAL 18,385
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For example, the regulator demands that goodwill be 
deducted in full from the eligible regulatory capital base, 
on the understanding that its value in a stress situation is 
practically nil. However, although a hypothetical situation 
of severe stress could reduce the value of the goodwill of 
the investment in certain Group subsidiaries to zero, such 
a situation is highly unlikely to arise simultaneously in all 
the countries in which the Group operates. Even in a stress 
situation, the Group would retain part of the value of these 
assets, which is why the capital needed is less than the car-
rying amount of the goodwill and why, for management 
purposes, goodwill is not deducted from the internal capital 
base. This is possible because of the particular features of 
the Santander model, based on geographically diversified, 
autonomous subsidiaries that control their own funding.

The risk profile of a globally active group such as Santander 
cannot be adequately measured or understood without 
reference to diversification. The fact that the Group’s busi-
ness activity takes place in different countries, through a 
structure of differentiated legal entities, with a variety of 
customer segments and products, incurring different types 
of risk: all this makes the Group’s income less vulnerable 
to adverse situations in any particular market, portfolio, 

customer or risk. Despite the high degree of globalisation of 
today’s economies, business cycles do not coincide or have 
the same intensity in the different geographies. This gives 
groups that have a global presence greater stability in their 
results and greater capacity to withstand crises in particular 
markets or portfolios, all of which translates into lower risk. 
In other words, the risk and economic capital associated 
with the Group as a whole is less than the risk and capital 
of the sum of the parts considered separately. 

Lastly, the economic capital measurement and risk aggrega-
tion model also considers concentration risk for wholesale 
portfolios (large corporates, banks and sovereigns), in terms 
of exposure and industry or geographical concentration. 
Geographical or product concentration in retail portfolios is 
detected through a correlation model. 

Measuring capital adequacy

5.6.1.  Analysis of the global risk profile in terms of 
economic capital
The Group’s global risk profile, measured in terms of eco-
nomic capital, by risk type and main business unit at 31 
December 2013, was as follows:
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 CONTRIBUTION BY RISK TYPE

Economic capital model
Million 

euros

Credit 26,213

Market 3,991

Non-trading equity 2,014

FX structural 1,654

Trading 323

Operational 3,264

Fixed assets 780

Subtotal risks Pillar I 34,248

Goodwill 13,192

Interest (ALM) 5,570

Business 3,170

Intangible assets 773

Pensions 1,852

Deferred tax assets 1,856

Subtotal risks Pillar II 26,414

Necessary economic capital 60,663

The distribution of economic capital among the main busi-
ness areas reflects the diversified nature of the Group’s busi-
ness activities and risk. The relative weight of the corporate 
centre is due mainly to interest rate risk.

Continental Europe accounts for 40% of the Group’s eco-
nomic capital, Latin America including Brazil 36%, the UK 
15%, and the United States 9%. The corporate centre as-
sumes the goodwill risk, the structural exchange rate risk 
(arising from investments in foreign subsidiaries denomi-
nated in currencies other than the euro) and most of the 
equity investments.

At 31 December 2013 the Group’s total economic capital re-
quirements amounted to EUR 60,663 million, compared to 
available capital resources of more than EUR 79,048 million 
(made up of capital and reserves, plus adjustments, without 
deducting goodwill).

The diversification benefit under the economic capital mod-
el, including both intra-risk (i.e. geographical) and inter-risk 
diversification, was approximately 30% in December 2013.

Credit
77%

Market
12%

Operational
9%

Fixed assets
2%

Including only 
Pillar 1 risks

Goodwill
22%

Credit
43%

Interest (ALM)
9%

Market
7%

Operational
5%

Business
5%

Fixed assets
1%

Other
8%

 PILLAR 1 RISKS ALL RISKS

Continental Europe
40%Rest of Latin 

America
13%

US
9%

Brazil
23%

UK
15%

 BY OPERATING AREAS  BY OPERATING AREAS

Main segments Contribution

Continental Europe 27%

UK 10%

Brazil 15%

Rest of Latin America 9%

US 6%

Sub-total operating areas 67%

Corporate centre 33%

Total Group economic capital 100%
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 RISK DISTRIBUTION BY BUSINESSES  
   (ECONOMIC CAPITAL) 

Only Pillar 1 risks:
Credit 83%
Operational 8%
Market 6%
Fixed assets 3%

All risks:
Credit 69%
Operational 7%
Business 7%
Market 5%
Other 12%

CONTINENTAL  
EUROPE  

Only Pillar 1 risks:
Credit 87%
Operational 10%
Fixed assets 2%
Market 1%

All risks:
Credit 58%
Pensions 19%
Interest 8%
Operational 7%
Business 6%
Other 2%

UK

Only Pillar 1 risks:
Credit 81%
Operational 11%
Market 7%
Fixed assets 1%

All risks:
Credit 71%
Pensions 9%
Business 7%
Market 6%
Interest 5%
Other 2%

US

Only Pillar 1 risks:
Credit 80%
Operational 14%
Market 4%
Fixed assets 2%

All risks:
Credit 58%
Pensions 10%
Business 9%
Interest 9%
Other 14%

LATIN AMERICA

SANTANDER GROUP

 
 

5.6.2.  RORAC and value creation
The Santander Group has used RORAC methodology in its 
risk management since 1993, for the following purposes:

• Calculation of economic capital usage and return on eco-
nomic capital for each of the Group’s business units, as 
well as for individual segments, portfolios and customers, 
so as to allow optimal allocation of economic capital.

• Budgeting of the capital usage and RORAC of the Group’s 
business units, for inclusion in their compensation plans.

• Analysis and pricing for decisions on transactions (credit 
approval) and customers (monitoring).

The RORAC methodology makes it possible to compare 
the return on transactions, customers, portfolios and busi-
nesses on a like-for-like basis and identify those that obtain 
a risk-adjusted return above the Group’s cost of capital, thus 
aligning risk management with business management, so as 
to maximise value creation, which is the ultimate goal of the 
Group’s senior management.

The Group also periodically assesses the level and trend 
of value creation (VC) and return on risk-adjusted capital 
(RORAC) of the Group and its main business units. VC is the 
profit generated over and above the cost of economic capi-
tal (EC) used and is calculated using the following formula:

VC = Profit – (average EC x cost of capital)

The figure used for profit is accounting profit adjusted to 
reflect only the recurring profit obtained by each unit from 
its business activity.

The minimum rate of return on capital that a transaction 
must achieve is determined by the cost of capital, which is 
the minimum return required by shareholders. It is calcu-
lated objectively by adding the premium that shareholders 
demand for investing in the Group to the risk-free return. 
This premium will depend essentially on the volatility of the 
market price of the Banco Santander share relative to the 
market. The cost of capital applied to the Group’s various 
units in 2013 was 11.21%. Besides the annual review of 
the cost of capital of the Group, a differentiated local cost 
of capital of each business unit is estimated for internal 
management purposes. This is done taking into account the 
specific characteristics of each market, under the philosophy 
of autonomous subsidiaries with responsibility for their own 
funding and liquidity, to assess whether each business is 
capable of generating value individually.

Any transaction or portfolio that obtains a positive return 
will contribute to the Group’s profits, but it will only create 
value for shareholders if it exceeds the cost of capital. 

The business units’ value creation performance in 2013 was 
uneven, declining in Europe and increasing in America. The 
Group’s results and therefore also the RORAC and value 
creation figures reflect the impact of the weakness of the 
economic cycle, which has resulted in a deterioration in 
portfolio credit quality and margins in various Group units in 
Europe, especially in Spain. 
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The following table gives details of value creation and RO-
RAC for the Group’s main business areas:

 RORAC AND CREATION OF VALUE
Million euros

Main segments RORAC Value creation

Continental Europe 7.8% (597)

UK 18.6% 420

Latin America 26.5% 2,389

USA 17.0% 248

Total main business areas 16.9% 2,460

Also there are losses of the the losses of the corporate ac-
tivities area, which is where the cost of the liquidity buffers, 
the interest rate and exchange rate hedges and the gains 
or losses on equity investments, among other items, are 
recorded. If the result of corporate activities is included, the 
RORAC of the Group was 8.2%, which is to say that the 
final result was EUR 1,988 million below the cost of capital.

These figures are clearly influenced by the point in the cycle 
at which some of the Group’s units find themselves, which 
is reflected mainly in higher loan loss provisions and a final 
rate of return below the cost of capital. If in order to strip 
out the effect of the cycle from these results we consider, 
in place of the actual loan loss provisions, the average ex-
pected loan loss for the cycle as a whole, the Group RORAC 
improves to 11.0%, practically in line with the Group’s cost 
of capital.

5.6.3.  Capital planning and stress tests
Capital stress tests have become an especially important 
tool for forward-looking assessment of bank risks and 
solvency. A new assessment model, based on a forward-
looking approach, is becoming a key element of bank capi-
tal adequacy analysis.

This is a prospective assessment, based on unlikely but plau-
sible macroeconomic and idiosyncratic scenarios. This re-
quires robust planning models that can transfer the effects 
defined in the projected scenarios to the various elements 
that influence an institution’s solvency. 

The ultimate purpose of the capital stress tests is to perform 
a complete assessment of bank risks and solvency so as 
to determine, in cases where an institution is found not to 
comply with established regulatory and internal capital tar-
gets, whether additional capital is required.

In particular, the Europeanfor the year Central Bank (ECB) 
has announced that the current Comprehensive Assessment 
process, which it will carry out over the course of 2014 as a 

preliminary step before it takes possession as single supervi-
sor (single supervisory mechanism or SSM), will culminate 
in a stress test. This stress test will be carried out by the 
European Banking Authority (EBA) in collaboration with the 
ECB itself and is projected to be completed before Novem-
ber 2014. The objective of this whole process is to remove 
any doubt about the solvency of the European banking 
system and provide greater transparency on banks’ financial 
strength and solvency, taking whatever measures may be 
necessary (including additional capital charges) if the results 
so require.

Specifically, the next stress test will be performed on a total 
of 124 banks, covering at least 50% of the banking sec-
tor in each country, measured in terms of assets. It will be 
performed over a three-year horizon and will assess material 
risks to bank solvency, including credit, market, sovereign 
and securitisation risk and funding costs.

The capital targets, measured in terms of the Common 
Equity Tier 1 ratio, will be 8% for the baseline scenario and 
5.5% for the adverse scenario. The results are expected to 
be published at the end of October 2014.

As a complement to these stress tests and as a part of the 
Comprehensive Assessment process, over the course of 
2014 the ECB will conduct a detailed analysis of the banks’ 
balance sheets and asset quality (Asset Quality Review), 
which will serve as a starting point for the stress testing 
exercise.

The Santander Group has defined a stress testing and capi-
tal planning process not only for the purpose of the various 
regulatory exercises but as a key tool for the Bank’s man-
agement and strategy. 

The capital planning and stress testing process is designed 
to assess current and future capital adequacy even in highly 
adverse but plausible economic scenarios. Based on the 
Group’s initial situation (as defined by its financial state-
ments, capital base, risk parameters and regulatory ratios), 
estimates are made of its expected performance in different 
business environments (including severe recessions, as well 
as “normal” macroeconomic environments) and the Group’s 
capital adequacy ratios are projected over a three-year ho-
rizon. 

The results provide a comprehensive view of the Group’s 
capital over the chosen time horizon (normally the next 
three years) in each of the specified business environments. 
The following measures of regulatory capital, economic 
capital and available capital are included in the analysis. 
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The following chart shows the structure of the current capi-
tal planning process:

MACROECONOMIC SCENARIOS  Central and of recession
 Idiosyncratic: based on the bank’s specific risks
 Multi-year time frame

 Projection of volumes. Business strategy
 Margins and funding cost
 Fee income and operational costs
 Market shocks and operational losses
 Credit losses and provisions. PD and LGD PIT models

 Consistent with the projected balance sheet
 Risk parameters (PD, LGD and EaD)

 Available capital base. Profit and dividends
 Impact of regulations and regulators
 Capital and solvency ratios
 Meeting capital objectives

 In the event of not meeting internal objectives or regulatory requirements

PROJECTION OF BALANCE SHEET 
AND P&L

PROJECTION OF CAPITAL 
REQUIREMENT

SOLVENCY ANALYSIS

ACTION PLAN

1

2

3

4

5

The structure shown above helps to achieve the ultimate 
objective of capital planning as a strategically important 
function for the Group, which is to: 

• Ensure current and future capital adequacy, even in ad-
verse economic scenarios.

• Enable integral capital management and provide an 
analysis of specific impacts, so that they can be taken into 
account in the Group’s strategic planning. 

• Allow more efficient use of capital. 

• Support the design of the Group’s capital management 
strategy. 

• Facilitate communication with the market and supervi-
sors.

Furthermore, the whole process is carried out with the 
maximum involvement and under the close supervision of 
senior management, as well as under a framework which 
ensures that appropriate governance is in place and that all 
the elements of governance are subject to appropriate lev-
els of challenge, review and analysis.

A key aspect of the capital planning and stress testing exer-
cises, one that is particularly important when projecting the 
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income statement under predefined adverse scenarios, is 
the calculation of the provisions that will be required under 
those scenarios, especially loan loss provisions. Specifically, 
the Santander Group calculates loan loss provisions using 
a methodology which ensures that sufficient provisions are 
available at all times to cover all the loan losses forecasted 
by its internal expected loss models. 

This methodology is widely accepted and is similar to the 
one used in previous stress tests (e.g., the EBA stress test-
ing exercise in 2011 or the stress tests of Spanish banks in 
2012).

Lastly, the capital planning and stress testing process culmi-
nates in an analysis of capital adequacy under the defined 
scenarios over the chosen time horizon, with the aim of 
assessing capital adequacy and ensuring that the Group 
complies with the capital targets established.

In the course of the recent economic crisis the Santander 
Group has been subjected to four stress tests, in which its 
financial strength and solvency in even the most extreme 
and severe macroeconomic scenarios were demonstrated. 
All of the tests showed that, thanks mainly to the Group’s 
business model and geographical diversification, Banco San-
tander would continue to generate profit for its sharehold-
ers, while complying with the more demanding regulatory 
requirements.

In the first stress test (CEBS 2010) the Group was the entity 
with the lowest impact on its solvency ratio, except for 
those banks that had the advantage of not paying divi-
dends. In the second, carried out by the EBA in 2011, not 
only was Santander one of the small group of banks whose 
solvency improved in the stressed scenario, but also the 
institution with the highest level of profits. 

Lastly, in the (first top-down, then bottom-up) stress tests 
carried out by Oliver Wyman on Spanish banks in 2012, 
Banco Santander once again displayed its capacity to re-
main fully solvent even in the most extreme economic sce-
narios, emerging as the only institution whose core capital 

Initial capital base

  Retained earnings

  Regulatory changes

Final capital base

Stressed capital requirements 

  Regulatory changes

Final capital requirements

 Dividend policy

  Regulatory changes 
arising from Basel lll 
that can change both 
the capital base and the 
capital requirements

  MEASURING CAPITAL ADEQUACY

ratio actually improved, with a capital surplus of more than 
EUR 25,000 million above the required minimum.

Moreover, the internal stress tests the Bank has been carry-
ing out since 2008 as part of its internal capital adequacy 
assessment process (Pillar II) have likewise shown that the 
Santander Group is capable of withstanding the most dif-
ficult scenarios, both at the global level and in the main 
geographies in which it is present. It should also be noted 
that in all cases, despite the severity of the recent crisis, the 
reality was less severe than the predicted scenarios. 

5.7. Basel III

5.7.1. Basel III
Basel III redefines available capital in banks (including new 
deductions and more stringent requirements for eligible 
capital instruments), raises the minimum required capital 
levels, requires financial institutions to hold capital conser-
vation buffers and introduces new requirements in relation 
to the relevant risks.

The new regulations came into effect on 27 July 2013 and 
the aspects considered most urgent were implemented 
from 1 January 2014, in accordance with the Legislative 
Royal Decree on urgent measures to adapt Spanish law  
to the European Union regulations on the supervision and 
solvency of financial institutions. 

The Legislative Royal Decree implemented the most urgent 
adaptations of Spanish law to the substantive changes aris-
ing from Directive 2013/36/EU of the European Parliament 
and of the Council of 26 June 2013 on access to the activity 
of credit institutions and the prudential supervision of credit 
institutions and investment firms and Regulation (EU) No 
575/2013 of the European Parliament and of the Council of 
26 June 2013 on prudential requirements for credit institu-
tions and investment firms and also addressed other urgent 
reform measures. 

Additionally, on 31 January 2014 the Spanish cabinet ap-
proved the bill on the regulation, supervision and solvency 
of credit institutions , which incorporates Basel III and 
adapts the Capital Requirements Directive (CRD IV) to  
Spanish law. 

The bill also absorbs Royal Decree-Law 14/2013 of 29 No-
vember, which adapted Spanish law to the most urgent of 
the regulatory changes. The bill will be fast-tracked so as to 
come into force in the first quarter of 2014.

1

2

2

2

1
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  BASEL III REQUIREMENTS

1. Capital base  Greater restrictions in the capital calculation, improving the quality and quantity of capital: restrictions 
relating to minority interests, DTAs, investments in the capital of financial institutions and insurance 
companies, shortfall of provisions to expected losses, etc.

 Capital instruments which, at the discretion of the competent authority, can be either written off or converted 
into common equity if the bank is considered non-viable.

 Greater focus on common equity, which must be at least 4.5% of risk-weighted assets, after deductions.

2. Minimum 
capital 
requirements

 New capital charges for market risk: IRC, stressed VaR, capital charges for correlation trading portfolios, etc.

 Counterparty risk: more stringent requirements for measuring exposure, incentives for banks to use central 
counterparties, and higher requirements for exposures to the financial sector.

 Higher capital requirements for resecuritisations in both the banking book and the trading book.

3. Liquidity  Liquidity coverage ratio (LCR) to ensure that the institution holds sufficient high quality liquid assets to offset 
the net cash outflows it would encounter under a short-term (one month) stress scenario.

 Net stable funding ratio (NSFR) to ensure that the institution maintains stable sources of funding over the 
long term to meet the funding needs determined by the supervisor.

 Risk monitoring tools.

4. Leverage ratio  Limit the build-up of excessive leverage in the banking sector, so as to avoid subsequent deleveraging 
processes that could destabilise the financial system.

 Supplement the risk-based requirements with a measure based on gross exposure, so as to limit the impact 
of model and measurement risk.

5. Capital buffers  Capital conservation buffer (+2.5%). Limits are imposed on discretionary distributions when the institution’s 
capital levels lie within this range.

 A countercyclical capital buffer (0%-2.5%) will be required when the authorities consider that credit growth 
is giving rise to an unacceptable accumulation of risk at the systemic level.

 Systemic risk buffer (1%-5%) for systemically important financial institutions, which must have additional 
loss absorption capacity.

6. Other changes  Reinforcement of Pillar II: Definition of the general principles for comprehensive risk management 
and capital planning by senior management and specific aspects to be considered in the treatment of 
concentration risk, securitisations, reputational risk, implicit support, product valuation and liquidity risk, as 
well as in the design of stress tests and compensation practices.

 Greater transparency of Pillar III: introduction of elements relating to securitisations and compensation, as 
well as more detailed disclosure of the components of capital.

The following table explains the changes to the concept of 
the Basel II capital base under the new Basel III regulations. 
The numbers in the table represent an equivalence between 
how the various items were treated in Basel II and how they 
are treated under the new Basel III regulations.

  BASEL III CHANGES TO THE COMPOSITION OF THE CAPITAL BASE

CAPITAL BASE UNDER BASEL II

Tier 1

CORE (1)

1   Capital + Reserves 

2   Minority interests

3   “(-) Deductions (treasury shares, retained losses, goodwill)”

4   Preferred and subordinated securities

5    (-)50% Other deductions (investments in financial institutions and insurance companies, shortfall of 
equity provisions) 

Tier 2

4   Preferred and subordinated securities that do not qualify for Tier 1 

7   Generic loan loss provisions under Standardised approach 

7   Surplus of IRB provisions over expected loss

6   (-)50% Other deductions (Equity investments and shortfall of IRB provisions)
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 CAPITAL BASE UNDER BASEL III

Tier 1

COMMON 
EQUITY

1   Capital + Reserves

2   Minority interests (Up to the required minimum)

3   “(-) Deductions (treasury shares, retained losses, goodwill)”

5   (-)DTAs, (-) Other intangible assets

6    (-)100% Other deductions Shortfall of IRB provisions to expected loss  
Limit (financial institutions and insurance companies + DTAs timing differences + MSRs)

2   Rest of minority interests

4   Preferred securities that qualify for Tier 1

Tier 2
4   Subordinated and preferred securities that do not qualify for Tier 1

7   Surplus of IRB provisions over expected loss and Standard provision

The new minimum capital requirements will be phased in 
over the period to 2019, as follows:

 BIS III CALENDAR

Phases 2013 2014 2015 2016 2017 2018 2019

Capital

Leverage Ratio Parallel run 1 Jan 2013 – 1 Jan 2017.  
Disclosure starts 1 Jan 2015

Migration 
to Pillar 1

Minimum Common Equity Capital Ratio 3.5% 4.0% 4.5% 4.5%

Capital Conservation Buffer 0.62% 1.25% 1.87% 2.50%

Minimum common equity plus  
capital conservation buffer 3.50% 4% 4.50% 5.12% 5.75% 6.37% 7.00%

Phase-in of deductions from CET1* 20% 40% 60% 80% 100% 100%

Minimum Tier 1 Capital 4.50% 5.50% 6.00% 6.00%

Minimum Total Capital 8.00% 8.00%

Minimum Total Capital plus conservation buffer 8.00% 8.62% 9.25% 9.87% 10.50%

Capital instruments that no longer qualify  
as non-core Tier 1 capital or Tier 2 capital Phased out over 10 year horizon beginning 2013

Liquidity

Liquidity coverage ratio – minimum requirement 60% 70% 80% 90% 100%

Net stable funding ratio
Introduce 
minimum 
standard

*CET1: Common Equity Tier 1. The deductions include amounts exceeding the limit for deferred tax assets (DTAs), mortgage servicing rights (MSRs) and financials. 
Source: Basel Committee on Banking Supervision. Progress report on implementation of the Basel regulatory framework. October 2013. 

  transition periods

Rule 4 (capital requirements) of Bank of Spain Circular 
2/2014, in accordance with the provisions of article 465 of 
Regulation (EU) No 575/2013, establishes that between 1 
January and 31 December 2014 credit institutions shall at all 
times comply with the following capital requirements: a) a 
Common Equity Tier 1 capital ratio of 4.5%, and b) a Tier 1 
capital ratio of 6%.

The Santander Group’s ultimate goal is the same as that of 
the regulator, namely, to increase the stability and sound-
ness of the international financial system. For years now the 
Santander Group has been collaborating in the impact stud-
ies sponsored by the Basel Committee and the European 
Banking Authority (EBA) and coordinated at local level by 
the Bank of Spain for the purpose of calibrating the new 
regulations.

Status of Basel III implementation
Although Basel III has already been implemented in the 
countries of the European Union, not all the jurisdictions in 
which the Group operates are in the same situation with 
regard to Basel II, Basel 2.5 and Basel III. 

Directive 2013/36 and Regulation 575/2013 are the result 
of an agreement between the European Parliament and 
the EU Council for the transposition of Basel III and other 
measures on corporate governance and remuneration struc-
tures applicable to all Member States from 1 January 2014. 
Additionally, requirements have been published for the 
gradual implementation by 2019 of mandatory capital buff-
ers for systemic banks, liquidity ratios and a leverage ratio. 
Whereas in Chile the regulator has scarcely addressed the 
adoption of Basel standards, in Mexico, Brazil and Argentina 
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the implementation of Basel II has already been completed. 
The degree of implementation of Basel 2.5, however, differs 
across jurisdictions, Brazil being the only country so far to 
have introduced regulations in this respect. As regards Basel 
III, although all the countries have published binding regula-
tions on risk-based capital requirements (except for Mexico, 
whose regulations on bank exposures to central counterpar-
ties are still pending), no progress has yet been made on the 
capital surcharge for systemically important institutions, the 
liquidity ratios or the leverage ratio. In the United States the 
final rule on Basel III was approved in July 2013 and applies 
from 1 January 2014. This rule includes the requirements for 
the leverage ratio, which will take effect in January 2018 but 
must be reported from January 2015. The first legislative 
proposals regarding the systemic buffer and liquidity ratios 
have already been released.

Country Basel II Basel 
2.5

Basel III

Risk-based capital G-SIB/ D-SIB 
requirements Liquidity (LCR) Leverage ratio

Germany 4 4 (3)

(Follow EU process)

(3)

(Follow EU process)

(3)

(Follow EU process)
(Follow EU process)

Argentina 3,4 3,4 3,4 1 1

Brazil 4 4 4 1 1

Spain 4 4 (3)
(Follow EU process)

(3)

(Follow EU process)

(3)

(Follow EU process)
(Follow EU process)

United 
States

4 3,4 3 1 1

Mexico 4 1,4 4 1 1

United 
Kingdom

4 4 (3)

(Follow EU process)

(3)

(Follow EU process)

(3)

(Follow EU process)
(Follow EU process)

European 
Union

4 4 (3)

(Follow EU process)

(3)

(Follow EU process)

(3)

(Follow EU process)
(Follow EU process)

1 Draft regulation not published. 2 Draft regulation published. 3 Final rule published. 4 Final rule in force
 Implementation completed  Implementation in progress  No implementation Source: Basel Committee on Banking Supervision (BIS). October 2013.

Note: only the geographies of the members of the Basel Committee in which the Group has a significant presence are included.

5.7.2.  Global systemically important financial 
institutions
Banco Santander has been identified as a global systemically 
important institution. As part of their response to the finan-
cial crisis, the regulatory authorities resolved at the G-20 
meeting in November 2011 to impose additional require-
ments on financial institutions whose distress or disorderly 
failure, because of their size, complexity and global scope, 
could destabilise the wider financial system. Such institu-
tions are identified as “global systemically important institu-
tions”. These additional requirements consist mainly of an 
additional capital buffer, a requirement to disclose relevant 
information more frequently, more stringent requirements 
for the internal control bodies, special supervision, and a 
requirement to submit special reports to their supervisors. 
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For Banco Santander this entails giving formal expression to 
a set of practices that were already a requirement and so 
poses no major challenge.

To determine which institutions will be subject to these addi-
tional requirements, the regulators have defined five criteria, 
subdivided into the following 12 indicators:

  INDICATORS FOR SYSTEMICALLY IMPORTANT BANKS

Category Individual indicator Rationale

Size  Total exposures as defined for use in the Basel III 
leverage ratio

 The larger the bank, the greater its destabilising 
impact.

Cross-jurisdictional 
activity

 Cross-jurisdictional claims

 Cross-jurisdictional liabilities

 This indicator is intended to capture a bank’s 
global footprint.

Interconnectedness  Intra-financial system assets

 Intra-financial system liabilities

 Securities outstanding

 A bank’s systemic impact is likely to be positively 
related to its interconnectedness with other 
financial institutions.

Substitutability/ 
financial 
institution 
infrastructure

 Assets under custody

 Payments activity

 Underwritten transactions in debt and equity 
markets

 The systemic impact is likely to be greater if the 
bank’s activity is not substitutable by other banks.

Complexity  Notional amount of over-the-counter (OTC) 
derivatives

 Level 3 assets

 Trading and available-for-sale securities

 The more complex a bank is, the greater are the 
costs and time needed to resolve the bank.

Source: Basel Committee on Banking Supervision (BIS). October 2013. Global systemically important banks: updated assessment methodology and the higher loss 
absorbency requirement. July 2013.

All institutions with an exposure measure (the denominator 
of the leverage ratio) of more than 200,000 million and all 
those that were classified as systemically important the pre-
vious year are required to publish these 12 indicators.

Based on these data, with certain weightings, each institu-
tion is given a score, which together with certain reference 
values issued by the Basel Committee on Banking Supervi-
sion (BCBS) is used to identify systemically important institu-
tions. Institutions identified as systemically important are 
allocated to five buckets, each bucket entailing different 
additional capital buffer requirements.

In November 2013 the Financial Stability Board (FSB) pub-
lished the updated list of global systemically important in-
stitutions. The following table shows the list of systemically 
important institutions in force throughout 2014, classified 
according to the common equity capital buffer required of 
them.
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  SYSTEMICALLY IMPORTANT BANKS

Capital buffer G-SIBs

3.5% (Empty)

2.5%  HSBC
 JP Morgan Chase

2%  Barclays
 BNP Paribas
 Citigroup
 Deutsche Bank

1.5%  Bank of America
 Credit Suisse
 Goldman Sachs
 Mitsubishi UFJ FG
 Morgan Stanley
 Royal Bank of Scotland
 UBS
 Group Crédit Agricole

1%  Bank of New York Mellon
 Bank of China
 BBVA
 Groupe BPCE
 ING Bank
 Mizuho FG
 Nordea
 Santander
 Société Générale
 Standard Chartered
 State Street
 Sumitomo Mitsui FG
 Unicredit Group
 Wells Fargo
 Industrial and Commercial Bank of China 
Limited

Source: Financial Stability Board (FSB). November 2013.

5.7.3. Leverage
A key novelty of the Basel III agreement is the introduction 
of a regulatory financial leverage ratio.

Unlike the funding ratio, which measures the proportion of 
debt capital to equity capital, the regulatory leverage ratio 
is the inverse, i.e., the proportion of equity capital to total 
exposure:

  REGULATORY RATIO

Measure used Description

Numerator Tier 1  Definition of capital used for regulatory capital purposes. This includes capital, reserves, profits, 
etc., deducting treasury shares, goodwill, etc. For more information, see section 5.5.1 (Eligible 
capital).

Denominator Exposition  This is an approximation to the credit risk exposure used for regulatory capital purposes. It 
consists of the sum of the balance sheet assets, plus off-balance-sheet items (weighted by a 
factor, CCF, that measures the probability that they will become assets), less certain technical 
adjustments to ensure consistency with the numerator.
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The requirements and main characteristics of this ratio are 
as follows:

• The reference level is 3%. It is non-binding and is expect-
ed to be reviewed in 2017, to decide whether a different 
ratio is to be used for each business model or point in 
the economic cycle. From 2018 it will become a binding 
requirements.

• It is a simple, transparent ratio.

• It is not risk-sensitive, that is to say, two banks with the 
same ratio may have very different levels of risk.

• It serves as a limit in the use of internal models for the 
calculation of credit risk.

• It cannot be used to compare banks with different busi-
ness models.

• It will be obligatory to publish this ratio from 2015.

In Europe, the calculation rules and reporting requirements 
with respect to this ratio are set out in Directive 2013/36/EU 
(known as “CRD IV”), published in June 2013.

5.8 Equity investments and capital instru-
ments not included in the trading book

  This section provides definitions of investments in 
associates and available-for-sale equity instruments, and 
the accounting policies and valuation methods applied to 
them. In addition, data are provided on any amounts of 
such capital instruments not included in the trading book. 

Investments in associates are investments in entities over 
which the Group exercises significant influence, but not 
control or joint control, usually because it holds 20% or 
more of the voting power of the investee.

Equity instruments classified as available for sale are capital 
instruments issued by entities other than subsidiaries, as-
sociates and jointly controlled entities, provided that such 
instruments have not been classified as financial assets/ li-
abilities held for trading or other financial assets at fair value 
through profit or loss.

Investments in associates are accounted for using the equity 
method and are periodically tested for impairment.

Capital instruments classified as available-for-sale assets are 
measured and recorded at fair value, with changes in fair 
value being recognised in equity under valuation adjust-
ments, unless there is evidence of impairment, in which case 
the impairment loss is recognised in the income statement.

Capital instruments whose fair value cannot be reliably 
measured are carried at cost, less any impairment losses. 

 TABLE 31.  
AVAILABLE-FOR-SALE CAPITAL INSTRUMENTS

Thousand of euros 
31 Dec 2013

Carrying 
value Fair value

Valuation  
adjustment

Quoted 506,967 788,639 281,672

Investment funds 888,379 901,266 12,887

Unquoted 1,594,091 1,880,777 286,686

TOTAL 2,989,437 3,570,682 581,244

Notes: The great majority of the positions in investment funds are exchange-
traded. Most of non listed positions are well diversified.
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 TABLE 32.  
AVAILABLE-FOR-SALE CAPITAL INSTRUMENTS 
CONSOLIDATED GROSS VALUATION ADJUSTMENTS.

Thousand  
of euros 

31 Dec 2013

Thousand  
of euros 

31 Dec 2012

Prior year balance 435.789 237.804

Revaluation gains and losses 128.403 191.988

Amounts transferred to income: 17.053 5.997

Of which, from sales -144.932 -338.133

Of which, from impairment 161.985 344.130

Current year balance 581.244 435.789

Investments in associates amount to EUR 2,042 million at 
year-end 2013, plus EUR 290 million of investments in jointly 
controlled entities accounted for using the equity method at 
year-end 2013. There are also investments in Group entities 
totalling EUR 1,811 million which in the public perimeter 
are consolidated using the full consolidation method. These 
investments are tested for impairment at regular intervals. 
During 2013 no evidence of impairment was found.
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6. RISKS 

6.1. Corporate risk management principles

  This chapter describes the basic principles governing 
risk management in the Santander Group, summarises 
the main functions assigned to the board risk 
committee and explains the corporate governance of 
the risk function, showing its organisational structure.

The Santander Group’s risk policy is aimed at maintaining 
a predictable, medium-low overall risk profile. The Group’s 
risk management model is a key factor for the achievement 
of the Group’s strategic objectives.

Santander’s risk management model, which underlies the 
business model, is based on the following principles: 

• Independence of the risk function with respect to the 
business. The head of the Group’s risk division, as second 
vice-chairman and chairman of the board risk commit-
tee, reports directly to the executive committee and the 
board. To ensure that the risk function has the necessary 
independence and autonomy to adequately control risk, 
a clear separation of functions is established between the 
business areas and the risk areas responsible for measur-
ing, analysing, monitoring and reporting risk.

• Direct involvement of senior management in decision 
making.

• Collegial decision-making to ensure that opinions are 
challenged and avoid having complete decision authority 
assigned to individuals, even at branch level. Sharing of 
responsibility for credit approval decisions between risk 
areas and commercial areas, with Risks having the final 
decision in the event of disagreement.

• Assignment of authority. Each credit approval or risk 
management unit has clear instructions on the types of 
activities and segments it may engage in, the risks its may 
take, and the decisions it may make in relation to risk, 
depending on the level of authority delegated to it. There 
are also clearly stated rules on how transactions are to be 
executed and managed and in which unit they are to be 
booked.

• Corporate control. Risk control and risk management are 
integrated through a corporate risk management struc-
ture, with global responsibilities (all risk, all business, all 
geography). 

Risk management and risk control in the Santander Group 
are conducted as follows:

• Setting of the risk appetite, so as to succinctly and explic-
itly define the levels and types of risk the entity is willing 
to take in the conduct of its business. 

• Establishment of risk policies and procedures, which pro-
vide the basic framework for regulating risk activities and 
processes. The local risk units mirror the corporate struc-
tures in order to transpose the corporate risk rules into 
their internal policies. 

• Application of corporate methodological guidelines to 
the construction, independent validation and approval of 
risk models. These models make it possible to systematise 
not only risk origination processes but also risk monitor-
ing and risk recovery, the calculation of expected loss and 
necessary capital, and the assessment of the products in 
the trading book. 

• Implementation of a risk monitoring and control system 
which on a daily basis measures Santander’s current risk 
profile against the approved risk policies and established 
limits and generates reports.
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6.2.  Corporate governance of the risk function

The board risk committee is responsible for making propos-
als to the board regarding the Group’s risk policy, approval 
of which is part of the board’s administrative and supervi-
sory role. 

The committee also ensures that the Group’s activities are 
consistent with its risk tolerance level and establishes the 
global limits for the main risk exposures, reviewing them 
systematically and resolving any transactions that exceed 
the powers delegated to bodies lower down the hierarchy.

The board risk committee, which has executive powers and 
adopts decisions within the scope of the authority delegat-
ed to it by the board, is chaired by the second vice-chairman 
of the Santander Group and also includes four directors of 
the Bank.

During 2013 the board risk committee met 97 times, under-
scoring the importance the Santander Group attaches to 
proper risk management.

The main responsibilities of the board risk committee are as 
follows:

• Propose to the board the Group’s risk policy, which must 
identify, in particular:

• The different types of risk (financial, operational, tech-
nological, legal and reputational, among others) to 
which the Group is exposed.

• The information and internal control systems that will 
be used to control and manage these risks. 

• The level of risk the Bank considers acceptable. 

• The measures in place to mitigate the impact of the 
identified risks, should any of them materialise.

• Systematically review exposures to the main customers, 
economic sectors, geographic areas and risk types. 

• Authorise management tools and risk models, and receive 
internal validation reports on these tools and models.

• Monitor the Group’s actions to ensure that they are con-
sistent with the Group’s risk appetite.

• Be informed of, assess and monitor the comments and 
recommendations issued from time to time by the super-
visory authorities in the exercise of their function.

• Decide on any transactions that exceed the scope of the 
authority delegated to lower levels and set overall pre-
classification limits for economic groups or for exposures 
by risk class.

The board risk committee delegates some of its powers to 
risk committees for particular geographic areas, businesses 
and risk types, all of which are defined in the risk govern-
ance model. 

In addition, both the executive committee and the board of 
directors of the Bank pay special attention to the manage-
ment of the Group’s risks. 

The board of directors will submit to the 2014 annual gen-
eral meeting a proposal for an amendment to the bylaws to 
provide for the creation of a new committee to advise the 
board on risk policy and risk oversight matters, in compli-
ance with the recent capital requirements directive (CRD IV). 
Once this committee has been created, the board risk com-
mittee will retain its risk management competencies.

The Group’s second vice-chairman is the chief risk officer. 
The chief risk officer (CRO) is a member of the board of di-
rectors and chairman of the board risk committee. The CRO 
is supported by two risk management units, which are ad-
ministratively and functionally independent of the business 
areas. These units are organised and function as follows:
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• The General Directorate of Risk (GDR) handles the execu-
tive functions of credit and financial risk management and 
control of other risks (mainly IT, operational and compli-
ance) and is organised by customer, activity and geogra-
phy, so as to match the structure of the business (global/
local vision).  
 
The areas covered by the GDR are divided into three 
blocks:

• A management structure for the management and con-
trol of financial risks (credit, market and structural) and 
the control of other risks. This includes the following ar-
eas: loans to individuals, business loans, credit approval 
and monitoring, market and structural risks and control 
of non-financial risks.

• A management structure for the businesses, which 
performs the risk function in the Group’s global and 
local businesses. This block includes the following ar-
eas: management of the risks of Santander Consumer 
Finance, management of the risks of global businesses, 
and asset recovery and clean-up.

• A management structure for the establishment of 
frameworks and the development and implementation 
of models and IT infrastructure. This includes the follow-
ing areas: risk policies, risk information methodology 
and management.

The above structure is supplemented by a planning and gov-
ernance area, which is responsible for the coordination of 
new projects and the internal management of all the units; 
and a supervision and risk consolidation area, which has an 
oversight role, supervising all risks on a consolidated basis.

These functions act on a global level, that is to say, they play 
a role in all the units over which the risk division exercises 
control; and the same functional structure is mirrored in the 
local units. The main mechanism through which the global 
functions are replicated in each unit is the “corporate frame-

works”. As the corporate frameworks are applied in all the 
local units, they are key to communicating and transferring 
global practices, reflecting the action criteria and policies for 
each area and setting the Group’s compliance standards.

In general terms, a distinction can be drawn between the 
main functions performed by the GDR’s global areas and 
those performed by the units:

• The GDR establishes the risk policies and criteria, the 
overall limits, and the decision and control processes; 
generates management frameworks, systems and tools; 
and adapts banking industry and local unit best prac-
tices for application in the Group. 

• The local units apply the policies and systems to the lo-
cal market; adapt their organisation and management 
frameworks to the corporate frameworks; provide criti-
cal feedback and best practices; and lead local projects.

• The General Directorate of Integral Risk Control and In-
ternal Validation has global corporate responsibilities and 
supports the Group’s governance bodies. This directorate 
is made up of the following departments:

• Internal validation of credit, market and economic capital 
risk models, aimed at assessing the models’ fitness for 
management and regulatory purposes. Validation involves 
reviewing each model’s theoretical foundations, the qual-
ity of the data used to build and calibrate the model, how 
the model is used, and the associated governance process.

• Integral risk control, whose mission is to oversee the qual-
ity of the Group’s risk management, so as to ensure that 
the systems for managing and controlling the various risks 
inherent in the Group’s activity meet the most stringent 
criteria and follow industry or regulatory best practices, 
checking that the actual risk profile matches the risk ap-
petite established by senior management.
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7. CREDIT AND DILUTION RISK

7.1. Background

  The first section of this chapter defines credit risk, with 
a special focus on credit risk management through the 
credit risk cycle. The second section provides information 
on the Group’s exposure to credit and dilution risk, 
broken down by regulatory calculation method, Basel 
exposure category, geographical area, etc. The third 
section briefly describes the rating and scoring models, 
while the fourth section centers on rating assignment 
and parameter estimation, with a particular focus on 
IRB entities. The fifth section shows how the parameters 
are used in management and the sixth section briefly 
discusses the recognition of risk mitigation techniques. 
The seventh section presents the internal validation 
function and the results of its work in 2013. The eighth 
section summarises some of the variables used to 
measure the cost of credit and the ninth section presents 
the results of the backtests of the various risk parameters 
and the expected loss.

Credit risk is the possibility of losses arising from the failure 
of customers or counterparties to meet all or part of their 
financial obligations to the Group.

From a credit risk management perspective, there are two 
types of customer: 

• Non-standardised customers, i.e., customers who have a 
risk analyst assigned to them. This category includes Glob-
al Wholesale Banking customers (corporates, financial 
institutions and sovereigns) and Retail Banking business 
customers whose risk level is above a certain exposure 
threshold, which is established by each unit. Risk manage-
ment in this segment relies on expert analysis, backed up 
by decision support tools.

• Standardised customers, i.e., customers who do not have 
a risk analyst assigned to them. This category includes 
exposures to individuals, self-employed, and standardised 

Retail Banking business customers. The risk management 
approach in this segment is based on the use of internal 
models for automatic assessment and decision making, 
backed up, where necessary, by expert judgment provided 
by teams of analysts. 

The following chart shows the distribution of credit risk by 
risk management approach.

Corporate
16%

Non-corporate
24%

Individualised
40%

Standarised
60%

The Santander Group has a predominantly retail profile, 
with commercial banking accounting for more than 80% of 
the total risk. 

Note: for further information on this subject, see section 6.2 of the 
Annual Report.

Credit risk cycle
The risk management process consists of identifying, meas-
uring, analysing, controlling, negotiating and, where neces-
sary, making decisions on the risks incurred by the Group’s 
operations. Both the business areas and senior management 
and the risk areas are involved in this process.

Taking part in the process are the board of directors and 
the executive committee, as well as the board risk com-
mittee, which establishes risk policies and procedures, risk 
limits and levels of authority and approves and oversees the 
framework within which the risks function operates.
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tionship. In the case of customers that reach certain levels 
in the automatic alert systems and those placed on special 
watch, rating reviews are conducted more frequently. The 
rating tools themselves are also reviewed to improve their 
accuracy.

In contrast to the use of ratings in non-standardised seg-
ments, the predominant method in the standardised seg-
ment is credit scoring, where a score is assigned automati-
cally to each transaction that is presented.
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B) Credit risk planning and limit setting 
The objective of this phase is to efficiently and 
comprehensively limit the levels of risk taken by the Group.

Credit risk planning serves to establish budgets and set lim-
its at portfolio or customer level, depending on the segment 
concerned.

In the case of standardised risks, limits are planned and set 
by means of documents agreed upon between the busi-
ness areas and risk areas and approved by the board risk 
committee or a subordinate risk committee, setting out the 
expected results of the business in terms of risk and return, 
the limits applicable to each activity and the process for 
managing the associated risks.

The risk cycle has three phases: pre-sale, sale and post-sale. 
The cycle is continuous, as the results and conclusions of the 
post-sale phase feed back into pre-sale risk assessment and 
planning.

A) Risk assessment and rating assignment
In general terms, risk analysis consists of analysing the 
customer’s ability to meet its contractual obligations to the 
Bank. This entails analysing the customer’s credit quality, 
past credit transactions, solvency and projected profitability 
in light of the risk to be assumed.

For this purpose, since 1993 the Group has been using 
models that assign credit quality ratings to customers. These 
models are used in all non-standardised segments, including 
wholesale (sovereign, financial institutions and corporate 
banking) and other non-standardised corporates and institu-
tions.

Customer credit ratings are generated by a quantitative 
module, using balance sheet ratios or macroeconomic vari-
ables, supplemented by the expert judgment of an analyst.

The rating assigned to any given customer is reviewed pe-
riodically to take account of new financial information and 
the experience acquired in the course of the banking rela-
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In the case of non-standardised risks, the analysis is per-
formed at the level of the individual customer. Customers 
who meet certain criteria are assigned individual limits (pre-
classification).

The pre-classification model for large corporate groups is 
thus based on a system that measures and monitors eco-
nomic capital. The pre-classification calculation determines 
the maximum level of risk the Bank can assume, in terms of 
amount or term, in its relationship with a given customer 
or customer group. A simplified version is used for business 
customers that meet certain requirements (depth of relation-
ship, credit quality, etc.).

Scenario analysis
An important consideration in planning is the volatility of 
the macroeconomic variables that affect portfolio perfor-
mance.

The Group uses simulations of portfolio performance in 
adverse and stress scenarios (stress testing) to assess its sol-
vency in possible future situations.

These simulations cover the Group’s most important portfo-
lios and are performed systematically in accordance with a 
corporate methodology, which: 

• Defines reference scenarios (at global level and for each of 
the Group’s units).

• Determines the sensitivity of the risk drivers (PD, LGD) to 
the macroeconomic variables that are most significant for 
each portfolio, and their levels in the proposed scenarios.

• Estimates the expected loss associated with each of the 
proposed scenarios, and the changes in the risk profile of 
each portfolio in response to changes in the relevant mac-
roeconomic variables.

The simulation models used by the Group use through-the-
cycle (TTC) data to calibrate the response of the risk factors 
to changes in macroeconomic variables. These models are 
subjected to regular backtesting and recalibration to ensure 
that they accurately reflect the relationship between the 
macroeconomic variables and the risk parameters.

Scenario analysis gives senior management a better under-
standing of portfolio performance in changing market and 
economic conditions and is a key tool for assessing the ad-
equacy of the provisions recorded for stressed situations.

Assumptions and scenario selection (baseline/adverse)
The projections of the risk and loss parameters are calcu-
lated, normally over a three-year horizon, under different 
economic scenarios, which include the main macroeconomic 
variables (GDP, unemployment rate, house prices, inflation, 
etc.).

Each economic scenario reflects a different level of stress, 
ranging from the more probable, baseline scenario to more 
extreme scenarios, which, though less probable, are still 
possible.

As a rule, these scenarios are defined by Santander Group’s 
research service, in coordination with each unit’s research 
service, using data published by leading international bodies 
as a reference.

The scenarios include a global adverse scenario, which de-
scribes a global crisis and the impact it has in each of the 
main geographies in which the Santander Group is present. 
They also include a local adverse scenario, in which certain 
of the Group’s main units are affected more specifically and 
more severely than in the global adverse scenario. 

Through the capital coordination committee, Group senior 
management receives reports, proposes changes and, fi-
nally, formally approves the definitive scenarios to be used 
in the Group’s stress testing exercises.

Uses of scenario analysis
Scenario analysis has uses throughout credit risk cycle. The 
various uses may be grouped as follows:

Uses in planning and management
This category includes exercises aimed at facilitating decision 
making about the Group’s portfolios through analysis of 
portfolio sensitivity to changes in relevant macroeconomic 
variables. The following aspects, among others, are ana-
lysed and reported to senior management:

• Income statement and capital impact.

• Forecasted cost of credit over a three-year-horizon, given 
the proposed business strategy.

• Adequacy of allowances and provisions.

• Sensitivity of each portfolio to the economic environment.

• Benefits of portfolio diversification in extreme scenarios.

• Comparison with other locally performed estimates.

One of the main uses of scenario analysis in this category 
is in the annual budget exercises and budget monitoring. 
Another very important use is in the setting and monitoring 
of the Group’s risk appetite.
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Regulatory uses
These are uses where an external agency or regulator re-
quests the results of a stress testing exercise carried out in 
accordance with the Group’s corporate stress testing meth-
odology. Sometimes the scenarios or test hypotheses are 
imposed by the person requesting the information. In other 
cases the exercise is conducted by the person requesting the 
information, using data provided by the Group.

This set of uses includes the stress tests requested by the 
European Banking Authority, the ICAAP, and all the exercis-
es requested by the regulators of the countries in which the 
Group operates. A particularly important stress test exercise 
will be conducted in 2014 as part of the Comprehensive As-
sessment, coordinated by the ECB, the EBA and local regula-
tory authorities.

Results obtained
The various stress tests conducted to date, from both a 
regulatory and a management point of view, have shown 
the strength and validity of the Santander Group’s business 
model, which has proven resistant to adverse scenarios both 
for the Group as a whole and for each of its main business 
units.

Each time an update of the risk appetite is presented to the 
board of directors, evidence is provided that the Santander 
Group continues to have positive results and remains solvent 
even in more adverse scenarios.

One of the most important conclusions to be drawn from 
scenario analysis is that the Group benefits from its diver-
sification across geographies and sectors and its lack of 
concentration in large customers, enabling it to face adverse 
macroeconomic scenarios with confidence.
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C) Decisions about operations 
The sale phase consists of the credit decision-making 
process, the purpose of which is to analyse and either 
approve or deny proposed credit transactions, as no 
transaction can be entered into until it has been approved 
by Risks. This process must take into account the established 

credit approval policies, while also considering the risk 
appetite and any aspects of the transaction that may be 
relevant to achieving the desired balance of risk and return.

In the case of standardised customers, automatic decision 
models that rate each customer/transaction pair make it 
possible to handle large volumes of credit transactions. Us-
ing these models, the entity’s credit investment is classified 
in homogeneous risk groups, in accordance with the rating 
assigned to each transaction, based on transaction and obli-
gor characteristics. These models are used in retail banking, 
business banking and standardised SMEs.

As indicated previously, the prior limit-setting stage may 
take either of two distinct paths, giving rise to different 
types of decision in respect of non-standardised customers:

Automatic decisions, where the business area concerned 
verifies whether the proposed transaction fits (in amount, 
product, term and other conditions) within the limits speci-
fied under the pre-classification. This process is generally 
used for pre-classifications for corporates.

Decisions that always require authorisation by the ana-
lyst, even though they fit within the pre-classified limit in 
amount, term and other conditions. This process applies to 
pre-classifications of non-standardised Retail Banking busi-
ness customers.

Although risk mitigation techniques are important at all 
stages of the credit risk cycle, they play a particularly impor-
tant role in credit decision making. 

 Note: for further information on this subject, see section 5.5.3 of the 

Annual Report.
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D) Monitoring 
The monitoring function consists essentially of continuous 
observation, aimed at early detection of changes in cus-
tomer credit quality, so that corrective action can be taken 
wherever deviations are observed that may have an adverse 
impact.
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The monitoring is done by customer segment through 
dedicated local and global risk teams, backed up by Internal 
Audit.

Specifically, monitoring involves, among other tasks, iden-
tifying and monitoring companies on special watch (FEVE, 
using the Spanish acronym), conducting rating reviews, and 
continually monitoring the indicators of standardised cus-
tomers.

There are four grades in the FEVE system, reflecting differ-
ent degrees of concern arising from the observed circum-
stances (extinguish, secure, reduce, monitor). Being placed 
on FEVE does not mean that a firm has defaulted but that 
management must adopt a specific policy towards that firm, 
assigning individual management responsibility and setting 
a time frame for implementation. Customers on FEVE are 
reviewed at least every six months, and those in the more 
critical categories every three months. FEVE status may be 
assigned as a result of the ongoing monitoring process, a 
review by Internal Audit, a decision by the account manager, 
or the activation of an automatic alert. 

Internally assigned ratings are reviewed at least annually. 
Where weaknesses are detected, and for certain rating lev-
els, reviews are more frequent.

For exposures to standardised customers, the key indicators 
are monitored in order to detect any deviations of portfolio 
performance from the projections contained in the credit 
management programmes. 
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E) Measurement and control
Besides monitoring customers’ credit quality, the Santander 
Group has in place the necessary control procedures to 
analyse the current credit risk portfolio and its performance 
through the various phases of the credit cycle.

To implement the measurement and control function, risks 
are assessed from various complementary perspectives, 
grouping exposures by geography, business area, manage-
ment model, product, etc., so as to allow early detection of 
areas of concern and the preparation of action plans to cor-
rect impairments.

Each control perspective allows two types of analysis:

1. Quantitative and qualitative analysis of the portfolio
Changes in portfolio risk are continuously and systematically 
controlled against budgets, limits and benchmarks; and the 
foreseeable impact that any changes might have in future 
situations, whether exogenous or arising from strategic 
decisions, is assessed in order to take whatever measures 
may be necessary to keep the portfolio profile and volume 
within the parameters set by the Group. 

 Note: for further information on this subject, see section 5.5.5 of the 
Annual Report.

2. Assessment of the control processes
The assessment includes a systematic, periodic review of 
control procedures and methods throughout the credit risk 
cycle to ensure that they are effective and valid.

In 2006, within the corporate framework established in 
the Group for compliance with the Sarbanes-Oxley Act, a 
corporate tool was made available on the Group’s intranet 
for documenting and certifying all the subprocesses and op-
erational risks and the controls that mitigate them. At yearly 
intervals, the risk division assesses the efficiency of the inter-
nal control of its activities.

As part of its mission to supervise the quality of the Group’s 
risk management, the General Directorate of Integral Risk 
Control and Internal Validation ensures that the systems for 
managing and controlling the various risks associated with 
the Group’s activity meet the highest standards and adhere 
to the best practices followed in the industry or required by 
the regulator. In addition, Internal Audit is responsible for en-
suring that the Group’s policies, methods and procedures are 
appropriate, effectively implemented and regularly reviewed.

F) Concentration risk
Concentration risk control is an essential part of risk man-
agement. The Group monitors the concentration of its cred-
it risk portfolios along various relevant dimensions: country, 
sector and customer group.

The board risk committee establishes risk policies and re-
views exposure limits to ensure that credit portfolio concen-
tration is managed appropriately.

The Group is subject to Bank of Spain regulations on large 
exposures. Under the rules contained in CBE 3/2008 (on 
the calculation and monitoring of minimum capital) and 
subsequent amendments thereto, the value of a credit 
institution’s total exposure to any one individual, entity or 
economic group, including the non-consolidated portion of 
its own economic group, may not exceed 25% of the insti-
tution’s capital. Exposures to any one individual, company 
or economic group are deemed to be large exposures when 
their value exceeds 10% of the institution’s capital. Expo-
sures to OECD governments and central banks are excluded 
from this rule.
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At 31 December 2013 (which is the most recent period 
reported to the Bank of Spain) there were a small number 
of declared economic groups to which the Group had ex-
posures that initially exceeded 10% of the Group’s capital: 
seven financial institutions, one general government and 
one EU central counterparty. After applying risk mitigation 
techniques and the large exposure regulations, the exposure 
to all these entities represented less than 4% of the Group’s 
eligible capital.

At 31 December 2013 the Group’s credit exposure to the 20 
largest borrowers, excluding AAA-rated governments and 
local currency sovereign bonds, represented 4.7% of total 
credit risk exposure to customers (credit investment plus off-
balance-sheet exposures), a slight decrease compared to the 
previous year.

The Group has no exposure to any central counterparty that 
exceeds 5% of capital. The top 10 IFIs represent EUR 14,769 
million.

The Group’s risk division works closely with the finance 
division to actively manage the credit portfolios. One of the 
main management objectives is to reduce the concentration 
of exposures through the use of a variety of techniques, 
including hedging with credit derivatives and securitisations, 
so as to optimise the risk/return ratio of the lending book as 
a whole.
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G) Recovery management 
Recovery management plays a strategic role within Group 
risk management. 

Broadly speaking, there are four stages at which recovery 
management comes into play: irregularity and early arrears 
management, non-performing loan recovery, written-off 
loan recovery; and  foreclosed asset management. In fact, 
the recovery function starts even before the first non-
payment, as soon as a customer shows signs of distress, 
and ends when the customers’ debt has been paid off or 
returned to performing status. The recovery function aims to 
anticipate default and is focused on preventive management.

The current macroeconomic environment directly affects the 
rate of arrears and default among customers. Portfolio qual-
ity is therefore crucial to the development and growth of 
our businesses in the different countries; and debt recovery 
and collection are a continuous and vital focus of attention 
to ensure that portfolio quality remains within expected 
levels at all times. 

The Group has a corporate management model that estab-
lishes the general rules and guidelines to be followed in the 
different countries, always taking local circumstances that 
are relevant to recovery management into account, be it the 
local economic environment or the local business model, or 
both. The management processes and methodology under-
pinning this corporate model are subject to continual review 
and improvement. At Santander all areas of management 
(commercial, technology and operations, and human re-
sources) are directly involved in recovery management. This 
has helped to incorporate solutions that improve the overall 
effectiveness and efficiency of the model.

Given the diverse characteristics of customers, effective re-
covery management requires customer segmentation. Large 
groups of customers with similar profiles and products are 
managed on a pooled basis using technology-intensive 
processes, while customers who require the assignment of 
an account manager and a more individualised analysis are 
managed individually.

Recovery activities were conducted in accord with each 
country’s particular social and economic circumstances and 
a variety of management mechanisms were used, subject to 
prudential criteria, depending on age, collateral and terms, 
always ensuring at least the required credit rating and provi-
sion.

Within the recovery function, special emphasis has been 
given to the early management mechanisms described 
above, in accordance with corporate policies, taking diverse 
local conditions into consideration and closely monitoring 
the production, stock and performance of the local units. 
These policies are reviewed at regular intervals and adapted 
to reflect best management practices and applicable regula-
tory changes.

Apart from forbearance measures, aimed at adapting trans-
actions to customers’ ability to pay, special attention is given 
to finding alternatives to litigation as a means of recovering 
debts.

One way of recovering the debts of customers whose ability 
to pay is severely impaired is through repossession (via 
foreclosure or deed in lieu of foreclosure) of the real estate 
assets pledged as collateral for the loan. In geographies 
with high real estate exposure, such as Spain, Santander has 
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very efficient instruments for handling property sales, so as 
to return capital to the Bank and reduce the stock of real 
estate on its balance sheet at a much faster rate than other 
financial institutions.

H) Accounting definitions and policies
This section includes definitions of accounting concepts 
and descriptions of accounting policies relating to data pre-
sented later in this document.

The Group has policies, methods and procedures to en-
sure that its credit risk is covered. These policies, methods 
and procedures are applied when granting, analysing and 
documenting debt instruments and contingent liabilities 
and commitments, when testing for impairment, and when 
calculating the amounts needed to cover the associated 
credit risk.

In its allowances for credit risk losses the Group makes the 
following distinction:

a) Specific allowances
Allowances for debt instruments that are not measured at 
fair value through profit or loss and that are classified as 
doubtful are generally recognised in accordance with the 
criteria set forth in the following paragraphs.

• Assets classified as doubtful due to counterparty arrears: 
Debt instruments, whoever the obligor and whatever the 
guarantee or collateral, with amounts more than three 
months past due are assessed individually, taking into ac-
count the age of the past due amounts, the guarantees 
or collateral provided and the financial situation of the 
counterparty and guarantors.

• Assets classified as doubtful for reasons other than 
counterparty arrears: Debt instruments which cannot be 
classified as doubtful due to arrears but for which there 
are reasonable doubts as to the borrower’s ability to pay 
in accordance with the contractual terms are assessed 
individually, and an allowance is recognised equal to the 
difference between the carrying amount of the assets and 
the present value of their estimated future cash flows.

b) Allowances for inherent losses
In addition to these specific allowances, the Group creates 
allowances for the inherent losses on debt instruments not 
measured at fair value through profit or loss and on contin-
gent liabilities classified as standard risk. 

Based on its experience and the available information on 
the Spanish banking industry, the Bank of Spain has defined 
various categories of debt instruments and contingent liabili-
ties recognised in Spanish credit institutions or relating to 
transactions performed on behalf of Spanish residents and 
recognised in the accounting records of foreign subsidiaries, 
setting a range of required provisions for each category.

c) Country risk allowance
Country risk is the risk associated with counterparties resi-
dent in a particular country due to circumstances other than 
normal commercial risk (sovereign risk, transfer risk and 
risks arising from international financial activity). Based on 
each country’s economic performance, political situation, 
regulatory and institutional framework, and payment capac-
ity and record, the Group classifies all transactions entered 
into with third parties in six groups, ranging from group 1 
(transactions with ultimate obligors resident in European 
Union countries, Norway, Switzerland, Iceland, the United 
States, Canada, Japan, Australia and New Zealand) to group 
6 (transactions that are unlikely to be recovered due to cir-
cumstances attributable to the country), assigning a percent 
credit loss allowance to each group in accordance with the 
above analyses. However, because of the Group’s size and 
its proactive management of country risk exposures, coun-
try risk loss allowances are an insignificant portion of total 
credit loss allowances.

Nevertheless, provision coverage of the Group’s loan losses 
must also comply with IFRS. The Group therefore compares 
the loan loss allowances determined as described above 
with those obtained from the internal models used for the 
calculation of loan loss coverage, so as to confirm that there 
are no material differences.

Impairment losses on debt instruments not measured at 
fair value through profit or loss and contingent liabilities are 
determined by the Group’s internal models, taking historical 
loss experience and other known circumstances at the time 
of the assessment into account. For these purposes, credit 
impairment losses are losses incurred at the date of the fi-
nancial statements, calculated using statistical procedures.

The amount of an impairment loss incurred on a debt 
instrument measured at amortised cost is equal to the dif-
ference between its carrying amount and the present value 
of its estimated future cash flows and is presented as a 
decrease in the carrying amount of the asset it serves to ad-
just. When estimating the future cash flows of debt instru-
ments, the following points are considered:

• All the amounts that are expected to be received over 
the remaining life of the instrument, including, where ap-
plicable, any amounts received from collateral (less costs 
to foreclose and sell). The impairment loss is calculated 
taking into account the likelihood of collecting accrued 
unpaid interest due;

• The different types of risk to which each instrument is 
subject; and

• The circumstances in which the amounts are likely to be 
received. 
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These cash flows are then discounted using the instrument’s 
effective interest rate (if the contractual rate is fixed) or the 
effective contractual rate at the discount date (if the rate is 
variable).

The incurred loss is the expected cost, to be incurred within 
one year of the balance sheet date, of the credit risk of a 
transaction, considering the characteristics of the counter-
party and the guarantees and collateral associated with the 
transaction.

The incurred loss is calculated by multiplying three factors: 
exposure at default, probability of default and loss given 
default. These parameters are also used for the calculation 
of economic capital and Basel II regulatory capital under 
internal models. 

• Exposure  at default (EAD) is the amount of the exposure 
to a given counterparty at the time of default.

• Probability of default (PD) is the likelihood that a coun-
terparty will fail to meet its obligation to pay principal 
or interest. The probability of default is associated with 
the rating or score of each counterparty or transaction. 
For the purposes of the calculation of incurred loss, PD 
is calculated over a one-year horizon. In other words, PD 
is a measure of the likelihood that the counterparty will 
default due to an event that has already occurred at the 
date of analysis the following year. A definition of default 
is used which includes loans that are 90 days or more 
past due and loans that are not past due but where the 
solvency of the counterparty is in doubt (loans considered 
doubtful for subjective reasons).

• Loss given default (LGD) is the loss actually incurred when 
an obligor defaults on a loan. It depends mainly on the 
ability to demand additional collateral and the future cash 
flows that are expected to be recovered.

The incurred loss is calculated taking into account not only 
all the above but also the cyclical fit of the above factors (PD 
and LGD), considering historical experience and other spe-
cific data reflecting current conditions.

The incurred credit risk loss estimated using the Group’s in-
ternal models at 31 December 2013 is not materially differ-
ent from the loan loss provisions determined in accordance 
with Bank of Spain requirements.

7.2. Distribution of credit and dilution risk 
exposures

This section contains information on the Group’s exposures 
to credit and dilution risk, broken down as follows:

• Regulatory capital calculation approach.

• Exposure category.

• Geographical area.

• Business sector.

• Residual maturity.

It also contains information on defaulted exposures, impair-
ment loss allowances, and provisions for contingent liabili-
ties and commitments. 

The amounts shown in the tables in this section include the 
amounts for counterparty credit risk.
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 TABLE 33.  
EXPOSURES AFTER VALUE ADJUSTMENTS AND IMPAIRMENT

DISTRIBUTION OF EXPOSURES

Thousands of euros
31 Dec 2013

Thousands of euros
31 Dec 2012

Original  
exposure

Value  
adjustments and 
impairment loss 
allowances  (*)

Adjusted original 
exposure 

Adjusted original 
exposure

Standardised approach

Central governments and central banks 122,297,765 - 122,297,765 175,287,798

Regional governments and local authorities 2,864,173 -50 2,864,123 7,993,883

Public sector entities and other  
non-profit public institutions 1,973,297 -2,479 1,970,818 1,181,924

Multilateral development banks 381,976 - 381,976 6,798

Institutions 28,374,151 -1,927 28,372,224 27,110,003

Corporates 86,370,778 -383,543 85,987,235 110,454,793

Retail exposures 177,417,501 -570,995 176,846,506 198,408,797

Exposures secured by real estate property 81,534,166 -88,954 81,445,212 85,055,825

Defaulted exposures 19,484,449 -7,318,037 12,166,412 11,582,955

High-risk exposures 1,382,874 -179,614 1,203,260 748,940

Covered bonds - - - -

Securitisation positions 2,464,290 -25,841 2,438,449 1,940,164

Exposures to  institutions and corporates  
with short-term credit ratings 664,399 - 664,399 117,237

Exposures to collective investment  
schemes (CIS) 35,115 - 35,115 -

Other exposures 51,856,654 -261,813 51,594,841 49,764,862

Total standardissed approach 577,101,588 -8,833,253 568,268,335 669,653,979

IRB approach

Central governments and central banks 1,574,555 - 1,574,555 1,499,722

Institutions 53,462,938 - 53,462,938 53,285,701

Corporates 226,719,393 - 226,719,393 234,376,125

Retail exposures 300,579,721 - 300,579,721 317,792,958

Mortgages 269,959,914 - 269,959,914 284,535,613

Cards 11,959,801 - 11,959,801 10,981,655

Other retail 18,660,006 - 18,660,006 22,275,690

Securitisation positions 2,423,374 - 2,423,374 3,254,511

Equities 3,168,304 - 3,168,304 3,340,278

Total IRB approach 587,928,285 - 587,928,285 613,549,295

TOTAL 1,165,029,873 - 1,156,196,620 1,283,203,274

Note: The standardises exposure does not include general or country risk provisions.
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 TABLE 34.  
EXPOSURES AFTER APPLYING CONVERSION FACTORS

DISTRIBUTION OF EXPOSURES

Thousands of euros
31 Dec 2013

Thousands of euros
31 Dec 2012

Original 
exposure after 

mitigation 
techniques

Off-balance-
sheet exposure 

after mitigation 
techniques

Average  
CCF EAD EAD

Standardised approach

Central governments and central banks 132,802,720 243,994 65% 132,717,386 183,946,629

Regional governments and local authorities 3,921,121 104,785 37% 3,854,701 8,899,798

Public sector entities and other  
non-profit public institutions 2,662,414 29,997 33% 2,642,274 2,019,853

Multilateral development banks 381,976 - 0% 381,976 6,798

Institutions 22,273,224 2,542,743 62% 21,311,715 22,414,116

Corporates 82,497,908 29,560,596 33% 62,784,271 76,494,850

Retail exposures 173,769,824 57,186,791 3% 118,456,857 118,198,204

Exposures secured by real estate property 81,395,469 5,919,782 8% 75,972,802 78,149,101

Defaulted exposures 12,166,412 302,336 100% 12,166,412 11,582,955

High-risk exposures 1,203,260 - 0% 1,203,260 748,940

Covered bonds - - 0% - -

Securitisation positions 2,393,923 - 0% 2,393,923 1,926,518

Exposures to  institutions and corporates  
with short-term credit ratings 240,257 3,810 20% 237,209 110,773

Exposures to collective investment  
schemes (CIS) 412,678 - 0% 412,678 489,094

Other exposures 53,806,870 7,880,738 20% 47,507,625 45,495,894

Total standardissed approach 569,928,056 103,775,572 15% 482,043,090 550,483,522

IRB approach

Central governments and central banks 2,252,440 364,711 45% 2,050,768 2,090,544

Institutions 56,668,068 7,484,049 48% 52,768,852 52,605,221

Corporates 221,135,227 79,230,923 47% 178,835,566 187,707,734

Retail exposures 300,580,080 24,010,981 75% 294,510,575 312,032,744

Mortgages 269,959,914 13,538,794 79% 267,179,118 282,609,294

Cards 11,959,801 7,698,324 71% 9,734,941 8,558,442

Other retail 18,660,365 2,773,863 62% 17,596,516 20,865,008

Securitisation positions 2,327,477 - 0% 2,327,477 2,959,252

Equities 3,168,304 - 0% 3,168,304 3,340,278

Total IRB approach 586,131,596 111,090,664 53% 533,661,542 560,735,773

TOTAL 1,156,059,652 214,866,236 35% 1,015,704,632 1,111,219,295

Note:  Standardised EAD = Exposure after credit risk mitigation and after converting off-balance-sheet items to credit exposures using CCFs.
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 TABLE 35.  
AVERAGE EXPOSURE VALUE

DISTRIBUTION OF EXPOSURES

Thousands of euros 
31 Dec 2013

Thousands of euros 
31 Dec 2012

Average EAD Average EAD

Standardised approach

Central governments and central banks 155,347,998 177,209,306

Regional governments and local authorities 4,075,400 4,432,387

Public sector entities and other non-profit public institutions 4,169,354 4,199,788

Multilateral development banks 342,352 1,700

International organisations - -

Institutions 23,123,740 16,434,843

Corporates 69,574,768 72,700,752

Retail exposures 118,545,764 120,463,501

Exposures secured by real estate property 79,999,113 79,509,986

Defaulted exposures 10,979,495 11,162,359

High-risk exposures 988,368 785,150

Covered bonds - 105,713

Securitisation positions 2,140,719 7,104,402

Exposures to institutions and corporates  
with short-term credit ratings 167,617 27,693

Exposures to collective investment schemes (CIS) 414,973 122,274

Other exposures 50,941,176 48,779,747

Total standardised approach 520,810,834 543,039,598

IRB approach

Central governments and central banks 2,086,738 2,307,632

Institutions 53,680,399 47,060,282

Corporates 182,443,259 196,799,479

Retail exposures 296,068,755 318,765,411

Mortgages 268,632,862 288,360,680

Cards 8,790,112 8,507,959

Other retail 18,645,782 21,896,772

Equities 3,346,848 3,403,054

Securitisation positions or exposures 2,407,936 3,764,146

Total IRB approach 540,033,935 572,100,003

Total 1,060,844,769 1,115,139,601

Note:  The average EAD has been calculated as the average of the EAD in each of the four quarters of 2013.  
Exposure after credit risk mitigation and after converting off-balance-sheet items to credit exposures using CCFs.

The average EAD of the Group is down 4.9%, mainly due to 
the decline in exposure to sovereigns and securitisation posi-
tions under the standardised approach and the decreases 
in EAD in the IRB segments of corporates and retail mort-
gages.

The following chart shows the Group’s exposure to credit 
and dilution risk by geographical area.

Spain
29%
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USA
8%

Rest of world 
0%

Brazil
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12%

Rest of  
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The chart illustrates the Group’s diversification and strong 
presence in three markets: Spain, United Kingdom and 
Brazil. The Group also has a significant presence in other 
areas, including Continental Europe (excluding Spain), Latin 
America (not including Brazil) and the United States. 

 TABLE 36.  
EXPOSURES BY GEOGRAPHICAL AREA

DISTRIBUTION  
OF EXPOSURES

Thousands of euros 
31 Dec 2013

TOTAL Spain UK Brazil
Continental 

Europe
Rest of Latin 

America USA
Rest of 
world

Standardised approach

Central governments  
and central banks  132,717,386    35,929,045    34,889,861    29,709,814    13,584,374    13,162,590    5,441,702    -     

Regional governments  
and local authorities  3,854,701    149,594    -    157,279    606,594    814,471    2,126,764    -     

Public sector entities and other 
non-profit public institutions  2,642,274    3,331    297,008    -      25,403    893,047    1,423,485    -     

Multilateral development banks  381,976    3,229    375,173    -      270    3,305    -      -     

International organisations  -      -      -      -      -      -      -      -     

Institutions  21,311,715    2,331,622    1,816,017    4,623,227    3,877,033    3,635,674    4,891,612    136,531   

Corporates  62,784,271    4,079,763    14,999,351    13,462,236    10,474,553    10,526,698    9,059,464    182,206   

Retail exposures  118,456,857    1,807,178    7,874,522    32,757,571    43,500,727    18,344,224    14,159,394    13,241   

Exposures secured by  
real estate property  75,972,802    8,375,821    2,266,954    7,059,267    16,910,592    17,497,584    23,862,584    -     

Defaulted exposures  12,166,412    5,572,660    505,546    1,701,441    1,578,316    1,968,074    840,369    6   

High-risk exposures  1,203,260    509,091    161,716    -      282,713    243,705    6,034    -     

Covered bonds  -      -      -      -      -      -      -      -     

Exposures to institutions and 
corporates with short-term credit 
ratings

 237,209    -      -      -      -      237,209    -      -     

Exposures to collective investment 
schemes (CIS)  412,678    377,562    -      31,098    -      4,018    -      -     

Other exposures  47,507,625    10,816,581    10,929,271    9,334,185    3,995,751    6,278,151    5,937,071    216,616   

Securitisation positions  2,393,923    31,094    -      443,733    225,000    -      1,694,096    -     

Total standardised approach  482,043,090    69,986,571    74,115,420    99,279,848    95,061,326    73,608,750    69,442,574    548,600   

IRB approach

Central governments  
and central banks  2,050,768   2,050,768 - - - - -

Institutions  52,768,852   41,276,565 7,681,246 -  1,306,530    2,504,511   - -

Corporates  178,835,566   102,318,413 29,120,949 18,717,550  7,755,513    14,173,145    6,749,996   -

Retail exposures  294,510,575   79,270,082 196,395,302 -  18,845,191   - - -

Mortgages  267,179,118   63,117,826 188,586,284 -  15,475,008   - - -

Cards  9,734,941   3,788,255 5,453,721 -  492,965   - - -

Other retail  17,596,516   12,364,001 2,355,297 -  2,877,218   - - -

Securitisation positions  
or exposures  2,327,477   1,174,441  1,066,494   -  86,542   - - -

Equities  3,168,304   3,168,304 - - - - - -

Total IRB approach  533,661,542    229,258,573    234,263,991    18,717,550    27,993,776    16,677,656    6,749,996    -     

TOTAL  1,015,704,632    299,245,144    308,379,411    117,997,398    123,055,102    90,286,406    76,192,570    548,600   

Note:  The standardised exposure is the exposure after credit risk mitigation and after converting off-balance-sheet items to credit exposures using CCFs.
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The geographical distribution of exposures in standardised 
portfolios is concentrated mainly in Brazil and Continental 
Europe, not including Spain. The most prominent segments 
are still central government (with a strong presence in Spain, 
the United Kingdom and Brazil); and retail and residential 
mortgages (with a strong presence in the United States, 
Latin America excluding Brazil and Continental Europe ex-
cluding Spain). As regards the IRB portfolios, most of the 
exposure is concentrated in the corporates Spain segment 
and the retail mortgages UK segment.

 TABLE 37.  
EXPOSURES BY BUSINESS SECTOR

DISTRIBUTION  
OF EXPOSURES

Thousands of euros 
31 Dec 2013

EAD by sector

TOTAL

Spanish  
public 
sector

Other 
countries 

public 
sector Individuals Energy Construct. Industr. Services

All 
other 

sectors

Standardised approach

Central governments and 
central banks 132,717,386 29.46% 70.54% 0% 0% 0% 0% 0% 0%

Regional governments and 
local authorities 3,854,701 2.28% 96.00% 0% 0% 0% 0% 0% 1.72%

Public sector entities and other 
non-profit public institutions 2,642,274 2.10% 97.90% 0% 0% 0% 0% 0% 0%

Multilateral development 
banks 381,976 0% 0% 0% 0% 0% 0% 100.00% 0%

International organisations - - - - - - - - -

Institutions 21,311,715 0% 0% 3.41% 0% 0.23% 0.14% 94.34% 1.88%

Corporates 62,784,271 0% 0.05% 0.42% 6.07% 4.65% 18.84% 34.85% 35.11%

Retail exposures 118,456,857 0.03% 0.04% 81.29% 0.12% 1.35% 3.41% 5.20% 8.56%

Exposures secured by real 
estate property 75,972,802 0.01% 0% 68.13% 0.27% 1.53% 2.09% 11.17% 16.80%

Defaulted exposures 12,166,412 0.10% 0% 37.87% 0.50% 4.86% 3.45% 26.01% 27.21%

High-risk exposures 1,203,260 0.01% 0% 82.41% 0.54% 1.07% 3.46% 9.78% 2.73%

Covered bonds - - - - - - - - -

Securitisation positions 2,393,923 - - - - - - 100% -

Exposures to institutions and 
corporates with short-term 
credit ratings

237,209 0% 0% 0% 0% 0% 0% 0% 100.00%

Exposures to collective inves-
tment schemes (CIS) 412,678 0% 0% 0% 0% 0% 0% 0% 100.00%

Other exposures 47,507,625 0.10% 0.28% 3.01% 0.01% 0.15% 0.18% 31.34% 64.93%

Total standardised appro. 482,043,090 8.16% 20.77% 32.38% 0.88% 1.33% 3.74% 16.09% 16.65%

IRB approach

Central governwments and 
central banks 2,050,768 98.21% 1.21% 0% 0% 0% 0% 0.58% 0%

Institutions 52,768,852 25.46% 0.71% 0.03% 2.82% 0.21% 0.83% 50.53% 19.42%

Corporates 178,835,566 0.44% 0.75% 0.08% 9.46% 13.24% 18.26% 42.29% 15.48%

Retail exposures 294,510,575 0.02% 0% 93.30% 0.05% 0.72% 0.80% 4.65% 0.46%

Equities 3,168,304  -      -      -      -      -      -     100.00%  -     

Securitisation positions  
or exposures 2,327,477  -      -      -      -      -      -     100.00%  -     

Total IRB approach 533,661,542 3.09% 0.33% 52.06% 3.51% 4.91% 6.71% 21.96% 7.43%

TOTAL 1,015,704,632 5.48% 10.03% 42.44% 2.24% 3.18% 5.27% 19.60% 11.77%
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Compared to the previous year, the main change in the 
standardised approach is the decrease in the percent expo-
sure to the Spanish public sector, while in IRB the percent-
ages remain relatively stable.

 TABLE 38.  
EXPOSURES BY RESIDUAL MATURITY

DISTRIBUTION  
OF EXPOSURES

Thousands of euros 
31 Dec 2013

EAD by residual maturity (%)

TOTAL < 1 year 1-5 years >=5 years

Standardised approach

Central governments and central banks 132,717,386 66.11% 14.53% 19.37%

Regional governments and local authorities 3,854,701 29.31% 26.52% 44.17%

Public sector entities and other non-profit  
public institutions 2,642,274 44.88% 3.40% 51.72%

Multilateral development banks 381,976 1.78% 98.22% 0%

International organisations - - - -

Institutions 21,311,715 72.88% 14.65% 12.47%

Corporates 62,784,271 35.85% 46.56% 17.59%

Retail exposures 118,456,857 29.52% 54.42% 16.06%

Exposures secured by real estate property 75,972,802 15.72% 26.76% 57.52%

Defaulted exposures 12,166,412 71.22% 10.97% 17.80%

High-risk exposures 1,203,260 29.34% 11.97% 58.69%

Covered bonds - - - -

Securitisation positions 2,393,923 0% 0% 100.00%

Exposures to institutions and corporates  
with short-term credit ratings 237,209 100.00% 0% 0%

Exposures to collective investment schemes (CIS) 412,678 16.20% 37.80% 46.00%

Other exposures 47,507,625 79.20% 7.78% 13.02%

Total standardised approach 482,043,090 46.04% 29.72% 24.24%

IRB approach

Central governwments and central banks 2,050,768 14.79% 10.63% 74.58%

Institutions 52,768,852 25.27% 59.21% 15.51%

Corporates 178,835,566 11.73% 58.98% 29.28%

Retail exposures 294,510,575 1.06% 10.65% 88.29%

Equities 3,168,304 - 57.36% 42.64%

Securitisation positions or exposures 2,327,477 - - 100.00%

Total IRB approach 533,661,542 7.07% 31.79% 61.39%

TOTAL 1,015,704,632 25.57% 30.81% 43.76%

The distribution of maturities of standardised exposures 
is fairly similar to the distribution in 2012, with a slight in-
crease in transactions maturing within one year to the detri-
ment of transactions with a maturity of between one and 
five years. Most notable is the increase in the relative weight 
of short-term transactions in the central governments and 
central banks segment.

In internal models, on the other hand, the distribution of 
maturities remains stable, with a slight increase in exposures 
maturing in one to five years to the detriment of exposures 
with longer maturity.
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 TABLE 39.  
DOUBTFUL ASSETS, IMPAIRMENT WRITE-DOWNS AND PROVISIONS

Thousands of euros 
31 Dec 2013

Doubtful due to 
customer arrears 

Doubtful  
for reasons other 

than customer 
arrears

Impairment loss 
allowances

Additions to 
provisions in the 

period

Counterparty type

Credit institutions 40,446 - 25,508 -4,438

Public sector 100,745 - 19,684 2,926

Other sectors 32,324,488 9,439,912 22,105,670 13,803,140

TOTAL 32,465,679 9,439,912 22,150,863 13,801,628

Geographical areas

Spain 16,243,750 6,895,617 12,287,049 3,657,516

European Union (except Spain) 8,856,222 1,150,098 4,411,939 1,732,328

United States of America and Puerto Rico 919,069 562,077 654,787 1,600,339

Rest of OECD 115,880 11,583 53,980 63,598

Latin America 6,330,752 820,537 4,743,106 6,748,050

Rest of world 7 0 2 -203

TOTAL 32,465,679 9,439,912 22,150,863 13,801,628

General provision - - 4,389,036 67,509

Country risk provision - - 42,397 2,446

Total impairment loss allowances 26,582,296 13,871,582

Notes: “Impairment write-downs” includes only the specific impairment allowance.“Additions to provisions in the period” includes only the specific provision. The 
data in the table do not include the balances relating to contingent liabilities.

Doubtful contingent liabilities at December 2013 amount 
to EUR 1,306 million. The impairment allowance for these 
liabilities amounts to EUR 693 million (of which EUR 175 mil-
lion relate to the generic provision). Generic provisions for 
contingent liabilities amount to EUR 93 million.
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 TABLE 40.  
IMPAIRMENT LOSSES ON FINANCIAL ASSETS

Thousands of euros 
31 Dec 2013

Thousands of euros 
31 Dec 2012

Balance at start of year 26,929,635 20,323,815

Provisions charged to the income statement 13,871,582 20,953,165

Change in the group perimeter -113,069 -101,426

Impaired amounts written off against allowances -11,925,328 -12,413,758

Exchange differences and other movements -2,180,524 -1,832,161

Balance at end of year 26,582,296 26,929,635

Previously written-off assets recovered in 2013 amounted to 
EUR 1,730 million.

7.3. Internal rating systems

Since 1993 the Group has been using its own internal rating 
and scoring models to measure the credit quality of custom-
ers and transactions. Each rating or score indicates a certain 
probability of default, measured on the basis of the Group’s 
historical default experience, except in the case of low 
default portfolios. More than 300 internal rating models 
are used in the Group’s credit approval and risk monitoring 
process.

Exposures in the Global Wholesale Banking segments, i.e., 
global corporates, sovereigns, specialised lending and finan-
cial institutions, which are managed centrally at Group level 
in terms of rating assignment and risk monitoring, are rated 
using global rating tools. The rating these tools assign to 
each customer is obtained using an expert-judgment model, 
which relies on an analyst’s opinion, supported by a quanti-
tative or automatic module based on balance sheet ratios or 
macroeconomic variables.

In the global models, the quantitative module is calibrated 
using the market price of credit default swaps. A model 
is constructed that relates the market-implied probability 
of default (PD) extracted from the CDS spreads to country 
macroeconomic or company balance sheet data. Conse-
quently, this data can be used to estimate PDs even for enti-
ties for which no liquid CDS quotes are available.

The analyst takes this information as a reference but will re-
vise and adjust it to obtain the final rating, which therefore 
is decisively expert judgment-based. Occasionally, as in the 
case of Global Corporates, the rating is also adjusted where 
the company belongs to a group from which it receives ex-
plicit support.

In the case of non-standardised corporates and institutions, 
Santander Bank parent has established a single methodolo-
gy for constructing a rating in each country. In this case the 
rating is determined by an automatic module which uses ini-
tial analyst input and which may or may not be supplement-
ed at a later stage. The automatic module determines the 
rating in two phases, a quantitative phase and a qualitative 
phase. The qualitative phase is based on a corrective ques-
tionnaire, which allows the analyst to modify the automatic 
score by a limited number of rating points. The quantitative 
rating is determined by analysing the credit performance of 
a sample of customers and the correlation between their 
credit performance and their financial statements. The cor-
rective questionnaire consists of a list of questions, grouped 
in six assessment areas. The automatic rating (quantitative + 
corrective questionnaire) may, in turn, be overridden by the 
analyst, with due justification, or modified using a manual 
assessment module.

Customer ratings are reviewed at periodic intervals to take 
account of new financial information and the experience ac-
quired in the course of the banking relationship. In the case 
of customers that reach certain levels in the automatic alert 
systems and those placed on special watch, rating reviews 
are conducted more frequently. The rating tools themselves 
are also reviewed to improve their accuracy.

For standardised customers, both companies and individu-
als, the Group has scoring tools which automatically assign 
a score to transactions submitted for approval.

These credit approval systems are supplemented by behav-
ioural rating models, which provide greater predictability of 
the risk assumed and are used both for risk monitoring and 
for limit setting.

The models committee has approved the following mapping 
between internal ratings and probabilities of default for the 
global portfolios.
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These PDs are applied consistently across the Group, in line 
with the global management of these portfolios. As can 
be seen, the PD assigned to any given internal rating is not 
exactly the same in different portfolios. Regulatory require-
ments demand differentiated PD calibration.

7.4.  Rating assignment and parameter 
estimation

Measuring the credit risk of a transaction involves calculat-
ing both the expected and the unexpected loss on the 
transaction. The unexpected loss is the basis for the calcula-
tion of both regulatory and economic capital and refers 
to a very high, albeit improbable, level of loss that is not 
considered a recurring cost but must be absorbed by capital. 
Measuring risk involves two separate steps: estimating the 
risk, and then assigning the credit risk parameters: PD, LGD 
and EAD.

Wholesale Banking

Internal Rating PD

9.3 0.008%

9.2 0.009%

9.0 0.012%

8.5 0.021%

8.0 0.037%

7.5 0.067%

7.0 0.119%

6.5 0.212%

6.0 0.377%

5.5 0.671%

5.0 1.195%

4.5 2.128%

4.0 3.789%

3.5 6.747%

3.0 12.015%

2.5 21.395%

2.0 38.098%

1.5 45.000%

1.0 45.000%

Banks

Internal Rating PD

9.3 0.007%

9.2 0.007%

9.0 0.009%

8.5 0.015%

8.0 0.025%

7.5 0.042%

7.0 0.071%

6.5 0.119%

6.0 0.199%

5.5 0.334%

5.0 0.561%

4.5 0.942%

4.0 1.582%

3.5 2.657%

3.0 4.462%

2.5 7.492%

2.0 12.579%

1.5 21.122%

1.0 35.467%

Non-bank Financial Institutions

Internal Rating PD

9.3 0.008%

9.2 0.008%

9.0 0.010%

8.5 0.017%

8.0 0.028%

7.5 0.047%

7.0 0.079%

6.5 0.132%

6.0 0.219%

5.5 0.365%

5.0 0.608%

4.5 1.013%

4.0 1.688%

3.5 2.811%

3.0 4.682%

2.5 7.799%

2.0 12.991%

1.5 21.638%

1.0 36.043%

Risk must be estimated on the basis of the entity’s internal 
experience, i.e., observed defaults for each rating grade, or 
credit score and recovery experience in defaulted transac-
tions.

Low default portfolios: global corporates, banks, non-
bank financial institutions and central governments
In some portfolios (so-called low default portfolios) there 
is so little default experience that alternative approaches to 
parameter estimation must be adopted.

PD and LGD estimation in low default portfolios relies basi-
cally on studies performed by external rating agencies, 
which reflect the pooled experience of the large numbers 
of entities and countries rated by the agencies. 

The parameters estimated for global portfolios vary by type 
of portfolio but are the same for all the Group’s units. Thus, 
a financial institution with a rating of 8.5 will have the same 
PD, regardless of the unit in which the exposure is booked.
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Corporates (including SMEs, specialised lending and 
receivables)
For portfolios of customers that have an account manager 
assigned to them, the estimation is based on the entity’s 
own internal experience. The PD is calculated by observing 
new defaults in the portfolio and relating these defaults to 
the ratings assigned to the customers concerned.

In SME portfolios, LGD is calculated based on observed re-
coveries of defaulted transactions. This calculation takes into 
account not only the cash inflows and outflows associated 
with the recovery process but also the timing of these flows, 
so as to calculate their present value, as well as the direct 
and indirect costs of recovery. The LGD estimates used for 
regulatory purposes must be downturn LGD estimates.

Lastly, EAD, or exposure at default, is estimated by com-
paring the percent utilisation of committed facilities at the 
time of default and prior to default in order to estimate the 
extent to which customers make more use of their credit 
facilities as they approach default.

In contrast to low default portfolios, SME portfolios have 
specific rating systems in each Group unit, requiring specific 
PD calibrations in each case.

Retail portfolios
In portfolios where customers do not have an account man-
ager assigned to them but are treated on a pooled or stand-
ardised basis, PDs are also estimated based on the entity’s 

internal experience, although the data unit for assigning PDs 
is the transaction, not the customer.

PDs are calculated by observing new defaults and relating 
each new default to the score assigned to the transaction 
at the time of approval or, for transactions beyond a certain 
age, to the customer rating.

As for SME portfolios, LGD is calculated based on observed 
recovery rates, adjusted to downturn conditions. The EAD 
estimation is also similar to that of SMEs.

The risk parameters for retail portfolios must be estimated 
separately for each entity, country and segment and need to 
be updated at least once a year.

The parameters are then assigned to the transactions re-
corded on each unit’s balance sheet, so as to calculate the 
expected losses and capital requirements associated with 
the unit’s exposure.

In the case of equity positions, the same ratings and pa-
rameters are used as described above, depending on the 
segment.

Parameter estimation
The following tables present a summary of the parameter 
models used in the different geographies that have authori-
sation to use internal models for the calculation of capital 
requirements for credit risk:
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 TABLA 41.  
PARAMETERS OF IRB MODELS BY GEOGRAPHICAL AREA

Global models

Compo- 
nent

Portfolio
No.  
significant 
models

R’Portfolio 
RWA 
(in €’000)

Description of model 
and methodology

No. of 
years of 
loss data

Basel 
category

Regulatory 
floors applied

PD Corporates 1 40,861,679 Model which uses the 
equivalent agency 
rating and relates the 
internal rating to the 
ODF (S&P) through a 
regression model

20 Corporates PD > 0.03%

IFIs 2 7,652,721 Model which uses the 
equivalent agency 
rating and relates the 
internal rating to the 
ODF (S&P) through a 
regression model

15 Corporates, 
Financial 
Institutions

PD > 0.03%

Sovereigns 1 405,347 Model which uses the 
equivalent agency 
rating and relates the 
internal rating to the 
ODF (S&P) through a 
regression model

21 Sovereign THERE IS NONE

LGD Non-Bank IFIs 1 2,028,018 External agency data 
with conservative 
downturn adjustments 
are used. 

29 Corporates, 
Financial 
Institutions

Bank IFIs - 
Corporates

46,486,382 Value determined by 
the regulator

Corporates, 
Financial 
Institutions

45%

Sovereigns 1 405,347 The model uses the 
external agency recovery 
rating and relates it to 
country macroeconomic 
variables. Conservative 
adjustments are applied 
to the recovery ratings.

- Sovereign

EAD Corporates, 
Non-Bank IFIs

1 42,889,696 The drawndown of 
committed facilities 
is modelled based on 
rating downgrades 
(credit quality indicators) 
and this behaviour is 
extrapolated to default 
(taking the worst rating 
in the scale as a proxy 
for default). 

1.5 Corporates, 
Financial 
Institutions

EAD must be 
at least equal 
to the current 
utilisation of 
the balance at 
account level

Project 
Finance and 
Sovereigns

1 18,507,066 The Corporates - Non-
Bank IFIs model is used

Specialised 
Lending, 
Sovereign

EAD must be 
at least equal 
to the current 
utilisation of 
the balance at 
account level

Nota: Excludes RWAs from Santander Factoring y Confirming S.A. and Santander Lease, S.A. E.F.C.
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Spain portfolios

Compo- 
nent

Portfolio
No.  
significant 
models

R’Portfolio 
RWA 
(in €’000)

Description of model 
and methodology

No. of 
years of 
loss data

Basel 
category

Regulatory 
floors 
applied

PD Non-
standardised 
corporates

3 28,725,260 Statistical models, based 
on internal default 
experience. Adjusted to 
the economic cycle

5 - 12 Corporates PD > 0.03%

Autonomous

Communities

1 3,609,635 Model based on an 
adjustment to the external 
rating 

1 year for 
the internal 
to external 
rating 
relationship. 
20 years for 
the PD of 
the external 
rating 

Institutions PD > 0.03%

Standardised 
corporates

9 2,723,310 Statistical models, based 
on internal default 
experience. Adjusted to 
the economic cycle

10 Retail 
portfolios - 
Other

PD > 0.03%

Retail mortgage 1 14,631,760 Statistical model, based 
on internal default 
experience. Adjusted to 
the economic cycle

>10 Retail 
portfolios - 
Mortgages

PD > 0.03%

Retail non-
mortgage

8 3,236,110 Statistical models, based 
on internal default 
experience. Adjusted to 
the economic cycle

>10 Retail 
portfolios 
- Revolving 
and Other

PD > 0.03%

LGD Non-
standardised 
corporates

3 28,725,260 Model based on internal 
recovery data. Downturn 
by selection of worst years 
in cycle

>10 Corporates

Standardised 
corporates

1 2,723,310 Model based on internal 
recovery data. Downturn 
by selection of worst years 
in cycle

>10 Retail 
portfolios - 
Other

Retail mortgage 1 14,631,760 Model based on internal 
recovery data. Downturn by 
selection of worst years in 
cycle

9 Retail 
portfolios - 
Mortgages

Floor of 10% 
at portfolio 
level. Not 
applied

Retail non-
mortgage

7 3,236,110 Model based on internal 
recovery data. Downturn by 
selection of worst years in 
cycle

9 Retail 
portfolios - 
Revolving and 
Other

EAD Non-
standardised 
corporates

3 28,725,260 Statistical model, in which 
internal data on observed 
exposure at default is used 
to obtain a CCF

>10 Corporates EAD must be 
at least equal 
to the current 
utilisation of 
the balance at 
account level

Standardised 
corporates

1 2,723,310 Statistical model, in which 
internal data on observed 
exposure at default is used 
to obtain a CCF

>10 Retail 
portfolios - 
Other

EAD must be 
at least equal 
to the current 
utilisation of 
the balance at 
account level

Retail 2 17,867,870 Statistical model, in which 
internal data on observed 
exposure at default is used 
to obtain a CCF

>10 Retail 
portfolios - 
Revolving and 
Other

EAD must be 
at least equal 
to the current 
utilisation of 
the balance at 
account level

Nota: excludes RWAs  from Santander Factoring y Confirming S.A,. Santander Lease, S.A. E.F.C. and Santander Consumer España
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United Kingdom portfolios 

Compo- 
nent

Portfolio
No.  
significant 
models

R’Portfolio 
RWA 
(in €’000)

Description of model 
and methodology

No. of 
years of 
loss data

Basel 
category

Regulatory 
floors applied

PD Mortgages 1 27,520,816 Statistical model which 
produces a PD that is scaled 
to a cycle average

>10 Retail 
portfolios - 
Mortgages

PD > 0.03%

Consumer 1 2,727,757 Statistical model which 
produces a PD that is scaled 
to a cycle average

 6 - 10 Retail 
portfolios - 
Other

PD > 0.03%

Overdrafts 1 2,367,278 Observed default rates 
segmented in statistical 
score bands, scaled to a 
long-term average

 7 - 10 Retail 
portfolios - 
Revolving

PD > 0.03%

Social 
Housing

1 1,256,201 Expert judgment rating 
model

N/A Low 
default 
portfolio

Corporates PD > 0.03%

A&L models 
(FIRB)

5 2,663,074 Statistical rating model for 
Corporates and slotting 
model for Specialised 
Lending

>10 Corporates 
including 
Specialised 
Lending

PD > 0.03%

LGD Mortgages 1 27,520,816 Loss estimates and write-
off probability based on 
internal data, stressed to a 
downturn situation

3 - 5 Retail 
portfolios - 
Mortgages

LGD> 10% at 
portfolio level

Consumer 1 2,727,757 Loss estimates and write-
off probability based 
on a regression, with 
expert judgment where 
appropriate

4 - 5 Retail 
portfolios - 
Other

N/A

Overdrafts 1 2,367,278 Loss estimates and write-off 
probability based on internal 
data, using a long-term 
average

5 - 5 Retail 
portfolios - 
Revolving

N/A

Social 
Housing

1 1,256,201 Estimate based on data on 
the realisable value of the 
collateral

N/A Low 
default 
portfolio

Corporates N/A

A&L models 
(FIRB)

5 2,663,074 Foundation IRB >10 years 
(only 
Corporates)

Corporates 
including 
Specialised 
Lending

N/A

EAD Mortgages 1 27,520,816 Long-term CCD estimates 
applied to on- and off-
balance-sheet totals

6 - 10 Retail 
portfolios - 
Mortgages

EAD must be at 
least equal to the 
current utilisation 
of the balance at 
account level

Consumer 1 2,727,757 Regression model 7 - 10 Retail 
portfolios - 
Other

EAD must be at 
least equal to the 
current utilisation 
of the balance at 
account level

Overdrafts 1 2,367,278 Long-term CCD estimates 
applied to on- and off-
balance-sheet totals

8 - 10 Retail 
portfolios - 
Revolving

EAD must be at 
least equal to the 
current utilisation 
of the balance at 
account level

Social 
Housing

1 1,256,201 Estimate based on data N/A Low 
default 
portfolio

Corporates EAD must be at 
least equal to the 
current utilisation 
of the balance at 
account level

A&L models 
(FIRB)

5 2,663,074 Foundation IRB >10 years 
(only 
Corporates)

Corporates 
including 
Specialised 
Lending

EAD must be at 
least equal to the 
current utilisation 
of the balance at 
account level
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Portugal portfolios

Compo- 
nent

Portfolio
No.  
significant 
models

R’Portfolio 
RWA 
(in €’000)

Description of model and 
methodology

No. of 
years of 
loss data

Basel 
category

Regulatory 
floors 
applied

PD Non-
standardised 
corporates

3 4,117,982 Statistical model, based 
on internal data which 
calibrates the scoring 
model, performing a cyclical 
adjustment

>10 Corporates PD > 0.03%

Standardised 
corporates

2 474,793 Statistical model, based 
on internal data which 
calibrates the scoring 
model, performing a cyclical 
adjustment

>10 Retail 
portfolios - 
Other

PD > 0.03%

Retail mortgage 1 3,027,685 Statistical model, based 
on internal data which 
calibrates the scoring 
model, performing a cyclical 
adjustment

>10 Retail 
portfolios - 
Mortgages

PD > 0.03%

Retail non-
mortgage

4 816,717 Statistical model, based 
on internal data which 
calibrates the scoring 
model, performing a cyclical 
adjustment

>10 Retail 
portfolios 
- Revolving 
and Other

PD > 0.03%

LGD Non-
standardised 
corporates

3 4,117,982 Statistical model, based 
on internal recovery data. 
Downturn by selection of 
worst years in cycle

 6 - 10 Corporates

Standardised 
corporates

2 474,793 Statistical model, based 
on internal recovery data. 
Downturn by selection of 
worst years in cycle

 6 - 10 Retail 
portfolios - 
Other

Retail mortgage 1 3,027,685 Statistical model, based 
on internal recovery data. 
Downturn by selection of 
worst years in cycle

 6 - 10 Retail 
portfolios - 
Mortgages

Floor of 10% 
at portfolio 
level. Not 
applied

Retail non-
mortgage

4 816,717 Statistical model, based on 
internal recovery data. Downturn 
by selection of worst years in 
cycle

 6 - 10 Retail 
portfolios 
- Revolving 
and Other

EAD Non-
standardised 
corporates

3 4,117,982 Statistical model, in which 
internal data on observed 
exposure at default is used to 
obtain a CCF

 6 - 10 Corporates CCF > 0

Standardised 
corporates

2 474,793 Statistical model, in which 
internal data on observed 
exposure at default is used to 
obtain a CCF

 6 - 10 Retail 
portfolios - 
Other

CCF > 0

Retail 3 3,844,402 Statistical model, in which 
internal data on observed 
exposure at default is used to 
obtain a CCF

 6 - 10 Retail 
portfolios 
- Revolving 
and Other

CCF > 0

Mexico portfolios

Compo- 
nent

Portfolio
No.  
significant 
models

R’Portfolio 
RWA 
(in €’000)

Description of model and 
methodology

No. of 
years of 
loss data

Basel 
category

Regulatory 
floors applied

PD SME_
México

1 3,289,753 Statistical model, based on 
internal default experience. 
Adjusted to the economic cycle

6-10 Corporate/ 
SMEs

PD > 0.03%
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7.5.  Uses of the internal parameter estimates

An important use of the credit risk parameters, PD, LGD and 
EAD, is in determining minimum capital requirements within 
the framework of CBE 3/2008. 

CBE 3/2008 further states that said parameters and their 
associated metrics, including expected and unexpected loss, 
are to be used not only for regulatory purposes but also for 
internal credit risk management.

In the Santander Group, the internal credit risk parameter 
estimates are used in a variety of management tools, includ-
ing pre-classifications, economic capital allocation, RORAC 
(return on risk-adjusted capital) calculation, stress testing, 
and scenario analyses, the results of which are reported to 
senior management through various internal committees.

The pre-classification tool is used to assign limits to custom-
ers based on their risk characteristics. Limits are set not only 
in terms of exposure but also in terms of economic capital, 
which is calculated using the credit risk parameters. Under 
the pre-classification policy every approved transaction 
“uses” a certain amount of the assigned maximum expo-
sure, depending on the transaction’s risk characteristics such 
as term and collateral. This system ensures that the credit 
approval policy remains flexible yet rigorous in terms of risk 
control.

Through the calculation and allocation of economic capital, 
all the different types of risks arising from the lending busi-
ness are integrated in a single measurement, combining 
credit risk measurement with the measurement of other 
risks, such as market, operational, business and on-balance-
sheet interest rate risk. The economic capital allocation at 
the business unit level provides a view of the distribution of 
risk by business activity and geographical area, taking the 
benefits of diversification into account. By relating economic 
capital to financial results, it is possible to calculate the risk-
adjusted return (RORAC), which can be compared with the 
cost of capital to get an idea of how each unit contributes 
to the Group’s value creation. The credit risk parameters are 
needed for these calculations, and although the parameter 
values used for economic capital purposes do not coincide 
exactly with those used for regulatory purposes, the estima-
tion and allocation methodology is comparable and the 
same databases are used in both cases. 

The use of economic capital figures in determining manage-
ment compensation and setting capital and RORAC-related 
targets for the business units further reinforces the integra-
tion of economic capital in management.

A relationship can be established between the credit risk 
parameters and variables reflecting the economic situation, 
such as unemployment, GDP growth, interest rates, and so 
on. This relationship can then be used to estimate credit risk 
in different macroeconomic scenarios, especially in stress 
situations. 

7.6.  Recognition of credit risk mitigation

In the regulatory capital calculation, credit risk mitigation 
techniques affect the value of the risk parameters and so 
affect capital. For risk mitigation purposes a distinction is 
made between personal guarantees and collateral. 

Personal guarantees (off-balance-sheet guarantees and 
credit derivatives) affect the PD value through substitu-
tion, in that the borrower’s PD is replaced by the PD of the 
guarantor or credit derivative counterparty. In certain cases, 
credit derivatives also affect the parameters through the 
double default treatment. 

Collateral, under the IRB method, affects the value of LGD. 
The mitigation consists of associating a different LGD with 
the collateralised transaction depending on its collateral, 
while taking other factors such as product type, transaction 
balance, etc. into account. In the case of mortgage collat-
eral, the LGD of the transaction will depend on the loan-to-
value (LTV) ratio, as well as the age of the loan. In the case 
of eligible financial collateral, the collateralised exposure, 
which is the portion of the exposure that is covered by the 
value of the collateral after applying a regulatory haircut, is 
assigned an LGD of zero.

7.7.  Internal rating system control

As well as being a regulatory requirement, the internal risk 
model validation function provides fundamental support 
to the board risk committee and local and corporate risk 
committees in the exercise of their responsibilities for the 
authorisation and regular review of the use of the models 
(in management and for regulatory purposes).

A specialised, sufficiently independent internal validation 
unit issues an expert opinion on the fitness of the internal 
models for their management or regulatory purposes (regu-
latory capital calculation, provisioning, etc), stating conclu-
sions on their robustness, usefulness and effectiveness. 

At Santander this function covers every model used in the 
risk function, including credit, market, structural and opera-
tional risk models, as well as the economic capital model 
and the regulatory capital model. The scope of validation 
includes not only the more theoretical or methodological 
aspects, but also IT systems and the data quality they allow, 
which determines their effectiveness, and all relevant as-
pects of management in general (controls, reporting, uses, 
senior management involvement, etc.).

The validation function is global and corporate, so as to 
ensure homogeneous application, acting through five re-
gional centres in Madrid, London, São Paulo, New York and 
Wroclaw. These centres are functionally and administratively 
controlled by the corporate centre, so as to ensure uniform-
ity in the performance of their activities. This arrangement 
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facilitates the application of a corporate methodology, 
which is supported by a set of tools developed internally by 
the Santander Group. These tools provide a robust corpo-
rate framework for application of the methodology in all 
the Group’s units, automating certain checks to ensure that 
reviews are conducted efficiently.

The Santander Group has more than 300 scoring models, 
more than 30 rating models and around 120 parameter es-
timation models. The following table summarises the scores 
assigned to the credit risk models as a result of the reviews 
of credit risk parameters and rating models carried out by 
Internal Validation during 2013.

RISK MODELS

Score
A B C D

37% 58% 5% 0%

Parameters
PD

A B C D
33% 60% 8% 0%

LGD
A B C D

0% 100% 0% 0%

EAD
A B C D

33% 67% 0% 0%

Description

A Model with no shortcomings or with 
shortcomings that can comfortably be addressed 
in the medium term or that are few in number or 
of minor importance

B Model with certain shortcomings that should be 
addressed in the medium term

C Model with a series of significant shortcomings for 
which a remedial action plan must be established in 
the short term

D Model with serious shortcomings that should 
best not be used for management or regulatory 
purposes

It should be noted that the Santander Group’s corporate in-
ternal validation framework is fully aligned with the rules for 
internal validation of advanced models issued by the Bank 
of Spain and the rest of the supervisors to which the Group 
is subject. Furthermore, a separation is maintained between 
Internal Validation and Internal Audit, which, as the final 
layer of control in the Group, reviews Internal Validation’s 
methodology, tools and performance and assesses its level 
of independence.

7.8.  Impairment losses: influencing factors 
and comparative analysis

In addition to the advanced approaches described above 
(details of which are given in the section on economic capi-
tal), other standard metrics are used to facilitate prudent 
and effective credit risk management based on historical 
loss experience.

The cost of credit risk in the Santander Group is measured 
using three different approaches: net flows into default 
(closing doubtful assets – opening doubtful assets + write-
offs – recovered write-offs); net loan loss provisions (net 
specific provisions – recovered write-offs); and net write-
offs (write-offs – recovered write-offs).

The three approaches measure the same thing and so 
converge in the long run, although they represent succes-
sive moments in the measurement of the cost of credit: 
flows into default (NFD), coverage of doubtful assets (net 
LLPs) and transfer to write-off status (net write-offs). In the 
longer term, there will be times in the economic cycle when 
the three approaches give different results, most notably at 
the turn of the cycle. This is because of differences in the 
timing of the loss calculations, mainly due to accounting 
rules (mortgage loans, for example, have a longer coverage 
schedule and the transfer to write-off status is “slower” 
than for consumer loans). The analysis may be further com-
plicated by changes in coverage and write-off policy, portfo-
lio composition, doubtful loans of acquired entities, changes 
in accounting rules, portfolio sales, etc.

The following table shows the cost of credit risk in the San-
tander Group during 2013 compared with previous years:
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 MAIN MAGNITUDES - RISK MANAGEMENT*

Coverage ratio
(%)

Spec. provs. net of recovered 
write-offs1 (million euros)

Cost of credit 
(% of risk)2

2013 2012 2011 2013 2012 2011 2013 2012 20113

Continental Europe 57.3 73.0 55.2 3.603 4.104 3.405 1.23 3.16 1.10

Spain 44.0 50.0 50.9 2.411 2.473 1.861 1.38 1.34 1.03

Santander Consumer Finance 105.3 109.5 109.3 565 753 853 0.96 1.27 1.43

Portugal 50.0 53.1 54.9 192 393 206 0.73 1.40 0.90

Poland 61.8 68.3 65 167 112 60 1.01 1.17 —

United Kingdom 41.6 44.1 37.5 580 806 633 0.24 0.30 0.32

Latin America 84.6 87.5 97.0 6.483 7.380 5.447 4.43 4.93 3.57

Brazil 95.1 90.2 95.2 4.894 6.124 4.508 6.34 7.38 5.28

Mexico 97.5 157.3 175.7 801 466 337 3.47 2.23 1.63

Chile 51.1 57.7 73.4 597 573 380 1.92 1.90 1.40

Puerto Rico 61.6 62.0 51.4 48 81 91 1.13 1.80 2.25

Argentina 140.4 143.3 206.9 119 108 64 2.12 2.05 0.67

United States 93.6 105.9 96.2 (5) 265 374 (0.01) 0.61 1.04

TOTAL GROUP 61.7 72.4 61.0 10.863 12.640 9.900 1.53 2.38 1.41

* To enable like-for-like comparisons, the data relating to 2012 and 2011 has been restated using equivalent parameters.
1. Bad debts recovered (EUR 1,068 million).
2. Credit cost = 12 months’ loan-loss provisions /average lending.
3. Excludes the incorporation of Bank Zachodni WBK.

The table shows an decrease of 85 basis points in the cost 
of credit in 2013, mainly due to the positive trend in Brazil 
(down 104 basis points) and the United States (down 62 
basis points). 

7.9.  Backtesting of IRB parameters

Comparison of estimated PDs with actual defaults
The purpose of PD backtesting is to assess the predictive 
capacity of regulatory PD estimates by comparing them with 
observed default frequencies (ODFs). 

The portfolios selected for the comparison are the most 
important portfolios of Commercial Banking Spain: non-
standardised corporates, mortgages, consumer credit, cards 
and one-person businesses. The backtest of the Santander 
UK and Santander Totta mortgage portfolio is also analysed. 
For Totta, the portfolio of non-standardised corporates is 
also included.

In each portfolio, the regulatory PDs are divided into bands, 
and the average assigned PD1 in each band is compared 
with the observed default frequency. To observe defaults, 
a sample of transactions and customers that were not in 
default at a reference date is selected, and the rate of new 
defaults among this sample over the subsequent 12-month 
period is observed.

The regulatory PD is a through-the-cycle (TTC) PD, i.e., a 
long-term average that is not tied on any particular point in 
the cycle. The default frequency, in contrast, is observed at 
a particular point in time (2013). Given the different nature 
of these two measurements, the comparison cannot be 
used to test the predictive capacity of the regulatory PDs, 
but it can be useful for gauging the size of the through-the-
cycle adjustment used in constructing the TTC PDs. 

To complete the analysis the observed default frequency is 
also compared with the point-in-time (PIT) PD, i.e., the best 
prediction of the ODF for the next 12 months. Although PIT 
PDs are not used for regulatory purposes, a comparison of 
PIT PDs with actual defaults is a regulatory requirement.

The charts below summarise the information for the portfo-
lios that were analysed: 

1  Simple average of the PD assigned to customers (non-standardised corporates) 
or transactions (all other segments) assigned to the same regulatory PD bucket.
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The main conclusions of the above analysis are as follows:

• In the case of non-standardised corporates Spain, the PIT 
PDs are higher than the TTC PDs for all the rating bands, 
reflecting the cyclical situation of the Spanish economy. 
The ODFs are, in general, slightly lower than the PIT PDs. 
Much the same applies to corporates Santander Totta 
and, to a lesser extent, mortgages Spain.

• In this latter case a certain difference can be observed in 
some bands between the PDs and the ODFs. This portfo-
lio was reestimated in early 2014, allowing these differ-
ences to be corrected.

• In mortgages UK and consumer loans and cards Spain, the 
TTC PDs are much higher than the ODFs. In the UK this is 
attributable to a somewhat more favourable cyclical situ-
ation in the mortgage sector, while in Spain the effect is 
due to the highly conservative nature of the TTC PDs. 

• Stripping out the effect of the through-the-cycle adjust-
ment, the PD profile is generally appropriate, as the PIT 
PDs practically coincide with the ODFs. An exception is 
the mortgages portfolio in Spain, which will be corrected 
with the new estimation.

Power statistics (PS) were calculated for the orderings result-
ing from the PD models. In all cases the PS show that the 

ordering established by the PD models is appropriate, with 
values above 80% for mortgages and close to 70% for cor-
porates. These values are higher than the PS associated with 
the rating or scoring models, due to the fact that some of 
the bands in the PD models include irregularities and cures.

Lastly, to complement the previous analyses, 95% confi-
dence intervals were constructed on the PIT PDs, and the 
upper and lower limits of the predictions were compared 
with observed defaults. 

In corporates Spain the ODFs tend to lie at the lower limit 
of the confidence interval, except in the highest PD bands, 
which account for around 10% of the corporates. Corpo-
rates Santander Totta show a very similar behaviour.

In mortgages Spain and, more markedly, mortgages UK, the 
ODFs lie above the upper limit of the PIT PDs, pointing to 
a degree of underestimation, which is not shared with the 
regulatory PDs, given the conservatism of the through-the-
cycle adjustment.

Other Spain portfolios: Overall, cards, consumer and 
business loans show an appropriate degree of alignment 
between PIT PDs and ODFs, indicating that the models are 
correctly calibrated.
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Comparison of CCF estimates with actual defaults
To test the credit conversion factors (CCF), the balance at 
which transactions defaulted in a 12-month period follow-
ing the reference date was compared with the regulatory 
EAD.

The ratio of estimated EAD to actual EAD, known as the 
“coverage ratio”, gives an idea of the accuracy of the EAD 
estimate.

The tables and charts below illustrate the comparison be-
tween assigned and actual EAD for the main portfolios of 
Santander (parent company) with undrawn committed facili-
ties: cards, personal loans and business loans. The data are 
broken down by the percent utilisation of the facility, as this 
is the main driver used in estimating CCF and, therefore, in 
assigning EAD.
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On average, the coverage ratios are very close to 100%, 
indicating that the EAD estimates tend to be slightly con-
servative. The highest coverage ratios are observed in the 
retail loan portfolio, but these ratios are concentrated in 
the bands with the lowest level of utilisation, which are the 
ones that have the least exposure. Overall, the exposure 
is concentrated in bands with very high utilisation (above 
90%).

The average coverage ratio, weighting coverage by port-
folio size (in terms of drawn amount, undrawn commit-
ted amount and limit), is around 103%. The table below 
illustrates the much greater size of the non-standardised 
corporates segment. While cards are important in terms of 
undrawn committed amount, a high percentage of them do 
not have a drawn balance.
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 COVERAGE RATIO BY PRODUCT TYPE

% Portfolio

Balance Drawable Limit % Coverage

Retail loans 4.0% 1.6% 2.9% 103%

Cards 8.2% 41.9% 23.2% 103%

Standardised corp. loans 3.9% 2.6% 3.3% 106%

Non standardised loans 84.0% 53.9% 70.5% 103%

AVERAGE COVERAGE RATIO 103.4 103.4 103.4

Estimates of expected loss compared with actual 
defaults
To compare regulatory expected loss with actual losses, the 
figure for net flows into default (NFD)2 in the years 2008 to 
2013 is compared with the expected loss calculated by ap-
plying the regulatory parameters.

LGD, too, is tested using NFD as a proxy for expected loss. 
Dividing observed NFD by regulatory PD gives an implied 
or observed LGD, which is then compared with the average 
regulatory LGD of each portfolio.

It should be noted that the 2013 data has elements that 
make it difficult to compare with data from previous years. 
The Banesto integration and Bank of Spain rules on the clas-
sification of certain restructured loans as defaults are the 
two most notable factors in this respect. The figures pre-
sented in this report have been corrected for both effects 
but still suffer from a certain lack of homogeneity.

2 NFD is defined as net new defaults during the year, plus write-offs and less 
income from recovery of write-offs for the same year. NFD divided by the 
balance at risk is considered a measure of the portfolio’s “risk premium” and a 
proxy for the expected loss, though subject to higher volatility and cyclicality.
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In the mortgages portfolio it can be observed that the 
regulatory expected loss is more stable but, on average, 
higher than NFD, despite the current economic downturn. 
This corroborates the conservative nature of the regulatory 
indicators.

The LGD follows a similar trend. The implied LGD peaks in 
2008, then stabilises at levels below 12%. On average for 
the years analysed, the value of the implied LGD is very simi-
lar to that of the LGD used for regulatory purposes.
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In non-standardised corporates, the gross data reflect a 
marked decline in the implied LGD in 2012, following a 
sharp increase in 2011. This behaviour is due to the sharp in-
crease in NFD in 2011, as a result of an increase in transfers 
to default status due to the application of stricter criteria 
following Bank of Spain recommendations. If we correct 
this effect by averaging NFD over 2011 and 2012, we obtain 
the following results:

The implied LGD after the abovementioned correction is 
more stable, although it declined temporarily in 2013. This 
decline is not observed in the regulatory LGD and is at-
tributable more to the difficulties of comparison mentioned 
earlier than to any change in the behaviour of recoveries in 
this portfolio. 

7.10. Counterparty risk

Chapter 5 of CBE 3/2008 describes counterparty credit risk 
as the risk that a counterparty will default prior to final set-
tlement of the cash flows of one of the following types of 
transaction: derivative instruments, repurchase agreements, 
securities or commodities lending, long settlement transac-
tions and margin lending transactions.

Counterparty risk in Santander Group is controlled using an 
integrated system that provides real-time information on ex-
posures to any counterparty, product or maturity and in any 
Group unit as a percentage of the agreed limits.

Counterparty risk is measured using a mark-to-market 
methodology (replacement cost in the case of derivatives or 
drawn amount in the case of committed facilities), plus an 
add-on for potential future exposure. 
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The capital at risk or unexpected loss (i.e. the loss which, 
once the expected loss is subtracted, constitutes the eco-
nomic capital, net of guarantees and recoveries) is also 
calculated.

The exposures are recalculated at market close, adjusting 
all transactions to their new time horizon. The potential 
future exposure is adjusted and mitigation measures (net-
ting, collateral, etc.) are applied, so that the exposures can 
be checked on a daily basis against the limits approved by 
senior management. Risk control is performed using an inte-
grated system that provides real-time information about the 
unused exposure limit with respect to any counterparty, any 
product or maturity, at any Group unit.

As regards collateral management, derivative transactions 
subject to collateral agreements are marked to market daily 
and the parameters agreed in the collateral agreement are 
applied, giving an amount of collateral to be called from, or 
returned to, the counterparty.

Margin calls are issued by one of the counterparties, usually 
daily, as stipulated in the collateral agreement. The counter-
party that receives the margin call checks the valuation, at 
which point discrepancies may arise. 

A monitoring committee (discrepancies committee) meets 
weekly to analyse transactions in which significant discrep-
ancies have been detected. This committee will include rep-
resentatives from Collateral Management, Market Risks and 
the Wholesale Risks control teams. 

Currently, most collateral is posted and received in cash. 
However, the current market trend shows that the use of 
non-cash collateral is increasing. The Santander Group is 
taking this trend into account in its active collateral manage-
ment.

Furthermore, any correlation there may be between the 
increase in exposure to a customer and the customer’s sol-
vency is controlled by ensuring that the related derivative 
transactions are for hedging and not speculative purposes. 

In derivatives, where most collateral is in cash, there is prac-
tically no risk of adverse effects arising from correlations be-
tween the collateral and the collateral provider. Any adverse 
effects arising from correlations in non-cash collateral are 
immaterial.

The impact of a downgrade of the Group’s credit rating 
and the resulting increase in margin requirements is not 
expected to be significant. This is because the Group’s credit 
rating affects only a small percentage of its current collateral 
agreements. 

The information in the tables below relates to exposures 
subject to counterparty risk. All of the exposure is marked 
to market.

 TABLE 42.  
TOTAL EXPOSURE TO COUNTERPARTY RISK

Thousands of euros
31 Dec 2013

Thousands of euros
31 Dec 2012

TOTAL 34,623,519 38,703,832

Of which: Derivatives 29,640,077 32,887,070

Table 43 contains information on the gross positive fair 
value of the derivative contracts, the potential future expo-
sure, the effect of netting and collateral agreements, and 
the final exposure value. 
 

 TABLE 43.  
DERIVATIVE EXPOSURE

Derivatives exposure.  
Effect of netting and collateral 

Thousands of euros
31 Dec 2013

Amount

Gross positive fair value of contracts  
(public balance sheet scope)  67,200,011   

Gross positive fair value of contracts  
(reserved balance sheet scope)  68,316,534   

Add-on  49,424,481   

Netting benefits  78,101,229   

Netted current credit exposure  39,639,786   

Collateral held  9,999,709   

Derivatives credit exposure  29,640,077   

The net positions of the ten largest counterparties, made 
up of a group of top-tier financial institutions and large 
corporates, account for 31% of the Group’s total derivatives 
exposure.
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  GRAPH 44. 
EXPOSURE IN DERIVATIVES BY PRODUCT TYPE

  GRAPH 45. 
EXPOSURE IN DERIVATIVES BYCATEGORY

  GRAPH 46. 
EXPOSURE IN DERIVATIVES BY GEOGRAPHICAL AREA

  GRAPH 47. EXPOSURE IN DERIVATIVES  
BY COUNTERPARTY CREDIT RATING
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 In 2013 derivative transactions were concentrated in coun-
terparties with high credit quality, so that 58% of the expo-
sure was to counterparties rated A or above.

The distribution by type of counterparty was 57% banks 
and 32% corporates.

As regards the geographic distribution, 29% of the ex-
posure was to UK counterparties (mainly Santander UK’s 
operations) and, among the other country groupings, most 
notably 17% to Spain, 31% to the rest of Europe, 9% to the 
US and 12% to Latin America.

Credit derivatives activity
The Santander Group uses credit derivatives to hedge 
lending transactions, as an agent for customers trading in 
financial markets, and in its own trading operations. The 
Group’s credit derivatives activity is small compared to that 
of its peers and is conducted within a sound environment of 
internal controls and operational risk minimisation.

Credit derivatives risk is controlled through a broad set of 
limits, including VaR, nominal value per rating grade, credit 
spread sensitivity per rating grade and name, recovery rate 
sensitivity and correlation sensitivity. Jump-to-default risk 

limits are set by individual name, geographical area, sector 
and liquidity.

Table 48 shows the notional amount of the perfectly 
hedged credit derivatives that are used for risk mitigation 
in the capital calculation and the exposure of the hedged 
transactions, broken down by exposure category.

 TABLE 48.  
CREDIT DERIVATIVES USED FOR HEDGING PURPOSES.

Thousands of euros
31 Dec 2013

EAD of  
hedged  

transactions 

Notional 
amount of 

credit derivati-
ve hedges

Institutions  246,735    246,735   

Corporates  1,794,621    1,794,621   

Securitisation positions  
or exposures  5,425,100    8,778,150   

TOTAL  7,466,456    10,819,506   

Table 49 shows the notional amounts of credit derivatives 
used for hedging, divided between bought and sold protec-
tion and by accounting classification.

 TABLE 49.  
COUNTERPARTY CREDIT RISK. CREDIT DERIVATIVE CLASSIFICATION. BOUGHT PROTECTION.

Portfolio type

Thousands of euros
31 Dec 2013

Thousands of euros
31 Dec 2012

Protection bought Protection bought

CDS TRS CDS TRS

Banking book  702,419    814,767    679,178    1,103,618   

Trading book  41,067,271   -  46,425,954   -

TOTAL  41,769,690    814,767    47,105,132    1,103,618   

 TABLA 50.  
COUNTERPARTY CREDIT RISK. CREDIT DERIVATIVE CLASSIFICATION. SOLD PROTECTION.

Portfolio type

Thousands of euros
31 Dec 2013

Thousands of euros
31 Dec 2012

Protection sold Protection sold

CDS CDS

Banking book 57,626  19,281   

Trading book 38,587,575  42,509,896   

TOTAL 38,645,200  42,529,177   
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7.11. Credit risk mitigation techniques

The Santander Group applies various forms of credit risk 
mitigation based on client type and product type, among 
other factors. As we will later see, some are inherent in 
specific operations (e.g., real estate collateral) while others 
apply to a series of transactions (e.g., netting and collateral). 
The various mitigation techniques can be grouped into the 
following categories:

7.11.1.  Netting policies and processes
Netting involves offsetting gains and losses on multiple 
transactions of the same type under the umbrella of a 
master agreement such as ISDA or similar. Market gains and 
losses on derivative transactions entered into with a given 
counterparty are offset against one another, so that if the 
counterparty defaults, the settlement figure is a single net 
amount, rather than a large number of positive and nega-
tive amounts relating to the individual transactions entered 
into with that counterparty. 

An important feature of a master netting agreement is that 
it entails a single legal obligation, encompassing all the 
transactions covered by the agreement. This is what makes 
it possible to offset the risks of all the transactions covered 
by the agreement with a given counterparty.

7.11.2.  Collateral management and valuation 
policies and processes
Collateral is property pledged by a customer or third party to 
secure the guaranteed obligation. Collateral assets may be:

• Financial: cash, security deposits, gold, etc.

• Non-financial: real estate (residential or commercial), mov-
able property.

A collateral agreement is an agreement in which one party 
deposits instruments with economic value in favour of 
another in order to guarantee or reduce any counterparty 
credit risk arising from portfolios of risk-bearing transactions 
between the two. 

Credit approval demands the highest possible level of col-
lateral. Only collateral that meets the minimum qualitative 
requirements specified in the Basel agreements is taken into 
account for regulatory capital calculation purposes. A very 
important type of collateral is financial collateral. Financial 
collateral consists of instruments with economic value that 
are deposited by one party in favour of another in order to 
guarantee or reduce any counterparty credit risk arising from 
portfolios of risk-bearing transactions between the two. 

There are many different types of collateral arrangement, 
but whatever form the collateral may take, the ultimate aim, 

as in netting, is to reduce counterparty risk by recovering all 
or part of the benefits (the credit granted to the counterpar-
ty) generated by the transaction at any given time (marked 
to market). 

Not all collateral has a risk-mitigating effect for regulatory 
capital calculation purposes, only collateral that meets the 
minimum qualitative requirements stated in the Basel agree-
ments. Transactions subject to collateral agreements are 
marked to market periodically (usually daily) and the param-
eters defined in the collateral agreement are applied, giving 
an amount of collateral (usually cash) to be called from, or 
returned to, the counterparty.

Real estate collateral is subject to periodic re-appraisals, 
based on actual market values for the different types of 
property, which meet all the requirements established by 
the regulator. In applying mitigation techniques, the Bank 
adheres to the minimum requirements for risk mitigation 
established in the credit risk management policy manual. 
Briefly, these minimum requirements are as follows:

• Legal certainty. Collateral and guarantees must be legally 
enforceable and realisable.

• There must be no substantial positive correlation between 
the counterparty and the value of the collateral.

• All collateral and guarantees must be correctly documented.

• The methodologies used for each mitigation technique 
must be documented.

• The methodologies must be monitored and controlled at 
regular intervals.

The following chart shows the distribution of the residential 
mortgage portfolio in Spain by ranges of loan-to-value.
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 TOTAL LOAN TO VALUE BANDS*

Millions of euros

2013 2012

Gross amount with mortgage guarantee 52,016 52,834

LTV < 40% 12,339 12,103

LTV between 40% and 60% 16,105 15,766

LTV between 60% and 80% 17,364 18,745

LTV between 80% and 100% 5,392 5,649

LTV > 100% 815 571

of which doubtful 3,496 1,364

LTV < 40% 273 145

LTV between 40% and 60% 634 190

LTV between 60% and 80% 1,335 326

LTV between 80% and 100% 931 545

LTV > 100% 323 158

* Residential Mortgage portfolio, excluding Santander Consumer España.

7.11.3.  Personal guarantees and credit derivatives
A personal guarantee is an agreement that makes one per-
son liable for another person’s obligations to the Group. It 
includes sureties, guarantees, stand-by letters of credit, etc. 
Only personal guarantees provided by persons who meet 
the minimum requirements established by the supervisor 
can be recognised for capital calculation purposes.

Credit derivatives are financial instruments that are used 
mainly to hedge credit risk. By buying protection from a 
third party, the Bank transfers the risk of the issuer of the 
underlying instrument. Credit derivatives are over-the-coun-
ter (OTC) instruments, which is to say they are not traded 
on an exchange. Credit derivatives for hedging, mainly 
credit default swaps, are entered into with top-tier financial 
institutions. The following chart shows the distribution of 
the personal guarantees in the corporate segment by rating 
grade.
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7.11.4.  Hedged exposure by type of guarantee
The tables below show the original hedged exposure by 
collateral type and exposure category for cases where the 
collateral could be used to reduce capital requirements.

 TABLE 51.  
CREDIT RISK MITIGATION TECHNIQUES. STANDARDISED APPROACH

ORIGINAL HEDGED EXPOSURE  
BY COLLATERAL TYPE  
AND RISK CATEGORY

Thousands of euros
31 Dec 2013

Thousands of euros
31 Dec 2012

Financial  
guarantees

Personal  
guarantees

Financial  
guarantees

Personal  
guarantees

Standardised approach

Central governments and central banks  3,927,260    -      6,412,613   

Regional governments and local authorities  -      216,949    115,145   

Institutions  6,368,771    370,015    3,511,264    566,607   

Corporates  3,083,901    805,829    4,314,700    1,467,439   

Retail  1,751,867    1,324,815    1,621,727    1,609,458   

Exposures secured by real property  -      49,743    36,929   

Exposures to institutions and corporates with short-
term credit ratings  424,142    -      6,110   

Other exposures  10,465    872,201    50,616    790,100   

Total Standardised approach  15,566,406    3,639,552    15,917,030    4,585,678   

 TABLE 52.  
CREDIT RISK MITIGATION TECHNIQUES. IRB APPROACH

ORIGINAL HEDGED EXPOSURE  
BY COLLATERAL TYPE  
AND RISK CATEGORY

Thousands of euros
31 Dec 2013

Thousands of euros
31 Dec 2012

Credit  
derivatives

Personal  
guarantees

Credit  
derivatives

Personal  
guarantees

IRB approach

Central governments and central banks - 1,162,703 - 1,312,852

Institutions  246,735   735,928  439,520   880,411

Corporates  2,648,785   13,492,136  1,982,764   14,787,540

Retail - 479  -     51,615

Total IRB approach  2,895,520    15,391,246    2,422,284    17,032,418   
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8. CREDIT RISK - SECURITISATIONS

8.1 Securitisations

8.1.1.  Basic theoretical considerations on 
securitisation 

  This chapter describes the basic concepts relating 
to securitisations, summarises the goals and 
functions of the securitisation management activity 
in the Santander Group and provides details of the 
Santander Group’s securitisation activity.

In the Santander Group, securitisation is given the treatment 
stipulated in the fourth section of CBE 3/2008. In assessing 
the characteristics of a transaction to determine whether 
it involves securitisation, as per the fourth section of CBE 
3/2008, both the legal form and the economic substance 
of the transaction are taken into consideration. Pursuant to 
CBE 3/2008, the following terms have the following mean-
ings:

Securitisation: a financial transaction or mechanism that 
takes the credit risk associated with an exposure or pool of 
exposures and divides it up into two or more independently 
transferable tranches with the following characteristics:

a) Payments in the transaction or mechanism are dependent 
upon the performance of the securitised exposure or pool 
of exposures.

b) The subordination of tranches determines the distribution 
of losses during the life of the transaction or mechanism.

Securitisation position: an exposure to a securitisation. 
For these purposes, providers of credit protection to secu-
ritisation positions are considered to hold positions in the 
securitisation.

Tranche: a contractually established segment of the credit 
risk associated with an exposure or pool of exposures such 
that each position in the segment entails a risk of credit loss 
greater or less than a position of the same amount in each 
other such segment according to the payment priority stipu-
lated in the securitisation, without taking into account credit 
protection provided by third parties directly to the holders 
of positions in the segment or in the other segments. For 
these purposes, all securitisation positions either form a part 
of a tranche or constitute a tranche themselves. Accordingly, 
the following types of tranches can be defined:

• First-loss tranche: this tranche is given a weighting of 
1250%, based on its credit quality according to the pay-
ment priority order established in the securitisation and 
without considering credit protection offered by third par-
ties directly to the holders of the positions in the tranche 
in question or in the rest of the tranches.

• Mezzanine tranche: this is the tranche, other than the 
first-loss tranche, that ranks below the most senior posi-
tion in the securitisation and below any position in the 
securitisation assigned a credit rating of 1 in the case of 
securitisations under the standardised approach or a rat-
ing of 1 or 2 in the case of securitisations under the IRB 
approach. This is calculated without considering credit 
risk protection offered by third parties directly to the hold-
ers of positions in the tranche in question or in the other 
tranches.

• Senior tranche: any tranche that is neither a first-loss 
nor a mezzanine tranche. Within the senior tranches, the 
super senior tranche is the top tranche in the priority of 
payments, without taking into account for these purposes 
any amounts owed under interest rate or currency deriva-
tives, brokerage charges or similar payments. 
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Traditional securitisation: a securitisation involving the 
economic transfer of the securitised exposures to a securiti-
sation special purpose vehicle (SPV), which issues securities. 
This can be accomplished by the transfer of ownership of 
the securitised exposures from the originator or through 
sub-participation, which, for these purposes, includes the 
subscription of mortgage participation certificates, mort-
gage transfer certificates and similar securities by the SPVs. 
The securities issued by the SPV do not represent payment 
obligations of the originator.

Synthetic securitisation: a securitisation where the 
tranching and transfer of credit risk is achieved by purchas-
ing credit protection on the securitised exposures, either 
through credit derivatives or through guarantees.

Multi-seller securitisation: in the case of asset securitisa-
tions, these are structures in which there is more than one 
originator. Each originator is understood to hold two dif-
ferent positions in the securitisation: as originator and as 
investor. In liability securitisations, multi-seller securitisation 
refers to securitisations in which the liabilities issued for sub-
sequent joint securitisation were issued by more than one 
entity. The entities therefore have a dual position as inves-
tors in their own liabilities and as investors in the liabilities of 
others.

Resecuritisation: a securitisation in which the risk associ-
ated with a pool of underlying exposures is divided into 
tranches and at least one of the underlying exposures is a 
position in a securitisation.

Asset-backed promissory notes (ABCP programme): a 
programme of securitisations in which the securities issued 
predominantly take the form of commercial paper maturing 
within one year or less.

Investor: any entity or party other than the originator or 
sponsor who maintains a securitisation position. 

Originator: 

a) Entity which, directly or indirectly through entities it con-
trols or with which it acts in concert, participates in the 
initial agreement that creates the obligations or potential 
obligations of the debtor or potential debtor and gives rise 
to the securitisation of the exposure. For securitisations 
involving financial liabilities that represent credit rights 
against the issuer, the issuer of said financial liabilities will 
not be considered an originator for purposes of solvency 
calculations. 

b) Entity which acquires the exposures from a third party, 
includes them on its balance sheet and then securitises 
them. 

Sponsor: entity other than the originator that establishes 
and manages a programme of securitisation notes, or other 
system of securitisation, whereby exposures are acquired 
from third parties and to which liquidity or credit facilities or 
other credit enhancements are generally granted.

8.1.2.  Securitisation accounting policies
The rule for derecognising securitised assets is the same as 
the standard that generally applies for derecognising assets. 
The accounting treatment of transfers of financial assets 
depends on the extent to which the risks and rewards as-
sociated with the transferred assets are transferred to third 
parties:

1. Where substantially all the risks and rewards are trans-
ferred to third parties, e.g. in asset securitisations in 
which the transferor neither retains subordinated debt 
nor grants any credit enhancement to the new holders, 
the transferred financial assets are derecognised and any 
rights or obligations retained or created in the transfer are 
recognised simultaneously.

2. Where substantially all the risks and rewards associated 
with the transferred financial asset are retained, the trans-
ferred financial asset is not derecognised and continues to 
be measured by the same criteria as before the transfer. 
Conversely, the following are recognised:

a. An associated financial liability in an amount equal to the 
consideration received, thereafter measured at amortised 
cost, unless the requirements for classification as other 
liabilities at fair value through profit or loss are met.
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b. The income from the financial asset that has been 
transferred but not derecognised and any expense in-
curred on the new financial liability, without netting.

3. Where substantially all the risks and rewards associated 
with the transferred financial asset are neither transferred 
nor retained, e.g. in securitisations in which the transferor 
takes on subordinated debt or some other type of credit 
enhancement for a portion of the transferred asset and 
other similar cases, the following distinction is made:

a. Where the transferor does not retain control, the trans-
ferred financial asset is derecognised and any right or 
obligation retained or created in the transfer is recog-
nised.

b. Where the transferor retains control of the transferred 
financial asset, it continues to recognise the transferred 
financial asset on its balance sheet for an amount 
equal to its exposure to possible changes in value and 
recognises a financial liability associated with the trans-
ferred financial asset. The net carrying amount of the 
transferred asset and the associated liability is the am-
ortised cost of the rights and obligations retained if the 
transferred asset is measured at amortised cost, or the 
fair value of the rights and obligations retained if the 
transferred asset is measured at fair value.

Accordingly, financial assets are only removed from the bal-
ance sheet when the rights on the cash flows they generate 
are cancelled or when substantially all the inherent risks and 
rewards have been transferred to third parties.

There is no specific accounting treatment for synthetic secu-
ritisations. Those securitisations in which the bank purchases 
protection for all or part of the portfolio through a credit 
default swap are considered synthetic securitisations.

8.1.3.  Management of the Group’s securitisation 
activity
8.1.3.1.  The Group’s securitisation objectives and 
management
Through its securitisation activity the Group aims to:

• Manage and diversify its credit risk: securitisation transac-
tions and the subsequent sale of the securitisation bonds 
in the market serve to reduce the credit risk concentra-
tions that can arise naturally from the Group’s commercial 
activity. The effective transfer of risks that is achieved 
through these transactions enables the Group to optimise 
its credit risk exposure and contributes to value creation. 

• Obtain liquidity: securitisation enables the Group to mo-
bilise its balance sheet by transforming illiquid assets into 
liquid assets and obtain wholesale funding by selling or 
collateralising those transformed assets. Also, the retained 
securitisation positions are used as collateral for discount-
ing at the ECB.

• Diversify funding sources: the liquidity obtained from 
securitisation allows the Group to diversify its funding 
sources in terms of duration and product.

Each year, based on the liquidity plan and taking into ac-
count certain prudential limits on raising short-term market 
funding, the Group establishes an issue and securitisation 
plan for the year at the level of each subsidiary or global 
business, a task accomplished by financial management.

8.1.3.2.  Role of the Group in the securitisation activity
The Group’s role in the securitisation process is mainly that 
of originator of the underlying assets that have been securi-
tised. Nevertheless, in addition to originating the underlying 
payments, the Group also plays a role in servicing the loans 
and granting subordinated loans and acts as interest rate 
swap counterparty of the SPV that acquires the loans.

Additionally, the Group acts as an investor when it acquires 
positions in SPVs originated by non-Group entities.

The Group is sponsor of a securitisation transaction (IM 
Préstamos Cédulas) whose underlying consists of subordi-
nated loans funding the reserve funds of various multi-issuer 
mortgage covered bonds.

The Group also acts as structurer in its own securitisations, 
as it does for third parties, leading and promoting new 
structures (as in the case of Trade Maps and Secucor). This 
activity is situated in the context of a revival of securitisation 
as a tool for channeling credit to the real economy, with a 
special focus on SMEs.

The following chart depicts the geographical distribution of 
the Group’s securitisation activity at 31 December 2013.
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As the chart shows, origination accounts for 95% of the 
Group’s securitisation activity, while investment accounts for 
45% of the total and sponsoring activity (concentrated in 
Spain) 0.1%.

A full 84% of the Group’s issuing volume is in the United 
Kingdom, Spain and the United States, and 85% of acquisi-
tions of investment positions are concentrated in the United 
States, Spain and the United Kingdom.

8.1.3.3.  Inherent risks of the Group’s securitisation 
activity
Securitisation offers advantages in terms of lower funding 
costs and better risk management. Nevertheless, it also 
involve certain inherent risks both for the originator and for 
investors. The Santander Group is the originator and acts as 
investor in various SPVs and is therefore exposed to the fol-
lowing risks:

• Credit risk: the risk that borrowers will fail to meet their 
obligations in due time and form, with the consequent 
impairment of the underlying assets backing the securiti-
sation positions. Credit risk is assessed by external credit 
rating agencies, which assign ratings to the securitisation 
positions. In the Santander Group, the maximum expo-
sure in the banking book is limited by rating (AAA, AA, A, 
BBB, BB) and by type of underlying. In addition, published 
data on default of the underlying, credit quality of the 
originator and mandatory minimum ratios and ratings in 
the structure, as well as data on granularity, geographical 
distribution and type of underlying, are monitored con-
tinuously.

Originator activity
95.4%

Investor activity
4.5%

Sponsor activity
0.1%

Rest of Europe 
9%

UK 
38%

Rest of America 
1%

USA 
12%

Germany 
3%

Portugal 
3%

Spain 
34%

USA 
34%

Portugal
2%

Brazil
10%

UK
23%

Spain 
31%

 SECURITISATION ACTIVITY OF SANTANDER GROUP

Note: Includes the securitisation positions in the Santander Group’s banking and trading books. In the 
origination activity, Rest of the Americas includes Brazil (0.8%) and Argentina (0.003%), while Rest of 
Europe includes Italy (4.8%), Consumer Nordics (3.8%) and Benelux (0.4%). 

• Prepayment risk: this is the risk of early repayment of all 
or part of the assets underlying the securitisation, so that 
the securitisation positions mature before the contractual 
maturity date of the underlyings. The calculation of the 
average life, return and duration of the securitisation 
positions is subject, among other things, to assumptions 
about the rate at which the underlying loans will be pre-
paid, which may vary. In the Santander Group this risk is 
practically nil, as the contractual maturity of the securities 
issued is usually longer than that of any underlying.

• Basis risk: this risk arises when there is a mismatch be-
tween the interest rates or maturities of the securitised 
assets and those of the securitisation positions. In the 
Santander Group this risk is usually hedged with swaps.

• Exchange rate risk exists in securitisations in which the 
securitised assets are denominated in a different currency 
than the securitisation positions. In the Santander Group, 
the risk arising from the currency mismatch between the 
underlying and the issue is usually hedged in the structure 
with a swap. The risk to PnL assumed in non-euro bonds 
is managed at level of the Active Credit Portfolio Manage-
ment (ACPM) area.

• Liquidity risk: is diminished by securitisation, through 
which naturally illiquid assets are transformed into debt 
securities that can be traded on exchanges. In some secu-
ritisations, however, such as those which issue commercial 
paper, liquidity risk is still significant and is manifested in 
the need to cover potential timing mismatches between 
interest payments on the underlying assets and payments 
of interest on the securities. In the Santander Group this 
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risk tends to be very small and is mitigated by liquidity 
lines included in the structure. The liquidity risk of bond 
positions is also managed by establishing maximum hold-
ing periods.

8.1.3.4.  The Santander Group’s securitisation activity
At 31 December the Group had originator positions in tra-
ditional SPVs whose underlying assets consisted mainly of 
mortgage loans, consumer loans and business loans. The 
Group also has an ABCP programme, whose underlying 
portfolio consists of commercial bills of exchange. In ad-
dition, the Group is the originator of three synthetic SPVs 
whose underlying assets consist mainly of project finance 
and residential mortgage loans. 

For each of these securitisation structures, irrespective of 
the underlying product, the Santander Group obtains a rat-
ing assigned by one of the following external rating agen-
cies: Standard & Poor’s, Moody’s, Fitch and DBRS. Where 
a securitisation is placed on the market, the Group obtains 
ratings from at least two of those agencies. 

As for its investment activity, the Santander Group holds 
positions in SPVs originated by non-Group entities whose 
underlying assets consist mainly of corporate and SME 
loans and mortgage loans.

The following table details the securitisation positions is-
sued and repurchased by the Group as originator, as inves-
tor and as sponsor at 31 December 2013, in both the bank-
ing and the trading book.

 TABLE 53.  
SECURITISATION POSITIONS PURCHASED OR RETAINED. BANKING BOOK

Thousands of euros 31 Dec 2013 Thousands of euros 31 Dec 2012

Originator Investor Sponsor Originator Investor Sponsor

Issued  
positions

Retained 
positions

Purchased 
positions

Purchased 
positions

Retained 
positions

Purchased 
positions

Purchased 
positions

Posiciones 
compradas

Traditional securitisations

Residential mortgages  51,733,274    24,404,644    799,494   -  62,531,310    26,940,480    1,282,105   -

Commercial mortgages  62,277    -      27,205   -  215,890    -      49,326   -

Credit cards  -      -      177,977   -  -      -      121   -

Finance leases  426,433    426,433    -     -  580,089    580,089    -     -

Loans to corporates or to SMEs 
treated as corporates  14,179,337    13,495,370    1,502,601   -  19,541,013    18,687,161    713,892   -

Consumer loans  28,736,716    13,041,522    773,241   -  25,542,446    13,157,836    1,174,836   -

Receivables  2,273,501    1,387,385    -     -  2,992,615    1,960,079    -     -

Mortgage covered bonds  450,000    -      -     -  450,000    -      -     -

Other  3,079,616    2,299,102    638,930   -  3,786,716    3,502,109    1,328,728   -

Resecuritisations

 Securitisation positions  -      -      552,880    45,646    791,077    250,227    88,400    47,710   

Synthetic securitisations

Residential mortgages  595,512    -      -     -  815,344    790,562    -     -

Others  1,170,970    1,017,999    -     -  1,282,458    1,115,242    -     -

TOTAL 102,707,636 56,072,455 4,472,328 45,646 118,528,957 66,983,784 4,637,408 47,710

Note: Under the IRB approach the securitisation positions are before deductions.
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 TABLE 54.  
SECURITISATION POSITIONS PURCHASED OR RETAINED. TRADING BOOK

Thousands of euros 31 Dec 2013 Thousands of euros 31 Dec 2012

Originator Investor Sponsor Originator Investor Sponsor

Retained 
positions

Purchased 
positions

Purchased 
positions

Retained 
positions

Purchased 
positions

Purchased 
positions

ABS PORTFOLIO

Traditional securitisations

Residential mortgages  15,645    313,813   -  38,295    242,396   -

Loans to corporates or to SMEs treated as corporates  134    37,797   -  345    48,338   -

Consumer loans  13,617    32,397   -  876    15,781   -

Other  -      39,589   - -  50,070   -

Resecuritisations

 Securitisation positions - -  86,893   - -  132,339   

CORRELATION PORTFOLIO

Synthetic baskets -  158,782   - -  128,253   -

TOTAL 29,395 582,379 86,893 39,516 484,839 132,339

Note: the mark-to-market of the trading book positions is included.

Additionally, details of the main securitisation funds origi-
nated by the Group with an outstanding balance at 31 De-
cember 2013 are shown in the following table:

 TABLE 55.  
INVENTORY OF ORIGINATED SECURITISATION SPVS WITH LARGEST OUTSTANDING BALANCE

Securitisation SPV Rate

Thousands of euros 31 Dec 2013

BALANCE ISSUED BALANCE REPURCHASED 

Senior 
tranches

Mezzanine 
tranches

First-loss 
tranches

On-balance-sheet exposures

Off-balance-
sheet 

exposures
Senior 

tranches
Mezzanine 

tranches
First-loss 
tranches

Fosse
Residential 
mortgages  10,068,922    551,873    3,646,354    -      -      3,646,354    -     

Holmes Trustee
Residential 
mortgages  10,398,165    645,892    3,034,665    -      119,947    3,034,665    -     

Langton
Residential 
mortgages  7,069,358    -      1,860,322    7,069,358    -      1,860,322    -     

Santander 
Empresas8

Loans to 
corporates or to 
SMEs treated as 
corporates  4,741    -      2,599,401    -      -      2,599,401    4,741   

Pymes 
Santander7

Loans to 
corporates or to 
SMEs treated as 
corporates  1,360,000    340,000    612,800    1,360,000    340,000    340,800    272,000   

Santander  
Empresas 10 Other assets  246,615    -      1,925,820    225,818    -      1,880,657    65,961   

SantanderDrive- 
AutoReceivables-
Trust2013-5 Consumer loans  808,450    284,831    119,183    -      -      119,183    -     

Germany-
Consumer 
2013-1UG Consumer loans  973,031    180,000    19,000    973,031    180,000    19,000    -     

UCI18
Residential 
mortgages  984,259    -      82,500    477,383    -      29,762    29,494   

UCI16
Residential 
mortgages  844,154    -      142,850    130,327    -      661    -     

GoldenBar- 
StandAlone2012-2 Consumer loans  713,551    253,957    15,668    713,551    253,957    15,668    -     

GoldenBarSecuritisation- 
ProgrammeIV2009-1 Consumer loans  648,000    152,000    76,862    648,000    152,000    43,982    32,879   
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In its securitisation activity, both as originator and as inves-
tor, the Group complies with the retention of net economic 
interest requirements of rule 56 bis of CBE 3/2008 and the 
control policy and procedure requirements for all SPVs cre-
ated after 1 January 2011. Accordingly, for all securitisations 
originated since 1 January 2011, the Group:

• constantly retains a net economic interest of no less than 
5%. 

• makes available to investors all the necessary information 
to ensure that the risks of the investment are fully known 
before the purchase and to allow the performance of the 
investment to be monitored on a regular basis. This infor-
mation includes details of the risk criteria applied to the 
securitised exposures, which in all cases are the same as 
for the non-securitised exposures on the originator’s bal-
ance sheet.

Similarly, for investor positions in securitisations originated 
since 1 January 2011, the Group:

• carries out due diligence to ensure that the risks of the 
investment are known before purchase and to be able to 
monitor the performance of the investment on a regular 
basis.

• checks that originator of the securitisations retains a net 
economic interest of no less than 5%.

As the Santander Group complies with these requirements, 
no capital surcharge is applied.

The Group’s securitisation activity during 2013
In 2013 the Group originated 26 traditional SPVs. The secu-
rities they issued were backed 70% by consumer loans and 
24% by business loans. 

In the total securitisations originated in 2013, the Group 
retains 47% of the securitisation positions. In only one of 
the SPVs originated in 2013 is there significant credit risk 
transfer.
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 TABLE 56.  
INITIAL BALANCE, BY TYPE OF UNDERLYING, OF THE SECURITISATION POSITIONS OF SPVS ORIGINATED IN 2013

TYPE OF UNDERLYING ASSET

Thousands of euros 31 dec 2013 Thousands of euros 31 dec 2012

Initial balance
Repurchased  

balance Initial balance
Repurchased  

balance

Traditional securitisations

Residential mortgages 767,000 758,444 - -

Loans to corporates or to SMEs treated as 
corporates 4,990,000 4,805,477 5,064,000 5,064,000

Consumer loans 14,618,290 4,593,199 12,010,446 4,108,042

Others 381,637 10,617 - -

TOTAL 20,756,927 10,167,737 17,074,446 9,172,042

The Group’s securitisation activity was concentrated in:

• United States issued 29% of the securitisation positions of 
the SPVs originated in 2013.

• Europe: Spain accounted for 34% of the Group’s issues. 
Also noteworthy were the issues by Consumer Finance 
Germany and the UK, which respectively accounted for 
19% and 5% of the Group’s issues in 2013.

The following chart shows the geographical distribution of 
the SPVs originated in 2013.

  GEOGRAPHICAL DISTRIBUTION  
OF THE SECURITISATION SPVS
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9. MARKET RISK

9.1.  Activities subject to market risk

  The following chapter provide information about 
activities subject to market risk and describe the 
evolution of market risks and results in 2013, 
distinguishing between trading activity and structural 
risks. The various methodologies and metrics used in the 
Santander Group are also described.

The measurement, control and monitoring of market risk ex-
tends to all operations exposed to changes in market prices. 
This risk arises from changes in the risk factors (interest rate, 
exchange rate, equities, credit spread and commodity prices 
and the volatility of each of these factors) and from the 
liquidity risk of the various products and markets in which 
the Group operates.

The activities are segmented according to the purpose of 
the risk involved:

a) Trading: This includes financial services for customers 
and trading and the taking of positions, mainly in fixed-
income, equity and currency products.

b) Structural risks: These are composed of the market risks 
inherent in the balance sheet, not including the trading 
book, namely:

• Structural interest rate risk: This risk arises from mis-
matches in the maturities and repricing of all the balance 
sheet assets and liabilities. 

• Structural foreign currency risk/hedges of results: 
Foreign currency risk arising from the currency in which 
investments in the consolidated and non-consolidated 
companies are made (structural exchange rate). This cat-
egory also includes positions taken to hedge the foreign 
currency risk on future results generated in currencies 
other than the euro (hedges of results).

• Structural equity risk: This includes equity investments 
in non-consolidated financial and non-financial compa-
nies, and the available-for-sale portfolios of equity posi-
tions.

9.2. Trading

The basic metric used to control market risk in trading op-
erations in the Santander Group during 2013 was value at 
risk (VaR). VaR measures the maximum expected loss for a 
given confidence level and time horizon.

VaR is used because it is easy to calculate and because it 
provides a good reference for the level of risk incurred. In 
addition, other measures are used to give greater control 
over the risks in the markets in which the Group operates.

One of these other measures is scenario analysis, which con-
sists of defining alternative behaviours for various financial 
variables and determining the impact on results when these 
scenarios are applied to the Group’s activities. The scenarios 
may replicate past events (such as crises) or, conversely, they 
may describe plausible scenarios unrelated to past events. At 
least three types of scenarios are defined, plausible, severe 
and extreme. Together with VaR, these three scenarios pro-
vide a much more complete spectrum of the risk profile.

In line with the principle of business unit independence, the 
market risk area monitors positions daily, both at individual 
unit level and globally, exhaustively controlling for changes 
in portfolios so as to detect any incidents and correct them 
immediately. The preparation of a daily income statement is 
an excellent risk indicator, insofar as it helps to identify the 
impact that changes in financial variables have had on the 
portfolios.



130 2013 PILLAR III DISCLOSURES

Lastly, derivatives and credit management activities, being 
atypical, are controlled daily using specific measures. In 
the case of derivatives, controls are conducted of sensitiv-
ity to fluctuations in the price of the underlying (delta 
and gamma), volatility (vega) and time (theta). For credit 
management activities, measures such as spread sensitivity, 
jump-to-default, exposure concentrations by rating level, 
etc. are subjected to systematic review.

9.2.1. Value at Risk
Santander Group’s VaR calculation methodology consists 
of historical simulation with a 99% confidence level and a 
one-day horizon. Statistical adjustments are made to enable 
swift and efficient incorporation of the most recent events 
affecting the levels of risk assumed. Currently, all units use 
historical simulation with full revaluation, except for market 
risk Spain, which, though it uses this methodology for cer-
tain portfolios, applies historical simulation using a Taylor se-
ries approximation for the bulk of its portfolios. The Group 
uses a two-year window, or 520 daily readings, obtained 
retrospectively from the reference data of the VaR calcula-
tion. Two figures are calculated each day, one by applying 

an exponential decline factor that gives a smaller weighting 
to the earliest readings, and another with uniform weight-
ings for all observations. The reported VaR is the higher of 
these two figures.

At year-end 2013 the Santander Group had authorisation 
from the Bank of Spain for the use of the internal market 
risk model for the calculation of regulatory capital in the 
trading books of Santander Spain, Chile, Portugal and 
Mexico. 

The Group’s aim is to gradually extend this approval to the 
other units that have a trading portfolio, in line with the 
gradual implementation plan submitted to the Bank of 
Spain. The total regulatory capital figure using the inter-
nal model is calculated as the linear sum of the individual 
regulatory capital figures of the units that have Bank of 
Spain approval, that is, without considering diversification 
between units.
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 TABLE 57.  
VAR BY GEOGRAPHY

One day-time horizon

Millions of euros. December 2013

Minimun Average Maximum  Year-end

Total trading Total 9.4 17.4 25.6 13.1

Diversification effect (9.6) (16.2) (34.7) (12.3)

Interest rate VaR 8.1 12.7 21.3 8.5

Equity VaR 2.1 5.6 11.7 4.7

FX VaR 1.6 5.4 14.5 4.7

Credit spread VaR 6.1 9.6 16.4 7.2

Commodities VaR 0.1 0.3 0.7 0.3

Europe Total 8.2 13.9 21.6 9.9

Diversification effect (7.6) (14.1) (26.8) (9.0)

Interest rate VaR 6.1 9.3 18.5 6.6

Equity VaR 1.6 4.3 9.2 2.6

FX VaR 1.4 5.2 14.2 3.7

Credit spread VaR 4.2 9.0 15.1 5.8

Commodities VaR 0.1 0.3 0.7 0.3

Latin America Total 3.9 11.1 24.1 6.9

Diversification effect (1.2) (5.3) (16.1) (6.7)

Interest rate VaR 3.6 9.6 22.1 5.9

Equity VaR 0.8 3.2 8.1 2.9

FX VaR 0.7 3.5 11.7 4.7

US & Asia Total 0.4 0.8 1.7 0.5

Diversification effect 0.0 (0.4) (1.1) (0.2)

Interest rate VaR 0.3 0.7 1.5 0.5

Equity VaR 0.0 0.1 1.8 0.0

FX VaR 0.1 0.4 1.2 0.2

Global activities Total 0.9 1.5 2.3 2.0

Diversification effect (0.1) (0.3) (0.8) (0.5)

Interest rate VaR 0.2 0.3 0.6 0.4

Equity VaR 0.9 1.5 2.3 2.1

FX VaR 0.0 0.1 0.1 0.0

In summary, the average VaR of the Group’s market trading 
activity in 2013, was EUR 17.4 million, despite the continued 
high volatility in the markets due to the European sovereign 
crisis. Furthermore, in comparison with other comparable 
financial groups, the Group can be said to maintain a low 
trading risk profile. By managing this profile dynamically, the 
Group is able to adapt its strategy to exploit opportunities in 
an environment of uncertainty.

Note: For further information on the distribution and historical 
evolution of VaR and on structured instruments, see section 7.2 of the 
Risk Management Report within the Annual Report.

9.2.2. Stressed VaR
The methodology for calculating the stressed VaR is the 
same as that used for calculating VaR, except for two differ-
ences:

• Historical window of observations of the factors: in the 
stressed VaR calculation a window of 250 data readings is 
used, instead of the 520 used for computing the ordinary 
VaR measure.

• Unlike the method used for the ordinary VaR calculation, 
the stressed VaR is not obtained as the higher of the per-
centile with uniform weighting and the percentile with an 
exponential decline factor; instead, the uniform weighting 
percentile is used directly.
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All other aspects of the methodology and inputs for calcu-
lating the stressed VaR are the same as for the VaR.

With respect to determining the period of observations, 
Methodology has analysed the history of a subset of market 
risk factors selected on the basis of an expert analysis of the 
most significant positions in the books. The scope considered 
was the treasury departments for which there was Bank of 
Spain approval for the use of the internal model at 31 De-
cember 2013: Santander Spain, Chile, Portugal and Mexico.

9.2.3. Incremental risk charge
Pursuant to the recommendations of the Basel Committee 
on Banking Supervision and applicable rules, an additional 
metric is calculated in relation to the credit risk inherent in 
the trading portfolios: the incremental risk charge (IRC).

The IRC is intended to measure the rating migration risk 
and any incremental default risk that is not captured by VaR 
through changes in credit spreads. The IRC metric is calcu-
lated, where applicable, for public and private fixed-income 
bonds, bond derivatives and credit derivatives.

The method used to calculate the IRC, which in essence is 
similar to that applied to the credit risk of non-trading book 
exposures, is based on direct measurements on the loss 
distribution at the 99.9th percentile. The IRC calculation 
methodology uses a loss distribution generated by Monte 
Carlo simulation and based on a mapping induced by credit 
drivers. 

Santander uses a 99.9% confidence interval and a one-year 
capital horizon to calculate the IRC. 

9.2.4. Stress testing
Various types of stressed scenarios are currently applied: 

• VaR scenarios: market variables simulated within three 
and six standard deviations either side of the mean. These 
scenarios help define the risk profile of a portfolio.

• Historical scenarios: scenarios are constructed on the 
basis of relevant historical events and are used to forecast 
maximum losses that would occur if these events were 
repeated. 

• Severe crisis scenarios: extreme scenarios are used based 
on movements in market variables that do not correspond 
to an historical scenario.

• Plausible scenarios: another alternative is to perform the 
stress test using scenarios based on expectations of future 
market performance. These expectations are based on 
scenarios that are not as extreme as in the case of the 
stressed scenarios.

When defining the scenarios in which the portfolios are to 
be tested, a distinction is made between two cases:

• Global scenarios which are common to all units. These are 
defined globally and each unit is responsible for calculat-
ing the movements of the variables that apply to them. 

• “Abrupt crisis”: an ad hoc scenario with sudden jolts 
to markets. Rise in interest rate curves, steep drops in 
stock markets, strong dollar appreciation against all oth-
er currencies, spike in volatility and in lending spreads.

•  “9-11 crisis”: historical scenario of the 11 September 
2001 attacks, with major impact on US and world mar-
kets. This is subdivided into two scenarios: I) maximum 
accumulated loss up to the worst moment of the crisis, 
and II) maximum one-day loss. Both scenarios posit 
plunges in stock markets, interest rate declines in the 
core markets and increases in emerging markets, and 
dollar appreciation against all other currencies.

• “Subprime crisis”: historical scenario of the crisis trig-
gered in the market on the heels of the subprime 
mortgage crisis in the US. The analysis seeks to capture 
the impact on results of the liquidity crunch in the mar-
kets. The scenarios have two different time horizons: 1 
day and 10 days: both scenarios posit plunges in stock 
markets, interest rate declines in the core markets and 
increases in emerging markets, and dollar appreciation 
against all other currencies

• “Sovereign crisis”: a more severe historical scenario than 
the one applied by the CEBS between 15 April and 1 
September 2010 to measure banks’ capacity to with-
stand market shocks. Given the Group’s international 
scope, four differentiated geographical zones are con-
sidered (USA, Europe, Latam and Asia) and the scenario 
assumes increases in interest rate curves, declines in 
stock markets and in their volatilities, widening lending 
spreads, and depreciation of the euro and Latam and 
appreciation of Asian currencies against the dollar.

A consolidated monthly stress test is prepared, with explana-
tions of the main variations in the results for the different sce-
narios and units, under the supervision of the global market 
risk committee. An alert mechanism is also established, so 
that when a scenario returns a loss that is high by historical 
standards or in terms of the capital consumed by the portfo-
lio in question, the relevant business head is notified.

The stress test is performed by applying the same method-
ologies for all sub-portfolios covered by the internal market 
risk model. 
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The table below shows the results at 31 December 2013, 
broken down by risk factor (interest rate, equities, foreign 
currency, credit spread and commodities and the volatility for 
each), in a scenario in which volatility equivalent to six stand-
ard deviations in a normal distribution is applied. The scenario 
is defined by taking for each risk factor the change that pro-
duces the highest potential loss in the global portfolio. 

 TABLE 58.  
STRESS SCENARIO: MAXIMUM VOLATILITY (WORST CASE)

Millions of euros. December 2013

Interest  
rates Equities

Exchange  
rates

Credit  
Spread Commodities Total

Total -51.3 -21.5 -27.3 -30.3 -0.2 -130.6

Europe -17.2 -7.7 -14.5 -24.5 -0.2 -64.1

Latin America -30.4 -13.8 -12.7 0.0 0.0 -56.9

United States -2.5 0.0 -0.1 0.0 0.0 -2.6

Global activities -1.2 0.0 0.0 -5.8 0.0 -7.0

The results of the analysis show that in the scenario stressed 
by the movements assumed here, the Group would incur 
an economic loss in its trading portfolios of EUR 130.6 mil-
lion in mark-to-market (MtM) terms. This loss would be 
distributed between Europe (interest rates, exchange rates 
and credit spreads) and Latin America (interest rates and 
equities). 

9.2.5. Backtesting
The overall objective of backtesting is to check the accuracy 
of the VaR calculation model, i.e. to accept or reject the 
model used for estimating the maximum loss of a portfolio 
for a given confidence level and time horizon.

Backtesting is performed at local level by the local market 
risk control units. The market risk consolidation unit is re-
sponsible for backtesting reporting at consolidated level. It 
is important to note that the backtesting methodology is 
applied identically to all the sub-portfolios covered by the 
internal market risk model. 

The backtesting exercise consists of comparing the VaR 
forecasts, given a certain confidence level and time horizon, 
with the actual losses incurred over a time horizon equal to 
the VaR time horizon. 

Three types of backtesting have been defined:

• Clean backtesting: the daily VaR is compared with the re-
sults obtained without taking into consideration intraday 
results or the changes in the positions of the portfolio. 
This method is used for checking the accuracy of the indi-
vidual models used for valuing and measuring the risks of 
various positions.

• Dirty backtesting without mark-ups or fees and commis-
sions: the daily VaR is compared with the net results of 
the day, including the results of the intraday operations, 
excluding those generated by mark-ups and fees and 
commissions. This method is designed to provide an idea 
of the intraday risk assumed by the Group’s treasury de-
partments.

In order to calibrate and control the effectiveness of the in-
ternal market risk measurement and management systems, 
in 2012 the Group regularly performed the required bench-
mark tests and analyses, with the conclusion that the model 
was reliable.

Number of exceptions
An exception occurs whenever the losses or gains observed 
in a day exceed the VaR estimate. The number (or percent-
age) of exceptions recorded is one of the most intuitive 
indicators for establishing a model’s accuracy. 

The confidence level for the VaR is one measure of the num-
ber of exceptions expected during a given time window. For 
example, if the daily VaR is calculated at 99% confidence, 
the percentiles of interest are the 1st and the 99th percen-
tiles of the P&L distribution, and so we should expect 2% of 
exceptions during the days studied (1% due to excess profit 
and 1% due to excess loss). 

A significantly larger or smaller than expected number of ex-
ceptions may be, but is not necessarily, a sign of problems in 
the VaR model used. The P&L data readings and estimated 
VaR can be used to construct a hypothesis-testing method 
to check the validity of that relation.
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Time between exceptions
The confidence level for the VaR is one measure of the num-
ber of exceptions expected during a given time window. For 
example, if the daily VaR is calculated at 99% confidence 
(1st and 99th percentiles), we may expect a mean time of 
approximately 50 days between exceptions.

Similarly to what was explained in relation to the frequency 
of exceptions, hypothesis-testing can be done based on the 
time between exceptions as a means of validating the VaR 
model.

Breadth between exceptions
Whereas the VaR predicts with a certain probability the risk 
that is assumed, the average excess (or expected shortfall) 
is a predictor, for that probability, of the average loss once 
the VaR has been exceeded. This study should be included 
when analysing the backtesting report in order to obtain 
the size of the potential losses that exceed the VaR level.

Daily VaR/P&L relationship
To validate the VaR model, it is not enough to analyse the 
number and type of exceptions that occur in a given time 
frame. Other indicators must be observed in order to ensure 
the model’s consistency. One such indicator is the daily 
VaR/P&L relationship. 

This relationship is defined as follows:

• The P&L figure, as a percentage of VaR, on all the days on 
which there are no exceptions (losses or gains).

• Calculation of the arithmetic mean of these figures.

The percentage should be close to a value determined by 
the VaR confidence level, because the higher the chosen 
confidence level, the higher the VaR estimate (and the small-
er the P&L results as a percentage of that estimate).

If the observed percentage is significantly larger than ex-
pected, the risk is being underestimated and the model 
should be reviewed. Conversely, if the percentage is signifi-
cantly smaller, then the risk is being overestimated and the 
VaR model should be adjusted. The latter outcome may be 
desirable, however, if the aim is to maintain conservative risk 
estimates.
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 CHILE
Millions of euros
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The table below shows the number of exceptions at 
31/12/2013 for the units with internal model approval:

Exceptions
Model  
status

Spain 0 Valid

Chile 1 Valid

Portugal 2 Valid

Mexico 2 Valid

The exception in Chile is the result of high volatility of the 
CLP/USD exchange rate on 6/12/2013. The exceptions in 
Portugal are the result of high volatility of the euro curve 
on 28/1 and 20/6. And the exceptions in Mexico are due to 
high volatility in the long-term Mexican peso curve on 20/6 
and the sharp fall in the UDI curve on 27/6.

As can be observed, in all the units the number of excep-
tions is less than four, so the incremental risk charge based 
on the number of backtesting exceptions was 0.

Valuation adjustments
The fair value of a financial instrument is calculated using 
the appropriate valuation model. Valuation adjustments may 
be needed, however, when no market quotations are avail-
able for price comparison purposes. 

Sources of risk include uncertain model parameters, illiquid 
issuers of underlying assets, poor quality market data or 
unavailable risk factors (sometimes the best alternative is to 
use limited models with controllable risk). In such situations, 
calculating and applying adjustments to the valuation is a 
common practice in the industry. It is done by Santander to 
take account of the sources of model risk described below:

• For fixed-income markets, examples of model risk include 
correlation between fixed-income indices, the absence of 
modelling of stochastic basis spreads, calibration risk and 
modelling volatility. Other sources of risk arise from the 
estimation of market data.

• In equity markets, examples of model risk include model-
ling the forward skew and the impact of stochastic inter-
est rates, correlation and multi-curve modelling. Risk may 
also derive from managing hedges of digital payments, 
callables and barriers. Consideration also needs to be giv-
en to risk sources that arise from the estimation of market 
data such as dividends and correlations for quanto options 
and composites on baskets.

• For specific financial instruments tied to home mortgage 
loans guaranteed by financial institutions in the United 
Kingdom (which are regulated and financed in part by the 
government) and derivatives over underlying property as-
sets, the Halifax House Price Index (HPI) is the main input. 
In these cases, the assumptions include estimates regard-
ing the future growth and volatility of the HPI, mortality 
rate and implicit credit spreads.

• Inflationary markets are exposed to model risk due to un-
certainty regarding modelling of the correlation structure 
between different inflation rates (consumer price indices). 
Another source of risk may come from the bid-offer 
spread of inflation-linked swaps. 

• Currency markets are exposed to model risk in their 
modelling of forward skew and the impact of modelling 
stochastic interest rates and correlation for multi-asset 
instruments. Risk may also derive from market data, due 
to illiquidity in certain currency pairings. 

9.2.6.  Internal validation of the models
To assess the appropriateness of the models for manage-
ment and regulatory purposes, Internal Validation’s market 
risks unit reviews the theoretical foundations of the model, 
the quality of the data used in constructing the model, 
the way the model is used and the associated governance 
process. During 2013 several validation exercises were per-
formed in different units, most notably:

• IRC. In September 2013 the recurring validation  of the 
Incremental Risk Charge (IRC) model was concluded. The 
purpose of the validation was to assess the model status 
and issue an opinion on the proposed new methodology 
for calculating losses due to rating migration.

• UK. Various validation exercises were carried out during 
2013 as a result of a request from PRA regarding the VaR 
and Risk Not In VaR models.

• Portugal. The recurring validation of Portugal’s internal 
market risk model, which was approved by the Bank of 
Spain in 2010, was completed in December 2013.

• Chile. The recurring validation of Chile’s internal market 
risk model, which was approved by the Bank of Spain in 
2010, is in progress and will be completed in early 2014.

• Brazil. The validation of Brazil’s market risk model, at the 
request of BACEN, which initiated the review in 2012, was 
completed in March 2013.
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9.3. Structural market risk

9.3.1. Interest rate risk
The Group analyses the sensitivity of the net interest margin 
and market value of equity to changes in interest rates. This 
sensitivity arises from maturity and interest rate repricing 
gaps in the various balance sheet items.

Financial measures are adopted to bring this position into 
line with that desired by the Group, based on the balance-
sheet interest rate position and taking the market situation 
and outlook into account. These measures can range from 
position taking in the markets to redefining the interest rate 
characteristics of commercial products. 

The metrics used by the Group to control interest rate risk 
in these activities are the interest rate gap, the sensitivity of 
the net interest margin and the market value of equity to 
changes in interest rates, the duration of equity, and value 
at risk (VaR), for the purpose of calculating economic capi-
tal.

 Interest rate gap of assets and liabilities
Interest rate gap analysis focuses on lags or mismatches 
between changes in the value of assets, liabilities and off-
balance sheet items. It provides a basic representation of 
the balance sheet structure and allows detection of interest 
rate risk arising from concentrations of maturities. It is also a 
useful tool for estimating the impact of possible interest rate 
movements on the net interest margin and the market value 
of equity.

All on and off-balance sheet items must be disaggregated 
by their flows and looked at in terms of repricing/ maturity. 
Where an item does not have a contractual maturity, an 
internal model of analysis and estimates of duration and 
sensitivity are used. 

Sensitivity of the net interest margin (NIM)
The sensitivity of the net interest margin measures the 
change in expected accruals over a given period (12 months) 
in response to a shift in the yield curve.

It is calculated by simulating the net interest margin, both 
for a scenario of a shift in the yield curve as well as for the 
current situation. The sensitivity is the difference between 
the results of these two calculations.

Sensitivity of the market value of equity (MVE)
The market value of equity (MVE) is a complementary meas-
ure to NIM sensitivity.

It measures the interest rate risk implied in the market value 
of equity, based on the impact that a change in interest 
rates will have on the current value of financial assets and 
liabilities.

Treatment of liabilities with no specified maturity
In the corporate model, the total volume of accounts with 
no specified maturity is divided into stable balances and 
unstable balances. 

The separation between stable and unstable balances is 
done using a model based on the relationship between the 
balances and their moving averages.

This simplified model is used to obtain the stream of month-
ly cash flows from which the NIM and MVE sensitivities are 
calculated.

The model requires a variety of inputs, which are briefly 
listed below:

• Parameters proper to the product.

• Customer behaviour parameters (which combine analy-
sis of historical data with expert business judgement).

• Market data.

• Historical portfolio data.

Treatment of the prepayment of certain assets
At present, the prepayment issue at the Group mainly af-
fects fixed-rate mortgages in units where the interest rate 
curves of relevance for the balance sheet (namely, for the 
fixed-rate mortgage loans investment portfolio) are at low 
levels. In these units the prepayment risk is modelled and 
can be applied, with some changes, to assets with no speci-
fied maturity (credit card businesses and similar). 

The usual option valuation techniques cannot be applied 
directly, due to the complexity of the factors that determine 
prepayment by obligors. Option valuation models must 
therefore be combined with empirical statistical models de-
signed to capture prepayment behaviour. The following are 
some of the factors that influence prepayment behaviour:
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• Interest rates: the differential between the fixed rate of 
the mortgage and the market rate at which it could be 
refinanced, net of cancellation and arrangement costs. 

• Seasoning: pre-payment tends to be low at the start of 
the instrument’s life cycle (signing of the contract), and 
then increases and stabilises as time passes.

• Seasonality: prepayments usually take place on particu-
lar dates.

• Burnout: the speed of prepayment tends to decrease as 
the maturity date draws closer, which includes:

a) Age: indicates lower prepayment rates.

b) Cash pooling: defines loans that have already survived 
various waves of interest rate falls as being more stable. 
In other words, when a portfolio of loans has already 
been through one or more cycles of downward rates 
and, therefore, of high pre-payment levels, the “surviv-
ing” loans have a significantly lower pre-payment prob-
ability.

c) Other: geographical mobility, demographic and social 
factors, disposable income, etc.

The set of econometric relationships intended to capture 
the effect of all of these factors is the probability of prepay-
ment of a loan or pool of loans and is known as the prepay-
ment model. 

Value at risk (VaR)
The VaR for balance sheet activity and investment portfolios 
is calculated with the same standard as for trading portfoli-
os: historical simulation with a confidence level of 99% and 
a one-day horizon. As with the trading portfolios, a time 
window of two years, or 520 daily readings, backwards in 
time from the VaR calculation reference date, is used. 

Impact of interest rate fluctuations on the market 
value of equity and the net interest margin

Europe and United States
In general, in these mature markets, set in a low-interest-
rate environment, the general positioning has been to main-
tain balance sheets with positive sensitivity to short-term 
interest rate rises for the net interest margin (NIM). In the 
case of the market value of equity (MVE), the direction of 
risk is determined by long-term interest rate expectations in 
each market, based on indicators of economic trends.

In any event, the exposure in all countries is small in relation 
to the annual budget and the equity figure. Furthermore, 
the more general trend during 2013 has been to maintain or 
reduce exposure.

At the close of December 2013 the one-year NIM sensitivity 
to 100 basis point parallel shifts was concentrated in the 
euro, US dollar and pound sterling rate curves. The units 
that contirbuted most to NIM sensitivity were the parent 
bank, with EUR 111 million, the US subsidiary, with USD 54 
million, and Santander UK, with GBP 39 million. The NIM 
sensitivity of the rest of the convertible currencies was not 
significant.  

Rest: Portugal, SCF, SCUSA, Poland and BPI

Parent bank
70.0%

Rest
0,4%

UK
21.3%

USA
8.4%

 NIM SENSITIVITY TO 100 BP
% of total

 
At that same date, the most significant MVE sensitivity to 
parallel variations of 100 basis points was for the euro yield 
curve in the parent bank, calculated at EUR 1,478 million. 
The figures for the dollar and pound sterling curves were 
USD 285 million and GBP 16 million, respectively.

Rest: Portugal, SCF, SCUSA, Poland and BPI

 MVE SENSITIVITY TO 100 BP
% of total

Parent bank
86.1%

Rest
6.5%

UK
0.7%

USA
6.7%

The tables below give a maturity breakdown of on-balance-
sheet interest rate risk in Santander Parent Company and 
Santander UK at December 2013.  
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 PARENT BANK:  INTEREST RATES REPRICING GAP1 (31 DECEMBER 2013)
Million euros

Total 3 months 1 year 3 years 5 years > 5 years Non sensitive

Assets 408,298 163,941 78,854 23,913 12,690 21,056 107,844

Liabilities 408,298 139,231 73,936 72,089 24,836 33,441 64,766

Off-balance sheet - (15,974) (2,378) 13,411 3,509 1,433 -

Net gap - 8,736 2,540 (34,766) (8,637) (10,952) 43,078

 SANTANDER UK: INTEREST RATES REPRICING GAP2 (31 DECEMBER 2013)
Million euros

Total 3 months 1 year 3 years 5 years > 5 years Non sensitive

Assets 287,814 190,079 21,650 48,057 12,761 301 14,966

Liabilities 287,814 182,894 38,628 23,061 14,815 638 27,778

Off-balance sheet - 407 8,555 (4,970) (3,790) (187) (15)

Net gap - 7,591 (8,423) 20,026 (5,843) (524) (12,828)

 
Overall, the gaps by maturity bucket are kept at very low 
levels relative to the size of the balance sheet, with the aim 
of minimising interest rate risk.

Latin America
Due to differences in the macroeconomic context and de-
gree of maturity of these markets, the net interest margin 
(NIM) positioning was not uniform for the entire region. 
Thus, there are some geographies where balance sheets 
remained positioned for interest rate rises and others where 
they remained positioned for interest rate falls. 

As regards MVE sensitivity, balance sheets were generally 
positioned so that the average life of assets was longer than 
for liabilities (negative sensitivity to rate rises).

During 2013 risk has been reduced or maintained in the main 
geographies. In any event, the exposure in all countries is 
small in relation to the annual budget and the equity figure.

NIM MVE

Dec 12 Mar 13 Jun 13 Sep 13 Dec 13

89

916

101

663

126

754

94

757

103

718

 EVOLUTION OF THE LATIN AMERICAN STRUCTURAL 
INTEREST RISK PROFILE
Sensitivity of NIM and MVE to 100 b.p. Million euros.

 
For Latin America as a whole, risk consumption at Decem-
ber 2013, measured in NIM sensitivity to 100 basis point 
increments3, was EUR 103 million (EUR 89 million at De-
cember 2012). As can be seen from the chart below, more 
than 95% of the risk was concentrated in three countries: 
Brazil, Chile and Mexico.  

1. Aggregate gap of all currencies in the balance sheet of Santander parent 
bank, expressed in euros.
2. Aggregate gap of all currencies in the balance sheet of Santander UK, 
expressed in euros.
3. Betas are used to aggregate the sensitivities of different curves. 
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Rest: Argentina, Panama, Peru, Puerto Rico, Santander Overseas and Uruguay

 NIM SENSITIVITY TO 100 BP
% of total

Brazil
53.7%

Rest
2.9%

Chile
15.8%

Mexico
27.6%

At the close of December 2013 risk consumption for the 
region, measured in MVE sensitivity to 100 bp increments4, 
was EUR 718 million (EUR 916 million at December 2012). 
As can be seen in the chart, more than 90% of the MVE 
risk is concentrated in three countries: Brazil, Chile and 
Mexico. 

Rest: Argentina, Panama, Peru, Puerto Rico, Santander Overseas and Uruguay

 MVE SENSITIVITY TO 100 BP
% of total

Brazil
58.4%

Mexico
19.7%

Chile
14.3%

Rest
7.6%

The tables below give a maturity breakdown of on-balance-
sheet interest rate risk in Brazil at December 2013.

 

 BRAZIL: INTEREST RATE REPRICING GAP5

Million euros 31 December 2013

Total 3 months 1 year 3 years 5 years > 5 years Non sensitive

Assets 158,399 71,197 22,683 19,896 9,169 7,428 28,027

Liabilities 158,399 88,456 17,659 10,495 3,473 3,371 34,945

Off-balance sheet - 5,293 1,101 -6,854 302 159 -

Gap - -11,967 6,126 2,547 5,997 4,216 -6,918

4.   Betas are used to aggregate the sensitivities of different curvess.
5.  Aggregate gap of all currencies in the balance sheet of Brazil, expressed in euros..
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VaR for balance sheet structural interest rate
Besides interest rate sensitivity (movements of +/- 25, +/-50, 
+/-75 and +/- 100 bp are assessed), Santander uses other 
methods to monitor the structural interest rate risk on the 
balance sheet, including scenario analysis and the VaR cal-
culation, using a methodology similar to that used for the 
trading portfolios.

For the last three years, the average, minimum, maximum 
and last VaR values for structural interest rate risk were as 
shown in the following table:

 BALANCE SHEET STRUCTURAL INTEREST RATE RISK (VAR)
VaR at 99% with a time frame of one day. Million euros

2013

Mini-
mum Average  

Maxi-
mum   

Year-
end

Structural interest 
rate risk (VaR)* 580.6 782.5 931.0 681.0

Diversification impact (142.3) (164.7) (182.0) (150.3)

Europe and US 607.7 792.5 922.0 670.0

Latin America 115.2 154.6 191.0 161.3

2012

Mini-
mum Average  

Maxi-
mum   

Year-
end

Structural interest 
rate risk (VaR)* 361.7 446.4 525.7 517.5

Diversification impact (78.1) (124.4) (168.1) (144.9)

Europe and US 334.4 451.4 560.8 552.0

Latin America 105.5 119.5 133.0 110.3

2011

Mini-
mum Average  

Maxi-
mum   

Year-
end

Structural interest 
rate risk (VaR)* 256.0 273.1 328.1 238.1

Diversification impact (97.9) (116.8) (109.6) (99.3)

Europe and US 231.8 258.2 295.3 295.3

Latin America 122.1 131.7 142.4 132.1

* Includes VaR by credit spread in the ALCO portfolios.

The structural interest rate risk, measured in one-day VaR 
at 99%, averaged EUR 782 million in 2013. Europe and the 
United States made a significantly larger contribution to 
this figure than did Latin America. Of particular note is the 
high degree of diversification between the two areas and 
the increase in volatility in the emerging countries at the 
end of 2013.

9.3.2. Structural foreign currency risk/hedges of 
results
These activities are monitored by measuring positions, VaR 
and results on a daily basis.

9.3.3. Structural equity risk
These activities are monitored by measuring positions, VaR 
and results on a monthly basis.

Note: For further information on structural equity risk, see section 7.2 
of the Annual Report.

Complementary measures:

Calibration and testing
Backtesting consists of performing a comparative analysis 
between VaR estimates and daily clean results (i.e. profit or 
loss generated by the portfolios at the end of the preceding 
day valued at following-day prices). The aim of these tests is 
to verify and provide a measure of the accuracy of the mod-
els used to calculate VaR.

Backtesting at the Santander Group complies, at the very 
least, with the Basel Committee’s recommendations regard-
ing the verification of the internal systems used to measure 
and manage financial risks. The Santander Group also con-
ducts hypothesis tests: excess tests, normality tests, Spear-
man’s rank correlation, average excess measures, etc.

The assessment models are regularly calibrated and tested 
by a specialised unit.

Coordination with other areas
Joint efforts are made daily with other areas to mitigate 
market risk. This coordination mainly consists of reconcilia-
tion of positions, risks and results.
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Control system:

Limit setting
The limit setting process is performed together with the 
budgeting activity and is the tool used to establish the as-
sets and liabilities of each business activity. Limit setting is a 
dynamic process that responds to the level of risk appetite 
considered acceptable by senior management.

Objectives of the limits structure
The objectives of the limits structure are to:

• Efficiently and comprehensively identify and define the 
main types of financial risk incurred, so as to ensure they 
are consistent with business management and the defined 
strategy.

• Quantify and communicate to the business areas the risk 
levels and profile deemed acceptable by senior manage-
ment in order to avoid undesired risks.

• Give the business areas the flexibility to assume financial 
risks in an efficient and timely manner, in light of market 
changes, and to implement their business strategies, al-
ways within the levels of risk considered acceptable by the 
entity.

• Allow business makers to assume risks which are prudent 
yet sufficient to obtain the budgeted results.

• Define the range of products and underlyings with which 
each Treasury unit can operate, taking into account fea-
tures such as assessment model and systems, liquidity of 
the instruments involved, etc.
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10. LIQUIDITY AND FUNDING RISK

10.1.  Balance sheet analysis and liquidity risk 
measurement

  This section describes the funding strategy pursued by 
the Group and its subsidiaries over the last five years, 
with special emphasis on liquidity trends in 2013. 
It shows the evolution of the liquidity management 
ratios and the business and market trends driving 
this evolution. The section also includes a qualitative 
description of the funding outlook for the Group and its 
main geographies over the year ahead. For additional 
information, see chapter 8 of the Annual Report.

Funding and liquidity decisions are made on the basis of an 
in-depth understanding of the Group’s current situation (en-
vironment, strategy, balance sheet and liquidity situation), of 
the businesses’ future liquidity needs (liquidity projections), 
and of the availability and situation of funding sources in 
the wholesale market. The aim is to ensure that the Group 
maintains optimal levels of liquidity to cover its liquidity re-
quirements in the near and long term, using stable funding 
sources, so as to optimise the income statement impact of 
the cost.

This requires monitoring balance sheet structure, making 
short and medium-term liquidity projections and establish-
ing basic metrics.

At the same time, stress tests are conducted to consider any 
additional needs that might arise as a result of various highly 
adverse, though very unlikely events. These events could 
affect the various balance sheet items or funding sources 
differently (ability to roll over wholesale funding, deposit 
outflows, impairment of liquid assets, etc.), whether due to 
global market conditions or the specific conditions facing 
the Group.

The basic metrics used to control liquidity risk fall into two 
categories: dynamic and static. Dynamic metrics include 
mainly the liquidity gap, while the main static metric is the 
net structural position of the balance sheet.

To supplement the above metrics, the Group develops vari-
ous stress scenarios.

i. Liquidity gap
The liquidity gap provides information on contractual and 
estimated cash inflows and outflows, applying hypotheses 
for a given time period. This exercise is done for each of the 
main currencies in which the Group operates.

Most notable among the various analyses carried out based 
on the liquidity gap is the analysis of wholesale funding. A 
metric based on this analysis is used to ensure that suffi-
cient liquid assets are available to cover a minimum liquidity 
horizon on the assumption that wholesale funding is not 
renewed at maturity. In Santander that horizon is set at 90 
days.

At year-end 2013 all the units were in a comfortable posi-
tion over the horizons established at corporate level for this 
scenario.

ii. Net structural position 
The objective of this metric is to determine the reasonable-
ness of the balance sheet funding structure. The Group is 
guided by the goal of meeting its structural needs (lending 
business, fixed assets, etc.) through an appropriate com-
bination of wholesale sources and a stable retail customer 
base.
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At year-end 2013 the Group had a structural liquidity 
surplus of EUR 150,000 million, equivalent to 16% of net 
liabilities, which compares very favourably with the situation 
at the start of the economic crisis (EUR 33,000 million and 
4% of net liabilities in December 2008). 

The situation of the Group’s large units was also satisfac-
tory, as they were able to meet their structural financing 
needs with stable sources of funding. Their key balance 
sheet parameters are shown below:

 MAIN UNITS AND BALANCE SHEET ITEMS
December 2013. Billion euros

Total 
assets   

Net 
loans   Deposits*   

M/LT 
funding**

Spain 280.5 159.8 184.7 67.9

Portugal 41.8 24.5 24.2 2.1

SCF 70.4 56.0 30.9 10.2

Poland 25.1 16.2 18.5 0.5

UK 323.7 231.0 187.5 66.6

Brazil 133.9 66.4 61.5 20.4

Mexico 48.4 22.3 24.7 1.6

Chile 38.6 28.8 21.0 6.8

Argentina 7.9 5.1 5.9 0.0

US 54.6 37.7 35.5 8.4

TOTAL GROUP 1,115.5 668.9 611.4 184.5

* Including retail commercial paper in Spain.
** M/LT issues in markets, securitisations and other collateralised funding in the 
market and funds taken from FHLB lines. All in their nominal value.

iii. Scenario analysis 
To supplement the above metrics, the Group develops vari-
ous stress scenarios. The main objective of analysing these 
scenarios is to identify the critical aspects in each potential 
crisis and define the management measures most likely to 
resolve the situation.

The units consider three scenarios in their liquidity analyses: 
systemic, idiosyncratic and hybrid. Given the characteristics 
of the Group, these scenarios have been adapted to ad-
ditionally take into account both a local systemic crisis and 
a global one. These three represent the minimum standard 
analysis for reporting to senior management by all the 
Group’s units. Each unit also develops ad hoc scenarios that 
replicate significant historic crises or liquidity risks specific to 
their environment.

At the end of 2013, in a scenario of potential systemic crisis 
affecting the wholesale funding of the units in Spain, San-
tander Group would maintain an adequate liquidity position 
. Specifically, the wholesale liquidity horizon metric in Spain 
(included within the liquidity gap measures) showed that the 
liquidity reserve would cover all the maturities of wholesale 
financing for a period of more than 90 days.
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10.2.  Funding strategy and evolution of 
liquidity in 2013

10.2.1. Funding strategy
The general trends in the funding and liquidity management 
strategies of Santander’s subsidiaries over the last five years 
are as follows:

• Strong liquidity generation by the retail business 
due to slower lending growth and increased em-
phasis on acquiring customer funds. Overall, in the 
five years from December 2008, the Group’s loans (with-
out repos) increased by EUR 47,000 million (+7%). 
 
At the same time, thanks to a focus on liquidity during the 
financial crisis and the ability of its branches to attract re-
tail deposits, the Group sharply increased deposits (with-
out repos but including retail commercial paper), which 
were up more than EUR 190,000 million, that is, around 
50% above the balance in December 2008 and four times 
the increase in loans over this period. All the commercial 
units increased their deposits, both those in economies 
that are deleveraging and those in growth areas, which 
matched deposit growth to the growth in lending.

• Maintain appropriate, stable levels of medium and 
long-term wholesale funding at Group level. Thus, at 
year-end 2013 medium and long-term wholesale funding 
accounted for 20% of the liquidity balance sheet, a level 
very similar to the 21% recorded in 2010 but significantly 
lower than the 28% recorded in December 2008, when 
wholesale liquidity was an abundant, low-cost resource 
worldwide.

• Ensure a sufficient volume of assets eligible for dis-
count at central banks and other public institutions 
as part of the liquidity reserve to meet stress situations in 
wholesale markets. Specifically, in recent years the Group 
increased its total discounting capacity to around EUR 
145,000 million (compared to around EUR 85,000 million 
at the end of 2008). As of December 2013 this is equiva-
lent to two and a half times the commercial gap (i.e., the 
difference between net loans and deposits), following the 
reduction in this gap as a result of the business dynamic 
already mentioned.

• High proportion of customer deposits in an essen-
tially commercial balance sheet. Customer deposits are 
the Group’s largest source of funding. At year-end 2013 
customer deposits, including retail commercial paper (given 
the role it plays in Spain as a substitute for term deposits), 
represented around two-thirds of the Group’s net liabilities 
(i.e., of the liquidity balance sheet) and 91% of net lending.
Moreover, these are highly stable funds, given that they 
come primarily from the retail customer base (88% of the 
Group’s deposits come from the commercial banks).

LiabilitiesAssets

 GRUPO SANTANDER LIQUIDITY BALANCE SHEET, 2013 
YEAR-END*
%

67%
73%

9%

18%

20%

11%
2% Short-term funding

Shareholders’ funds (8,7%) 
and other liabilities (2,7%)

Medium and long term 
funding

Customer deposits 
**Net customer 

loans

Fixed assets

Financial assets

*  Balance sheet for the purposes of liquidity management: total balance 
sheet net of trading derivatives and interbank balances.

** Including retail commercial paper in Spain.

• Diversified wholesale funding focused on the me-
dium and long term, with a very small short-term 
component. Medium and long-term wholesale funding 
accounts for 20% of the Group’s total funding and is 
amply sufficient to cover the portion of net loans that is 
not funded with customer deposits (commercial gap). This 
funding is well balanced in terms of instruments (approxi-
mately 1/3 senior debt, 1/3 covered bonds, 1/3 securitisa-
tions and the rest) and markets, so that the markets with 
the highest share of issues are those in which investor 
activity is strongest.

The charts below show the similarity between the geo-
graphic distribution of gross loans and medium and long-
term funding.

 GROSS LOANS
December 2013

Euro zone
38%

Euro zone
44%

UK
34%

UK
36%

Poland
2%

Poland
0.2%

US
6%

USA
5%

Brazil
10%

Brazil
11%

Rest of Latam 
10%

Rest of Latam 

4%

  M/LT WHOLESALE FUNDING 
December 2013

The bulk of medium and long-term wholesale funding consists 
of debt issues. The outstanding balance of debt securities in 
issue at the end of 2013 was EUR 133,000 million in nominal 
terms, and the maturities profile was appropriate, without any 
concentrations, with an average maturity of 3.7 years.
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The recent trend reflects the lower demand for liquidity on 
the part of the businesses, making it unnecessary to renew 
all the funding as it matures. Added to this is the impact of 
exchange rates, which in the last year explain around one 
quarter of the decline in volumes. The trend in medium and 
long-term funding over the last three years, broken down 
by type of instrument, and its contractual maturity profile 
are shown below.

 MEDIUM AND LONG TERM DEBT ISSUES, SANTANDER GROUP
Million euros

  Evolution of outstanding balances in nominal value

December 2013 December 2012 December 2011

Preferred shares 4,376 4,765 5,657

Subordinated debt 10,030 11,004 14,184

Senior debt 60,195 69,916 73,693

Covered bonds 58,188 67,468 68,240

TOTAL* 132,789 153,152 161,774

Distribution by maturity, December 2013*

0-1  
months

1-3  
months

3-6  
months

6-9  
months

9-12  
months

12-24 
months

2-5  
years

Over 5  
years Total

Preferred shares 0 0 0 0 0 0 0 4,376 4,376

Subordinated debt 0 0 0 0 183 142 4,130 5,576 10,030

Senior debt 882 5,649 5,332 4,451 5,057 15,907 17,055 5,862 60,195

Covered bonds 2 4,487 1,807 2,951 874 13,932 20,003 14,131 58,188

TOTAL* 884 10,136 7,139 7,403 6,114 29,981 41,188 29,945 132,789

* In the case of issues with put option in favour of the holder, the maturity of the put option will be considered instead of the contractual maturity.
Note: the entire senior debt issued by the Group’s subsidiaries does not have additional guarantees.

 
In addition to debt issues, medium and long-term wholesale 
funding also includes Federal Home Loan Banks lines in the 
United States (EUR 6,500 million borrowed at year-end) 
and the funds obtained from securitisation operations. The 
latter include securitisation bonds placed in the market, 
collateralised borrowings and other special financings for a 
total amount of EUR 45,000 million, with an average ma-
turity of around 2 years, which compares well with market 
standards.

Wholesale funding of the short-term issue programmes is a 
residual part of the structure, accounting for less than 2% 
of total funding (not including the retail commercial paper 
mentioned previously), and is more than covered by liquid 
financial assets.

At December 2013 the outstanding balance remained stable 
compared to year-end 2012 at around EUR 15,000 million, 
basically raised by the UK unit and the parent company 
through the existing issue programmes: various certificates 
of deposit and commercial paper programmes in the United 

Kingdom, 54%; European commercial paper and US com-
mercial paper of the parent company, 22%; rest of pro-
grammes in other units, 24%.

In summary, a solid funding structure, based on an essen-
tially commercial balance sheet, which allows the Santander 
Group to comfortably meet its structural liquidity needs 
(loans and fixed assets) with permanent structural resources 
(deposits, medium- and long-term funding and equity), gen-
erating a high structural liquidity surplus. 

10.2.2 Evolution of liquidity in 2013
Santander has maintained a comfortable liquidity position, 
as reflected in two basic aspects:

• Further improvement in basic liquidity ratios.
The table below shows the changes in the basic liquidity 
monitoring metrics at Group level over the last few years:
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 MONITORING METRICS, SANTANDER GROUP

2008 2011 2012 2013

Net loans/net assets* 79% 77% 74% 73%

Net loan-to-deposit ratio 150% 117% 113% 109%

Customer deposits and 
medium and long term 
funding/net loans 104% 113% 118% 119%

Short term wholesale 
funding/ net liabilities* 7% 2% 2% 2%

Structural liquidity surplus 
(% / net liabilities*) 4% 13% 16% 16%

* Balance sheet for liquidity management purposes.
Note: in 2011, 2012 and 2013 customer deposits include retail commercial 
paper in Spain (excluding from short-term wholesale funding).

At the end of 2013, compared to the previous year:

• The ratio of loans to net assets (total assets less trading 
derivatives and interbank balances) was down slightly, at 
73%, due to the decline in lending in the deleveraging 
environment in mature markets mentioned earlier. This 
figure reflects the essentially commercial nature of San-
tander’s balance sheet.

• The net loan-to-deposit (LTD) ratio stood at 109% (includ-
ing retail commercial paper), up from 113% in 2012. This 
improvement continues the trend started in 2008 (150%), 
driven by the liquidity generating and deposit taking ca-
pacity of the Group’s subsidiaries.

• The ratio of customer deposits plus medium and long-term 
funding to loans also improved, as the liquidity gener-
ated by commercial management was combined with an 
increase in the issuance and wholesale fund raising capac-
ity of the Group’s various units. The ratio reached 119% 
(118% in 2012), well above the 104% recorded in 2008.

• Meanwhile, use of short-term wholesale funding re-
mained low, below 2%, in line with previous years.

• Lastly, the Group’s structural liquidity surplus, that is, the 
excess of structural funds (deposits, medium and long-term 
funding, and capital) over structural liquidity needs (fixed 
assets and loans), stood at EUR 150,000 million at year-end 
2013. This volume covers 16% of the Group’s net liabilities, 
a percentage similar to that recorded in 2012.

This improvement in the liquidity position at Group level in 
2013 is the result of the performance of the different sub-
sidiaries. The improvement was particularly marked in the 
United Kingdom, Spain and Portugal, as reflected in the LTD 
ratio and the ratio of deposits plus medium and long-term 
funds to loans.

Spain and Portugal, both of which were subject to severe 
tensions during 2012, ended 2013 with net loan-to-deposit 
ratios of 87% and 101%, respectively, significantly improv-
ing the Group average, after increasing their relative advan-
tage during the year.

Details of the most commonly used liquidity ratios for each 
of Santander’s main management units at the end of 2013 
are given below:

 LIQUIDITY RATIOS FOR THE MAIN UNITS
December 2013. Percentages

Net loan-to-
deposit ratio

Deposits+M & LT 
funding/net loans

Spain 87% 158%

Portugal 101% 108%

Santander Consumer Finance 181% 73%

Poland 88% 117%

UK 123% 110%

Brazil 108% 123%

Mexico 90% 118%

Chile 137% 96%

Argentina 87% 116%

US 106% 116%

TOTAL GROUP 109% 119%

Note. In Spain, including retail commercial paper in deposits.

• Compliance with regulatory ratios
Lastly, in relation to regulatory ratios, it should be noted 
that in 2013 the Basel Committee approved the definitive 
implementation of the liquidity coverage ratio (LCR), defin-
ing the assets that will be eligible for inclusion in the liquid-
ity buffer and the timetable for the ratio’s phased introduc-
tion. The LCR will be introduced on 1 January 2015 with a 
60% requirement, to be increased by 10 percentage points 
each year until 2019, when it will come into full effect.

At year-end 2013 Santander Group comfortably meets the 
requirements for full application of the new liquidity cover-
age ratio, both at Group level and at the level of individual 
subsidiaries. In fact, at the end of 2013 the Group and its 
main subsidiaries had LCR ratios above 100%, calculated ac-
cording to international criteria.

These levels enable allow Santander to fully comply with the 
short-term liquidity requirements established in the capital 
requirements directive (CRD IV), approved in June 2013. 
Reporting of these requirements will become mandatory 
over a gradual phase-in period starting in 2014. The net 
stable funding ratio is still undergoing an observation 
period and is awaiting final definition. At the start of 2014 
the Basel Committee made some adjustments to both the 
numerator and the denominator of the ratio, making the 
framework generally more favourable. Of particular note 
are the improved treatment of customer deposits and the 
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reduced funding requirements for mortgages in the case of 
retail banks. Once the definition has been finalised, the ratio 
will be binding in 2018.

• Strengthened position, with a high liquidity 
reserve
This is the third key aspect reflecting the Group’s comfort-
able liquidity position during 2013.

The liquidity reserve is the stock of high quality liquid assets 
held by the Group and its subsidiaries for use as a last resort 
in situations of maximum market stress, when they are un-
able to raise funds on acceptable terms in the market.

This reserve therefore includes deposits at central banks and 
cash, unencumbered public debt, discounting capacity at cen-
tral banks, financeable assets and facilities available at official 
bodies (FHLB, etc.). All this serves to reinforce the solid liquid-
ity position enjoyed by the Group and its subsidiaries.

At year-end 2013 the Santander Group had a liquidity 
reserve of EUR 199,750 million, or more than 20% of the 
Group’s total non-equity funding. A breakdown of the 
liquidity reserve by asset type, net of haircuts, is shown 
below:

 LIQUIDITY RESERVE AT 31/12/2013
Effective value (net of haircuts) in million euros

31/12/2013 Avg. 2013 31/12/2012

Cash and holdings at central 
banks 45,091 46,829 83,908

Unencumbered sovereign 
debt 36,382 50,244 41,929

Undrawn credit lines granted 
by central banks 107,520 99,479 79,115

Assets eligible as collateral 
and undrawn credit lines 10,757 12,377 12,120

LIQUIDITY RESERVE 199,750 208,928 217,072

Note: the reserve excludes other assets of high liquidity such as listed fixed 
income and equity portfolios.

Over the year as a whole the total remained relatively stable, 
although not by component. The main changes reflect the 
repayment, over the course of 2013, of the funds taken 
from the European Central Bank in the three-year auctions 
at the end of 2011 and the beginning of 2012, which were 
basically deposited at the ECB as liquidity insurance. The 
gradual – and in the case of the Spain unit, full – repayment 
of these funds brought an increase in discounting capacity 
at central banks, while at the same time reducing the liquid-
ity held there.

At the subsidiary and liquidity management unit level, the 
main entities show adequate levels of reserves. All of them 
are able to cover more than 50% of their total volume of 
wholesale market funding, including short-term funding, 
with their liquidity reserve, except for SCF, where the per-
centage would be around 25%.

• Reduced weight of encumbered assets in funding
Lastly, it is worth noting the moderate use of encumbered 
assets in obtaining medium- and long-term funding. The 
use of such assets was down compared to the previous year.

Encumbered assets are on-balance-sheet assets that have 
been pledged as collateral or security for certain liabilities of 
the bank, mainly to obtain funding, and so are not available.

In 2013 the Group continued to reduce the volume of en-
cumbered assets on its balance sheet, with the repayment 
by the parent company of all the amounts drawn from the 
European Central Bank, together with reduced use of col-
lateralised funding by units with high liquidity reserves, such 
as the United States and the United Kingdom.

The total encumbered assets of the Group currently used 
in funding operations can be divided into two very distinct 
groups.

• One group of encumbered assets, representing around 
40% of the total, consists mainly of public debt securities 
which are used in very short-term repurchase agreements. 
This group also includes other financial assets, such as 
corporate bonds and bonds of quasi-governmental enti-
ties, as well as reverse repos, used for the same purpose. 
 
The majority of these encumbered financial assets relate 
to repo market activities and have an average maturity of 
less than three months, and so do not contribute to the 
funding of the Group’s commercial activity.

A breakdown of these assets is shown below:

 ENCUMBERED FINANCIAL ASSETS  
IN FUNDING OPERATIONS (REPOS)

December 2013

Billion 
euros

Maturity 
in years

Public debt 87 0.1

Other financial assets 5 1.3

TOTAL ENCUMBERED FINANCIAL ASSETS 92 0.2

Note: assets estimated to obtain the volume of financing with collateral 
existing at the end of the year, applying the corresponding degree of over 
collateralisation and haircut of liquidity in each case.

• The second group of encumbered assets, representing 
around 60% of the total, consists of loans that have been 
securitised or pledged as collateral in covered bonds to be 
sold to the wholesale markets. This group also includes 
the loans used in generating eligible securities for delivery 
as collateral in the central bank liquidity facilities. 
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Unlike the assets in the first group, these assets do con-
tribute to the Group medium- and long-term wholesale 
funding, with maturities between two and three years. 
The volume of these assets at year-end 2013 was around 
EUR 154,000 million, giving a “structural” encumbered 
asset ratio of 14% of the Group’s balance sheet total. 

A breakdown of these assets is shown below:

 ENCUMBERED LOANS IN FUNDING  
OPERATIONS (MEDIUM AND LONG TERM)

December 2013

Billion euros
Maturity in 

years

Securitised loans (in the market) 46 2.2

Other loans 109 2.8

TOTAL ENCUMBERED LOANS 154 2.6

Note: assets estimated to obtain the volume of financing with collateral 
existing at the end of the year, applying the corresponding degree of over 
collateralisation and haircut of liquidity in each case.

10.2.3. Outlook for 2014 
Santander Group began 2014 with a comfortable liquid-
ity position and lower issuance needs in the medium and 
long term, due to ongoing deleveraging in the developed 
markets and the more balanced growth indicated by the 
emerging markets.

Thanks to a reduced wholesale funding position in short-
term markets and fewer medium and long-term debt ma-
turities than one year earlier, the Group faces no concentra-
tions of maturities in the next few quarters. This situation, 
combined with a business dynamic that varies by area and 
market and surplus liquidity positions in some units, means 
that it is not necessary to replace all the funding as it ma-
tures – all the above in a more favourable market context 
which allows issues with tighter spreads and longer terms, 
even in geographies subject to severe tensions in recent 
years, such as the European periphery.

Consequently, in 2014 the Group has considerable flexibility 
to pursue differentiated strategies in each geography and 
unit, according to needs and business opportunities.

Spain will continue to enjoy a very comfortable liquidity 
position that will facilitate the growth of its activity. It starts 
out with a surplus of deposits over loans; wholesale markets 
are more favourable; and medium and long-term maturities 
falling due in 2014 are down 30% compared to the previ-
ous year. Portugal, assisted by improved perceptions of the 
country, could start to reduce its reliance on ECB funding.

Among the other European units, Santander Consumer Fi-
nance will continue to pursue its issuance and securitisation 
strategy, so as to increase its participation in the European 
wholesale unsecured debt and securitisation markets, 
backed by the strength of its business and the quality of its 
assets. Poland, with no wholesale debt maturities pending 
and a surplus of deposits over loans, will focus on main-
taining this comfortable situation while at the same time 
improving the return on its deposits.

In the United Kingdom, the initial surplus liquidity will be 
used to fund the unit’s growth and part of the maturities, 
while at the same time strengthening and optimising the 
deposit base. In the United States, credit growth at San-
tander Bank will continue to be accompanied by deposit 
growth, while the specialised consumer lending unit will 
continue to rely heavily on the securitisation markets to fund 
its strong growth.

In Latin America, the emphasis will continue to be on 
deposit growth to finance commercial activities, while 
strengthening issuance in wholesale markets now open to 
the Group’s large units.

Within this overall framework, various Group units took the 
opportunity of the good market conditions at the start of 
2014 to issue securities and carry out securitisations at tighter 
spreads, raising more than EUR 5,000 million of funding. The 
most active units were the United Kingdom, Santander Con-
sumer Finance, with a EUR 1,000 million issue of 24-month 
senior notes, and the specialised consumer finance unit in the 
United States. There were also issues of exceptionally high 
quality, such as the one by Chile, illustrating the level of mar-
ket interest in issues by the Group’s units.
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11. OPERATIONAL RISK

11.1 Definition and objectives

  This section describes the information systems used 
to measure and control operational risk. It includes 
a description of the main metrics and the mitigation 
measures established by the Group.

The Santander Group defines operational risk as the risk of 
loss resulting from inadequate or failed internal processes, 
human resources or systems or from external events. Unlike 
other risks, this is generally a risk that is not associated with 
products or businesses but is found in processes or assets 
and is generated internally (people, systems, processes) or as 
a result of external risks, such as natural disasters.

The aim pursued by the Group in operational risk control 
and management is primarily to identify, measure/ assess, 
control/ mitigate and report this risk.

The Group’s priority, therefore, is to identify and eliminate 
any clusters of operational risk, irrespective of whether or 
not losses have been incurred. Measurement of this risk also 
contributes to the establishment of priorities in operational 
risk management.

11.2. Information used

To measure and assess technological and operational risk, 
the Group has developed a series of quantitative and quali-
tative corporate techniques and tools, which are combined 
to perform a diagnosis based on the identified risks and 
obtain an assessment through the measurement and evalu-
ation of the area or unit.

Quantitative analysis of operational risk is performed mainly 
using tools that record and quantify the level of losses as-
sociated with operational risk events.

• An internal event database, whose purpose is to capture 
all the Group’s operational risk events. The capture of 
operational risk events is not restricted by thresholds, that 
is to say, no events are excluded on the grounds of their 
amount; and both events with accounting impact (positive 
or negative) and events without accounting impact are 
captured. 
 
Accounting reconciliation processes are in place to ensure 
the quality of the data recorded in the database; and the 
most significant operational risk events of the Group as a 
whole and of each of the Group’s operational risk units 
are specially documented and reviewed.

• An external event database, as the Group is a member of 
international consortia such as the Operational Risk Ex-
change (ORX).

Qualitative analysis of operational risk is performed using 
tools designed to assess aspects (hedging/ exposure) linked to 
the risk profile, with the aim of capturing the existing control 
environment. These tools are essentially the following:

• Process and risk map and self-assessment questionnaires. 
Appropriate risk assessments, based on managers’ expert 
judgment, provide a qualitative overview of the Group’s 
main risk areas, irrespective of whether the risks have ma-
terialised in the past or not.

• A corporate system of operational risk indicators, which 
is constantly evolving, in coordination with the internal 
control area. These indicators are statistics or parameters 
of various kinds that provide information about an entity’s 
risk exposure. They are reviewed at regular intervals to 
warn of any changes that could be indicative of risk prob-
lems.

• Audit recommendations. These provide relevant informa-
tion about inherent risk due to internal and external fac-
tors and help identify weaknesses in the controls.
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In 2013 the Group units continued to make progress in the 
implementation of risk self-assessment exercises. Their ef-
forts centred on the risk base to be assessed and the inclu-
sion of inherent and residual loss estimation, based on the 
process and risk map, in the assessment methodology. 

Specifically, experts from the various business and support 
areas assessed the risks associated with their processes and 
activities, estimating the average frequency with which risks 
materialise and their average severity. 

The exercise also included a maximum loss assessment, an 
assessment of the control environment and links to repu-
tational and regulatory risk. The information obtained is 
analysed at local and corporate level and is integrated in the 
operational risk reduction strategy through measures aimed 
at mitigating the most important risks.

Also, during 2014, as an important step towards the use of 
Advanced Measurement Approaches (AMA), a corporate 
scenario methodology will be developed (a model has al-
ready been developed in the United Kingdom unit and the 
Group is taking part in the exercise led by the ORX consor-
tium).

Operational risk information system
The Group has a corporate information system that sup-
ports the operational risk management tools and facilitates 
information and reporting functions and needs at both local 
and corporate level. 

This system has modules for event recording, risk map gen-
eration and assessment, indicators, mitigation and reporting 
systems and is applicable to all Group entities.

As part of the move towards AMA, which is expected to be 
implemented over the next few months, the Group will con-
tinue to invest in the end-to-end solution, adding elements 
that provide for its continuous improvement.

11.3.  Corporate governance and 
organisational model

The risk control and management framework follows the 
Basel guidelines and is implemented through a “three lines 
of defence” model:

• First line of defence: The business units, with Group 
support, have primary responsibility for identifying, 
managing and monitoring risks. The various corporate 
areas of the Group constitute an additional level of con-
trol over the local units’ execution of this responsibility.

• Second line of defence: independent control functions 
ensure that risks are properly identified and managed 
by the first line of defence, within the overall framework 
of action that has been established.  
 
It should be noted that during 2013 the Group rein-
forced the operational risk control function by creating 
a Non-Financial Risk Control area within the General 
Directorate of Risk to perform a complementary role 
to the control function exercised by the Integrated Risk 
Control and Internal Validation area (CIVIR).

• Third line of defence: assurance functions performed on 
a recurring basis by Internal Audit.

Implementation, integration and local adaptation of the 
policies and guidelines established by the corporate area is 
the responsibility of the local areas, through operational risk 
officers appointed in each unit.

This operational risk management framework relies on the 
knowledge and experience of the executives and profes-
sionals of the various Group units, with the local operational 
risk officers playing a particularly important role.
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The Group has established the following committees to 
manage and control technology and operational risk:

• The Corporate Technology and Operational Risk Com-
mittee, made up of the heads of the various Group divi-
sions that have responsibility for technology and opera-
tional risk management and control. The purpose of this 
committee is to provide a holistic view of operational 
risk in the Group and to establish effective measures 
and corporate criteria for operational risk management, 
measurement, monitoring and mitigation. 

• Corporate Committee of the Corporate Technology and 
Operational Risk Area: this committee meets twice a 
month to monitor projects undertaken by the Corporate 
Technology and Operational Risk Area and the Group’s 
risk exposure. It is made up of the local operational risk 
officers and representatives of Integrated Risk Control.

The Group oversees and controls technology and operation-
al risk through its governing bodies. Salient operational risk 
management and mitigation issues are regularly addressed 
in meetings of the Group’s board of directors, executive 
committee and management committee.

Furthermore, each year, through approval by the board risk 
committee, the Group sets annual operational risk limits. A 
risk appetite is set, which must be in the low or medium-low 
profiles, defined in terms of various ratios. Limits are set for 
each country and for the Group as a whole, based on the 
gross loss to gross income ratio. In addition, the status of 
operational risk control in each country is assessed based on 
internal indicators.

The Santander Group’s operational risk management model 
is represented in the following diagram: 

Identification 
of risks

Technological support tools

Policies, Procedures and Methodologies

Measurement 
Assessment

Control 
Mitigation Information

The phases of the technology and operational risk manage-
ment model are as follows:

• Identify the operational risk inherent in all the Group’s 
activities, products, processes and systems.

• Measure and assess operational risk objectively, continu-
ously and in line with regulatory (Basel II, Bank of Spain) 
and industry standards, setting risk tolerance levels.

• Continuously monitor operational risk exposures, establish 
control procedures, increase internal awareness and miti-
gate losses.

• Establish mitigation measures that eliminate or minimise 
operational risk.

• Generate regular reports on operational risk exposure and 
the level of operational risk control for senior manage-
ment and the Group’s areas and units, as well as for the 
market and regulatory bodies.

• Define and implement systems, integrated in the Group’s 
day-to-day management, for monitoring and controlling 
operational risk exposures, using existing technology and 
automating the applications to the maximum.

• Define and document operational risk management poli-
cies and implement operational risk management meth-
odologies that comply with regulations and best practices.

The Santander Group’s operational risk management model 
provides the following benefits:

• Integrated, effective operational risk management (iden-
tification, measurement/ assessment, control/ mitigation 
and reporting).

• Improved knowledge of actual and potential operational 
risks and better mapping of risks to business and support 
lines.

• Operational risk information can be used to improve pro-
cesses and controls and reduce losses and revenue volatility.

• It helps set operational risk appetite.

Almost all the Group’s units have adopted the model, with 
a high degree of uniformity. However, the different imple-
mentation rates, phases and timetables and the varying his-
torical depth of the units’ databases translate into differing 
degrees of progress in the different countries.

Generally speaking, all the Group’s units have continued to 
improve every aspect of operational risk management, as 
Internal Audit’s annual review shows.

The main functions created, activities undertaken and global 
initiatives adopted in recent years to ensure effective man-
agement of operational and technology risk are summarised 
below:

• Definition and implementation of the corporate tech-
nology and operational risk management framework.

• Appointment of lead coordinators and creation of op-
erational risk departments in the local units.

• Training and exchange of experiences: communication 
of best practices within the Group.
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• Fostering of mitigation plans: control of both the imple-
mentation of corrective measures and projects under 
development.

• Definition of policies and structures to minimise the im-
pact of major disasters on the Group.

• Adequate control over activities carried out by third 
parties, so as to be able to respond to potentially critical 
situations. 

• Availability of adequate information on these types of 
risk.

All this independently of the recent creation of a new op-
erational risk control function within the General Directorate 
of Risk, as mentioned earlier.

As regards the management of technology risk, the corpo-
rate function continues to build on important aspects such 
as:

• Information system safety.

• Contingency and business continuity plans.

• Management of the risk associated with the use of tech-
nologies (applications development and maintenance; 
platform design, implementation and maintenance; 
computer processing output, etc.).

During 2013 the corporate framework for agreements with 
third parties and supplier monitoring, applicable to all enti-
ties over which the Santander Group has effective control, 
was approved. The framework develops and specifies the 
principle of operational responsibility and establishes the 
references to be taken into consideration in supplier agree-
ments. Its primary purpose is to establish the principles that 
are to regulate relationships between Group entities and 
suppliers from start to finish, paying special attention to:

• Decisions to outsource new activities or services.

• Supplier selection.

• Rights and obligations of each party.

• Service monitoring and periodic review of supplier agree-
ments.

• Termination of supplier agreements.

The framework also establishes the necessary responsibili-
ties, maintaining a proper separation of functions, so as to 
ensure correct risk identification, service control and mainte-
nance of oversight within the Group.

11.4.  Limits for considering operational loss 
events in the database

According to the Basel II definition, operational risks can be 
caused by various factors:

  OPERATIONAL RISK

Origin Consequences

Processes  Loss due to failed processes

People  Losses due to human error, negligence or 
deliberate events

Systems  Losses due to failure of systems, 
communications, supplies, etc…

External events  Losses due to natural disasters, accidents, 
attacks…

Legal  Losses due to legal or regulatory non-
compliance or inadequate contractual 
documentation.

This definition includes events that occur as a result of legal 
or regulatory risk, but excludes those that occur as a result 
of:

• Business and strategic risks.

• Reputational or image risks.

• Systemic or environmental risks.

The following criteria are used to divide the existing limits 
more precisely between this definition of operational risk 
(OR) and other banking risks: 

• Strategic and business risk: Although strategic and busi-
ness risk is excluded from the scope of OR management, 
operational events that occur in the usual course of bank-
ing business as a result of errors in commercial decision 
making or in business model decisions during the imple-
mentation of a corporate project, will be considered to 
be OR events, provided they are the result of operational 
errors.

• Credit risk: Transactions in default because of an OR event 
will come under the scope of OR management and must 
be identified separately, so as not to distort the manage-
ment of other risks (credit risk).

• Market risk: Every market risk loss caused by an OR event 
must also be included in the perimeter but must always 
be identified as such. 
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• Reputational risk: Though distinct from OR, reputational 
risk events may be taken into consideration in order to 
provide a broader view of risk. Very often reputational 
risk leads to loss of income (loss of customers or lost busi-
ness), which should not be taken into account for these 
purposes. It should be borne in mind that, according to 
the model approved by the Group, reputation risk man-
agement is the responsibility of the general secretariat.

• Legal risk: Legal risk is the result of exposure to non-com-
pliance with regulatory or corporate responsibilities or ad-
verse interpretation of contractual provisions. This includes 
exposure to new laws or changes in the relevant authori-
ties’ interpretation of existing laws and non-performance 
of legal obligations due to incorrect contract drafting or 
execution. Although under Basel II this risk is considered 
to be included in operational risk, losses in relation to loan 
recovery litigation and legal fees that are accounted for as 
a regular expense (provision of generic services in return 
for a periodic fee), should not be included.

Operational risk is generated internally in the units’ opera-
tions through three factors: procedures, systems and human 
resources. The operational risk manager may act on these 
risk-generating factors so as to minimise OR exposure.

Operational risk events
An operational risk event is an operational risk that has been 
materialised.

Given that some events may generate losses while others 
do not, an operational loss is defined as any adverse impact 
or reduction in the entity’s income statement or financial 
position that is reflected in the accounts (or that could have 
been reflected in the accounts, if it could be precisely meas-
ured) and that was caused by an operational risk event. 

The first step to determine whether a loss qualifies as an op-
erational loss is to check whether the event that caused the 
loss was the result of any of the circumstances envisaged in 
the definition of an operational risk, event and loss, that is 
to say: 

• It was caused by human error in the performance of the 
tasks assigned to a particular function.

• It is the result of faults in the design of established pro-
cedures or existing controls.

• It is due to failures in the technological support or com-
munications network or in the equipment needed to 
execute processes.

• It was caused by some external event beyond the en-
tity’s control. 

• It does not correspond to any of the excluded risks, i.e., 
it is not the result of a strategic, business or reputational 
risk. 

• It can be, or could have been reflected in the accounts 
in accordance with the criteria stated earlier.

Once it has been established that the event is an operational 
loss event, the event can be classified using the decision tree 
provided by the Basel Committee.

To ensure consistent treatment of the events included in the 
event database, operational risk events should be classified 
in accordance with the following rules:

1. Every event must be classified according to its immediate 
cause. Every event entails a succession of causes and ef-
fects. Classifying events according to their ultimate or root 
cause necessarily leads us to identify three types of gen-
eral and unique causes: the human factor, the technology 
factor and adverse effects of nature. A classification in 
terms of root causes would provide insufficient informa-
tion to determine the kinds of losses the bank is likely to 
experience compared to a classification according to im-
mediate causes. 

2. On the other hand, the table of categories used for 
classifying events contains both general and specific 
causes. Where a specific cause is available in the table of 
categories, the event must be classified according to the 
specific cause. If no specific cause is given in the table, 
the event must be classified according to the appropriate 
general cause. 

3. Events must be classified according to the determining 
cause. Where an event has several simultaneous causes, it 
must be classified according to the determining cause. 
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Operational risk event databases (EDB)
The EDB is the main quantitative tool for the study of OR er-
rors and incidents experienced in each area, entity or unit of 
the Santander Group.

In accordance with the requirements of the New Capital 
Accord, the Group’s various units will collect data on losses 
incurred as a result of operational events.

The fundamental goal of the internal EDB is to capture all 
the OR losses registered in the accounting records, with no 
minimum threshold. 

The Corporate Database Guide sets out corporate instruc-
tions regarding EDB structure and quality control and rules 
of corporate EDB management in terms of completeness, 
homogeneity, consistency, traceability, verifiability, replica-
bility and depth.

Levels of materiality
In preparing its operational risk data the Santander Group 
classifies risk in different levels of materiality. The materiality 
of a risk is considered to be high when:

a. The risk materially affects the Group’s financial state-
ments.

b. It affects a significant volume of customers.

c. It affects the Group’s reputation on account of sustained 
national and international media attention or market com-
mentary.

d. It has a regulatory consequence in the form of an official 
inspection or a serious penalty.

As well as at corporate level, the degree of materiality can 
also be established locally, in each country in which the 
Group carries on its activities.

11.5.  Evolution of the main metrics

According to the event databases, consolidating all of the 
information received, the trend of net losses by Basel risk 
category over the last three years was as shown below: 

 DISTRIBUTION OF NET LOSSES BY OPERATIONAL RISK CATEGORY 
% of total

2011 2012 2013
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The external fraud and the execution, delivery and process 
management categories show a relative decline, thanks to 
mitigation measures. 

The clients, products and business services category (which 
includes customer claims for mis-selling and incomplete or 
inaccurate product information) shows an increase. A major 
contribution to this increase comes from customer compen-
sation in the United Kingdom (in relation to payment pro-
tection insurance). It should be pointed out that the types 
of claims brought against the Group are in line with the 
general trend seen in the UK banking sector, so the volume 
of claims against the bank is considered proportionate to its 
market share. Although the Group made sufficient provi-
sions for these events in 2011, settlements with these cus-
tomers increased this year in line with each unit’s budget.   

The following chart shows the number of operational risk 
events by Basel category in the last three years:  

 DISTRIBUTION OF NUMBER OF EVENTS BY OPERATIONAL RISK CATEGORY 
% of total

2011 2012 2013

I - Internal fraud VII - Execution, 
delivery and 
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processes
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physical assets

III - Employment, 
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practices at work
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II - External fraud
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11.6. Mitigation measures 

The Group has an inventory of mitigation measures (over 
700 active measures), which have been established in re-
sponse to the main sources of risk. These sources have been 
identified through analysis of the tools used for managing 
operational risk, as well as through the organisational and 
development model and the preventative implementation of 
policies and procedures for technology and operational risk 
management and control.

The following chart shows the percentage of mitigation 
measures attributable to each source or management tool 
by which the risks to be mitigated were identified: 

Database of events
48%

Key risk indicators 
11%

Self-evaluation
7%

Preventative 

policy*
24%

Regulatory/Auditing
10%

* The preventative policy concept includes measures from the corporate and 
local committees, the business continuation plan, training for employees and 
continuous improvement in the controls established.

The mitigation measures are translated into action plans, 
distributed across various areas as shown below:

Training and  
communications

6.1%
Organisation
4.8%

Risk transfer
0.6%

Technology
36.2%

Processes
52.3%

The most important mitigation measures centred on the 
improvement of security for customers in their ordinary 
transactions and continuous improvement in processes and 
technology. The most important specific measures to reduce 
fraud were as follows: 

• Electronic fraud. Measures were established at corpo-
rate and local level, including:

• improvements in the monitoring of customers’ e-
banking, mobile banking and telephone banking op-
erations (specialised teams and intelligence software). 
These expert scoring systems serve to detect anomalous 
customer behaviour patterns by flagging suspicious 
transactions.

• Increase in security in the confirmation of customer 
transactions, carried out using robust transaction sign-
ing mechanisms. These measures have been imple-
mented locally in the Group’s various countries through 
the use of OTP-SMS passwords or physical tokens that 
generate access codes.  

• Reinforcement of the mechanisms for identifying trans-
actions. Validation processes for activation of online 
channels.

• Technical measures for detecting and warning of the 
theft of customer credentials (phishing).

• Card fraud:

• Migration to EMV chip cards. 

• Improvements to ATM security, including “anti-skim-
ming” detectors). These mechanisms are aimed specifi-
cally at preventing card cloning and PIN capture.

• Improvements to security in online shopping through 
two different types of measures: 3DSecure with a one-
time password (OTP) and risk-based authentication 
mechanisms that adapt to the risk of the transaction.

Data processing centres (DPCs)
The Group achieved a significant technological milestone 
in 2013 with the start-up of three large data processing cen-
tres, one in Campinas in Brazil, one in Querétaro, Mexico 
and one in Carlton Park in the United Kingdom. Together 
with Boadilla and Cantabria in Spain, these new DPCs com-
plete the strategic map of five corporate DPCs federated 
through our global network.

Each of these five centres is in fact made up of two separate 
centres, performing the same tasks simultaneously (active/
active configuration). They have a dual feed from different 
electrical substations and connections with various com-
munications providers, ensuring high energy efficiency and 
high availability. With this configuration, if either of the twin 
DPCs fails, the other can continue processes immediately, 
without any interruption in service.
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As an extra level of security in case of a regional disaster, 
a third copy of the data and systems will be available in a 
remote location (remote disaster recovery, RDR). Thus, an 
entity’s infrastructure housed in a given DPC will have an 
RDR centre in another country, reducing operational risk still 
further.

Measures against cyber risk
Recently, society in general and regulators in particular have 
shown concern over threats such as hacktivism, cybercrime 
and espionage, or what has come to be known as “cyber 
risk”. To mitigate these threats, a cyber risk model has been 
created and presented to the Group’s Executive Committee.

This cyber risk model includes provisions concerning govern-
ment, management framework, technological measures 
and risk taxonomy, along with other relevant content. The 
model is subject to a continuous cycle of improvement to 
ensure that it is updated and implemented in line with cur-
rent needs as they arise. The model will be phased in over 
the next few years.

11.7. Business Continuity Plan

The Group has a Business Continuity Management System 
to ensure continuity of our companies’ business processes in 
the event of a disaster or serious incident.
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This broad goal entails the following specific objectives:

• Minimise damage to people and adverse impact on the 
Group’s business and finances arising from an interruption 
of normal business operations.

• Reduce the operational effects of a disaster by supplying 
a set of flexible, predefined guides and procedures for use 
in the resumption and recovery of processes.

• Resume time-sensitive business operations and associated 
support functions, so as to achieve business continuity, 
stability of earnings and planned growth.

• Re-establish time-sensitive IT and business support func-
tions in the event of an outage of existing systems.

• Protect the public image and trust of the Santander 
Group.

• Meet the Group’s obligations towards its employees, cus-
tomers, shareholders and other stakeholders.

11.8.  Other aspects of operational risk control 
and monitoring

Analysis and monitoring of controls in trading 
activities
Given the very specific nature and complexity of financial 
markets, the Group considers it essential to constantly rein-
force operational control of trading activity, so as to further 
bolster the already very stringent and conservative risk man-
agement and operations management principles applied as 
standard in the Santander Group. 

Apart from monitoring every aspect of operational control, 
greater attention was given to the following issues in all the 
Group’s units: 

• Review of valuation models and of portfolio valuations in 
general.

• Price sourcing and independent price validation processes.

• Adequate confirmation of trades with counterparties.

• Review of trade cancellations/modifications.

• Review and monitoring of the effectiveness of guarantees, 
collateral and risk mitigants.
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Operational risk information system
The Group has a corporate information system that sup-
ports the operational risk management tools and facilitates 
information and reporting functions and needs at both local 
and corporate level. 

This system has modules for event recording, risk map gen-
eration and assessment, indicators, mitigation and reporting 
systems and is applicable to all Group entities.

As part of the move towards AMA, which is expected to be 
implemented over the next few months, the Group will con-
tinue to invest in the end-to-end solution platform, adding 
elements that provide for its continuous improvement.

The areas covered by the platform are presented below:

 CORPORATE OPERATIONAL RISK SYSTEM

• Identification of operational risks
• Association with processes, business lines and 

organisation
• Administration of static data

• Map of risks and controls
• Frequency estimates and severity
• Workflow of questionnaires
• Analysis of scenarios: specific model

• Identification plans for mitigation
• Monitoring of mitigation plans
• Evaluation of mitigation plans 

implemented

• Registry of losses and recoveries
• Individual registration, massive or 

interphase
• Workflow of capturing and filters of 

quality
• Management of multi-impact events

• Registry of indicators, considering OR, TR and 
control indicators

• Individual capturing, massive or by interphase
• Application of normalisation methodology 

and aggregation of the Group
• Tracking of indicators and setting of alert 

thresholds

• Generation of reports focused on various types 
of users (senior management, OR expert, etc)

• Executive reports (command tables)
• Static and dynamic reports (not yet in local 

units)

General administration module Map of risks and evaluation

Mitigation module Module of losses

Module of indicatorsReporting module (partial at local 
level)

1 2

6 3

45

Identification

Active 
operational 

risk mgt.

Registry  
and  

monitoring  
of losses

Monitoring of 
indicators

Reporting

Mitigation

Analysis of 
scenarios

Risk  
assessment

Corporate information
The corporate technology and operational risk control area 
has an operational risk management information system 
that provides data on the Group’s main risk elements. The 
operational risk information available in the various coun-
tries and units is consolidated to provide a holistic view, 
with the following features:
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The role of insurance in operational risk management
Insurance is a key element in the Santander Group’s opera-
tional risk management. Since 2004 the operational risk 
area has worked closely with the Group’s insurance man-
agement area in all activities that entail improvements for 
both areas. The following examples are worth noting:

• Cooperation in presenting the Santander Group’s oper-
ational risk management and control model to insurers 
and reinsurers.

• Analysis and follow-up, through preliminary audits per-
formed by specialised firms, of recommendations and 
suggestions for improving operational risks made by 
insurance companies; and subsequent implementation 
of the recommendations.

• Exchange of information generated in the two areas in 
order to strengthen the quality of error databases and 
the insurance coverage of the various operational risks.

• Close cooperation between local operational risk offic-
ers and local insurance coordinators to reinforce opera-
tional risk mitigation.

• Regular meetings to report on specific activities, sta-
tuses and projects in the two areas.

• Active participation of both areas in the global insur-
ance sourcing task force, the Group’s senior expert 
body responsible for defining insurance coverage and 
purchasing strategies.

• Two levels of information: one corporate, with consolidat-
ed information; the other individualised for each country 
or unit.

• Best practices, obtained from study of the combined 
results of the qualitative and quantitative analyses of 
operational risk, are disseminated among the Santander 
Group’s countries and units.

Specifically, information is prepared on the following as-
pects:

• The operational risk management model of the San-
tander Group and of the Group’s main units and geog-
raphies.

• Perimeter of operational risk management.

• Analysis of internal and external event databases.

• Analysis of the most important risks arising from the 
operational and technology risk self-assessment exer-
cises.

• Assessment and analysis of risk indicators.

• Mitigating measures/active management.

• Business continuity plans and contingency plans.

• Regulatory framework: Basel II.

• Insurance.

This information is used to compile the necessary reports to 
the board risk committee, senior management, regulators, 
rating agencies, etc.
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12.  COMPLIANCE AND  
REPUTATIONAL RISK     

  This chapter describes the organisational principles 
and model for the management of compliance and 
reputational risk. Details are provided of compliance 
programme activities in the anti-money laundering and 
terrorist financing areas.

• Marketing of products and services.

• Conduct in the securities markets.

• Relations with regulators and supervisors.

•  Preparation and dissemination of institutional information 
about the Group.

12.1. Definitions and objective

The compliance risk is the risk of receiving economic or 
other sanctions, or other types of disciplinary measures by 
supervisory bodies for not complying with laws, regulations, 
rules, standards of self-regulation or codes of conduct appli-
cable to the activity developed.

Reputational risk is that linked to the perception of the 
Group by its various stakeholders, both internal and exter-
nal, of its activity, and which could have an adverse impact 
on results, capital or business development expectations. 
This risk relates to juridical, economic-financial, ethical, social 
and environmental aspects, among others.

The Group’s objective in the sphere of managing complian-
ce and reputational risks is: (i) to minimise the probability 
that irregularities occur; and (ii) that the irregularities that 
could eventually occur are identified, reported and quickly 
resolved. As for reputational risk, bearing in mind the di-
versity of sources from which it can arise, the objective of 
management is to identify them and ensure that they are 
duly tended to so that their probability is reduced and the 
eventual impact is mitigated.

12.2. Corporate governance and 
the organisational model 

In the exercise of its general function of supervision, the 
Bank’s board is responsible for approving the general po-
licy of risks. In the sphere of compliance and reputational 
risk, the board is the owner of the Group’s General Code 
of Conduct, the global policy for the prevention of money 
laundering and the financing of terrorism and the marketing 
policy for products and services.

The delegated risks committee proposes to the board the 
Group’s risk policy. Furthermore, as the organ responsible 
for global risk management, it assesses the reputational risk 
of its sphere of action and decisions. 

The audit and compliance committee is entrusted with, 
among others, the functions of supervising compliance 
with legal requirements, watching over the effectiveness of 
internal control systems and risk management, supervising 
compliance with the Group’s code of conduct in the se-
curities markets, with the manuals and procedures for the 
prevention of money laundering and, in general, with the 
Bank’s rules of governance and compliance, and make the 
necessary proposals for their improvement, as well as review 
compliance with the actions of the administrative authorities 
responsible for supervision and control.

The compliance function reports constantly to the board, 
mainly via the audit and compliance committee, to which 
the Group’s compliance director reported during the 12 
meetings it held in 2013. The compliance director also 
reported in 2013 to a meeting of the delegated risks com-
mittee, without detriment to attending other sessions of this 
committee when it considered operations with a possible 
impact from the standpoint of reputational risk, and twice 
to the board.

Lastly, as collegiate bodies with basic powers, are the cor-
porate committees of compliance with rules, of analysis and 
resolving and marketing (the latter two specialised in their 
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respective matters: prevention of money laundering and 
marketing of products and services), with a global scope 
(every country, every business) and which are replicated at 
the local level.

The risks division supervises the control framework applied in 
the compliance sphere, from both the area of integral control 
and internal validation of risks (CIVIR), in the exercise of its 
functions of supporting the delegated risks committee, as 
well as from non-financial risk control area created in 2013.

The organisational model revolves around the corporate 
area of compliance and reputational risk, integrated into the 
division of the general secretariat, which is entrusted with 
managing the Group’s compliance and reputational risks. 
Within the area, led by the head of the Group’s compliance, 
is the corporate office of reputational risk and the corporate 
office of prevention of money laundering and financing 
of terrorism (COPML) and the corporate unit of financial 
intelligence (CUFI), with powers in matters of prevention of 
money laundering and of the financing of terrorism. This 
structure is replicated at the local level and also in global 
businesses, having established the opportune functional 
reports for the corporate area.

12.3. Risk appetite model

The delegated committee of risks was informed at its mee-
ting on 22 October 2013 of the Group’s risk appetite model 
applied to compliance and reputational risk. This model has 
three elements:

• It stems from a zero appetite declaration for the sphere of 
compliance and reputational risk.

• The Group’s objective is to minimise compliance and 
reputation risk incidents. Systematic monitoring is carried 
out via the compliance and reputational risk indicator 
resulting from assessment matrices prepared for each 
country.

• Quarterly monitoring of the risk appetite is conducted 
country by country.

The assessment matrix is fed with data from the communi-
cations received every month from the various supervisors. 
Each one of these communications is assigned a score on 
the basis of the risk they represent as regards: (i) costs from 
fines; (ii) reorganisation of processes; and (iii) the impact on 
the brand and reputational risk. These assessments are com-
plemented by Internal Audit ratings in the compliance area.

Each local unit is assigned a weighting depending on its 
attributable profit and volume of assets, with which a com-
plete score for the Group is obtained.
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12.4. Risk management model 

The main responsibility of compliance and reputational risk 
management is shared between the compliance area and 
the different business and support units, which conduct the 
activities that give rise to risk. The responsibility for develo-
ping policies and implementing the corresponding controls 
lies with the compliance area, which is also responsible for 
advising senior management on these matters and fostering 
a culture of compliance, all of this in a framework of an an-
nual programme whose effectiveness is regularly evaluated.

The area directly manages the basic components of these 
risks (money-laundering, codes of conduct, marketing of 
products, etc.) and ensures that the rest is duly tended to by 
the corresponding unit of the Group (responsible financing, 
data protection, customers’ complaints, etc), having esta-
blished the opportune control and verification systems.

The correct execution of the risk management model is 
supervised by the integral control and internal validation of 
risk area. One of the functions of internal auditing is to carry 
out the tests and reviews required to ensure that the rules 
and procedures established in the Group are being fulfilled.

The central element of the Group’s compliance programme 
is the general code of conduct. This code, which enshrines 
the ethical principles and rules of conduct that must govern 
the actions of all Grupo Santander’s employees, is comple-
mented in certain matters by the rules that are in the codes 
and manuals of the various sectors1.

The code also establishes: i) the functions and responsibili-
ties in matters of compliance of the governance organs and 
of the Group’s management areas affected; ii) the rules that 
regulate the consequences of non-compliance; and iii) a 
whistleblowing channel for formulating and handling com-
munications for presumably illicit activity. 

The corporate office of compliance is responsible, under 
the supervision of the audit and compliance committee and 
the committee for compliance with rules, for supervising 
the effective implementation and monitoring of the general 
code of conduct.

The rule compliance committee, chaired by the Group’s 
secretary general, has powers in all matters inherent in the 
compliance function, without detriment to those assigned 

to the two existing specialised organs in the area (the cor-
porate marketing committee for the marketing of products 
and services and the analysis and resolution committee for 
prevention of money laundering and financing of terrorism). 
It is made up of representatives of internal auditing, the 
general secretariat, financial management, human resources 
and the most directly affected business units.

The committee held five meetings in 2013.

The Group’s compliance management has the following 
functions as regards management of compliance and repu-
tational risks:

1. Implement the Group’s general code of conduct and 
other codes and manuals for sectors.

2. Supervise the training activity of the compliance program-
me conducted by the human resources area.

3. Direct investigations into the possible committing of acts 
of non-compliance. Help can be sought from internal au-
diting and the sanctions that might arise be proposed to 
the irregularities committee.

4. Cooperate with internal auditing in the regular reviews 
of compliance with the general code and with the codes 
and manuals of sectors, without detriment to the regular 
reviews which, on matters of rule compliance, are con-
ducted by compliance management directly.

5. Receive and handle the accusations made by employees 
or third parties via the relevant whistleblowing channel.

6. Advise on resolving doubts that arise from implementing 
codes and manuals.

7. Draw up an annual report on implementing the complian-
ce programme for the audit and compliance committee.

8. Regularly inform the general secretary, the audit and 
compliance committee and the board on implementation 
of the compliance policy and programme.

9. Assess every year the changes that need to be introduced 
into the compliance programme, particularly in the event 
of detecting unregulated business areas and procedures 
susceptible to improvement, and propose the changes to 
the audit and compliance committee.

1. The following form part of the codes and manuals of sectors: the Manual for the 
Prevention of Money-laundering and Financing of Terrorism, the Code of Conduct in 
the Securities Markets, the Manual of Procedures for the Sale of Financial Products, 
the Code of Conduct for Analysis Activity, the Research Policy Manual, the Manual 

of Conduct in Information and Communication Technologies (ICT), the Manual of 
Conduct in the Management of Foreclosed Properties, the Manual of Conduct in the 
Management of Purchases, etc., as well as the notes and circulars that develop specific 
points of these codes and manuals.
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As regards the codes and manuals of the sectors, the focus 
of the compliance programme is on the following operatio-
nal spheres, among others:

• Prevention of money laundering and financing of terro-
rism.

• Marketing of products and services.

• Conduct in the securities markets.

• Criminal risk prevention.

• Relations with regulators and supervisors.

• Drawing up and disseminating the Group’s institutional 
information.

Prevention of money laundering 
and financing of terrorism 
Policies
As a socially responsible institution, it is a strategic objective 
for Grupo Santander to have an advanced and efficient 
system to prevent money laundering and the financing of 
terrorism, constantly adapted to the latest international re-
gulations and with the capacity to confront the appearance 
of new techniques of criminal organisations.

The function of the prevention of money laundering and of 
financing of terrorism revolves around policies that set mini-
mum standards that Grupo Santander’s units must observe 
and is formulated in accordance with the principles contai-
ned in the 40 recommendations of the Financial Action Task 
Force (FATF) and the obligations in Directive 2005/60/EC of 
the European Parliament and of the Council of 26 October, 
2005, on the prevention of using the financial system to 
launder money and finance terrorism.

The corporate policy and rules that develop it have to be 
fulfilled by all the Group’s units in the world. By units we 
mean all those banks, subsidiaries, departments or branches 
of Banco Santander, both in Spain and abroad, which, in ac-
cordance with their legal statute, must submit to the regula-
tions on prevention of money laundering and the financing 
of terrorism.

Governance and organisation 
The organisation of the function of the prevention of mo-
ney laundering and of the financing of terrorism rests on 
three areas: the analysis and resolution committee (ARC), 
the corporate unit of financial intelligence (CUFI) and pre-
vention executives at various levels.

The ARC is a collegiate body of corporate scope chaired by 
the Group’s general secretary and comprising representa-
tives of internal auditing, the general secretariat, human 
resources and the most directly affected business units. It 
held four meetings in 2013. 

The CUFI establishes, coordinates and supervises the 
systems and procedures for the prevention of money laun-
dering and of the financing of terrorism in all the Group’s 
units.

There are also prevention executives at four different levels: 
area, unit, branch and account. In each case their mission is 
to support the CUFI from a position of proximity to clients 
and operations.

At the consolidated level, a total of 781 people (three-quar-
ters of them full time) work in prevention activities and tend 
to 173 units in 36 countries.

Grupo Santander has established in all its units and business 
areas corporate systems based on decentralised IT applica-
tions. These enable operations and customers who, because 
of their risk, need to be analysed to be presented to the 
branches of the account or customer relation managers. 
The tools are complemented by others of centralised use 
which are operated by teams of analysis from prevention 
units who, on the basis of certain risk profiles and changes 
in certain patterns of customer behaviour, enable opera-
tions susceptible of being linked to money laundering and/
or the financing of terrorism to be analysed, identified early 
on and monitored.

Banco Santander is a founder member of the Wolfsberg 
Group, and forms part of it along with 10 other large 
international banks. The Group’s objective is to establish in-
ternational standards that increase the effectiveness of pro-
grammes to combat money laundering and the financing of 
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terrorism in the financial community. Various initiatives have 
been developed which have treated issues such the preven-
tion of money laundering in private banking, correspondent 
banking and the financing of terrorism, among others. 
Regulatory authorities and experts in this area believe that 
the principles and guidelines set by the Wolfsberg Group 
represent an important step in the fight against money 
laundering, corruption, terrorism and other serious crimes. 

Main actions
The Group analysed a total of 27.6 million operations in 
2013 (21.1 million in 2012) both by the commercial net-
works as well as by money laundering prevention teams, of 
which more than one million were by the units in Spain.

The CUFI and the local departments of prevention conduct 
annual reviews of all the Group’s units in the world. 

In 2013, 146 units were reviewed (162 in 2012), 26 of them 
in Spain and the rest abroad, and reports were issued in all 
cases stating the measures to be taken (recommendations) to 
improve and strengthen systems. In 2013, 201 measures to 
be adopted were established (242 in 2012), which are being 
monitored until their full and effective implementation.

Training courses were given in 2013 for the prevention of 
money laundering to a total of 108,592 employees (105,664 
in 2012).

Lastly, many units are submitted to regular reviews by exter-
nal auditors. PwC carried out in 2013 a review of the moni-
toring of measures in the 2012 report on the global system 
of prevention of money laundering in the parent bank and 
in the rest of the units in Spain. The report issued on 18 
June, 2013 did not find any evidence of material weakening 
of the system, limiting itself to formulating an eventual re-
commendation of the rectification suggested.

 MAIN INDICATORS OF ACTIVITY 

2013
Subsidiaries 

reviewed*
Cases 

investigated 
Communications 

to authorities 
Employees 

trained 

TOTAL 146 68,573 21,298 108,592

*  By CUFI and local money laundering prevention units.

Marketing of products and services
Policies
At Grupo Santander management of the reputational risk 
that could arise from an inadequate sale of products or 
from an incorrect provision of services by the Group is con-
ducted in accordance with the corporate policies of marke-
ting of products and services.

These corporate policies aim to set a single corporate fra-
mework for all countries, businesses and institutions: (i) 
strengthening organisational structures; (ii) ensuring that 
the decision-making committees oversee not only the ap-
proval of products or services, but also the monitoring of 
them during their whole life and (iii) setting the guidelines 
for defining uniform criteria and procedures for the whole 
Group for the marketing of products and services, covering 
all phases (admission, pre-sale, sale and post-sale).

The developments and specific adjustment of these policies 
to the local reality and to local regulatory requirements is 
carried out through local internal rules in the Group’s va-
rious units, following authorisation by the corporate area of 
compliance and reputational risk.

Governance and organisation
The corporate and local marketing committees, the global 
consultative committee, the corporate committee of mo-
nitoring and the corporate and local offices comprise the 
organisational structure of the risk that could arise from an 
inadequate marketing of products and services.

The corporate committee of marketing (CCM) is the maxi-
mum decision-making body for approving products and 
services and is chaired by the Group’s secretary general. It is 
made up of representatives of the divisions of risks, financial 
management, technology and operations, the general se-
cretariat, general audit and control, internal auditing, retail 
banking, global wholesale banking, private banking, asset 
management and insurance. 

The CCM attaches particular importance to adjusting pro-
ducts and services to the framework where they are going 
to be marketed, paying special attention to ensuring that:
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• Each product or service is sold by suitable staff. 

• Customers are provided with the necessary and adequate 
information.

• The product or service is adjusted to the customer’s risk 
profile.

• Each product of service is assigned to the right market, 
not only for legal or tax reasons, but also to meet the 
market’s financial culture.

• The products and services fulfil the requirements of the 
corporate marketing policies and, in general, the applica-
ble internal and external rules.

At the local level, local marketing committees (LCM) are 
established, which channel toward the CCM proposals to 
approve new products - after a favourable opinion has 
been issued as initially they do not have powers delegated 
in them – and approve products that are not new and their 
marketing campaigns.

The marketing committees, in the respective approval pro-
cesses, take a risk-focused stance from the double perspec-
tive of bank/client.

The global consultative committee (GCC) is the advisory 
body of the corporate marketing committee and consists of 
representatives of the areas that provide a view of regula-
tory and market risk. The GCC, which meets around every 
three months, can recommend a review of products that are 
affected by changes in markets, deterioration of solvency 
(country, sectors or companies) or by changes in the Group’s 
view of the markets in the medium- and long-term. 

The corporate monitoring committee (CMC) is the Group’s 
decision-making body for the monitoring of products and 
services. It is chaired by the secretary general and has 
representatives from internal auditing, legal advice, com-
pliance, customer attention and the business areas affected 
(permanent representation of the retail network). It meets 
every week to raise and resolve specific issues related to the 
marketing of products and services at the local level as well 
as by the Group’s units abroad. 

The corporate office of reputational risk management (CO-
RRM) provides the governance bodies with the information 
needed for: (i) adequate analysis of risk in approvals, from 
the standpoint of the Bank and the impact on the client; 
and (ii) monitoring of products throughout their life cycle.

At the local level there are reputational risk management 
offices, which are responsible for promoting the risk culture 
and ensuring that approval and monitoring of products is 
developed in their respective local sphere in line with the 
corporate guidelines.

Main actions
The CCM met 12 times in 2013 (14 in 2012 and 19 in 2011) 
and analysed 151 new products/services. The corporate 
office of reputational risk was presented with 54 products/
services considered not new for approval and resolved 167 
consultations from areas and countries. The GCC held two 
meetings (3 in 2012 and 3 in 2011).

Monitoring of products and services approved is done loca-
lly (local committee of monitoring of products or equivalent 
local body, such as the LCM). The conclusions are set out in 
reports every four months for the CORRM, which prepares 
integrated reports on all the Group’s monitorings for the 
CMC.

The CMC held 41 meetings in 2013 (44 in 2012 and 42 in 
2011) at which incidents were resolved and information 
analysed on the monitoring of products and services, at 
both the local level as well as the Group’s units abroad.

Code of Conduct in the Securities Markets (CCSM)
Policy
This is set by the code of conduct in the securities markets 
(CCSM), complemented, among others, by the code of 
conduct for analysis activity, the research policy manual and 
the procedure for detecting, analysing and communicating 
operations suspected of market abuse.

Governance and organisation
The organisation revolves around the compliance corporate 
office together with local compliance management offices 
and that of subsidiaries.

The functions of compliance management with regard to 
the code of conduct in the securities markets are as follows:

1.  Register and control sensitive information known and/or 
generated by the Group.

2.  Maintain the lists of securities affected and related per-
sonnel, and watch the transactions conducted with these 
securities.

3.  Monitor transactions with restricted securities according 
to the type of activity, portfolios or collectives to whom 
the restriction is applicable.

4.  Receive and deal with communications and requests to 
carry out own account transactions.

5.  Control own account transactions of the relevant person-
nel.

6. Manage failures to comply.

7. Resolve doubts on the CCSM.
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8.  Register and resolve, in the sphere of its responsibilities, 
conflicts of interest and situations that could give rise to 
them.

9.  Assess and manage conflicts arising from the analysis 
activity.

10.  Keep the necessary records to control compliance with 
the obligations envisaged in the CCSM.

11. Develop ordinary contact with the regulators.

12.  Organise the training and, in general, conduct the ac-
tions needed to apply the code.

13.  Analyse activities suspicious of constituting market abu-
se and, where appropriate, report them to the supervi-
sory authorities.

Main actions
The compliance corporate office together with local com-
pliance executives and of the subsidiaries ensure that the 
obligations contained in the CCSM are observed by around 
8,000 Group employees throughout the world.

The market abuse investigation unit continued to review 
many transactions that gave rise to the opportune commu-
nications to the National Securities Market Commission. Tra-
ining actions were also taken, in accordance with the plan 
approved by the rule compliance committee.

Prevention of penal risks 
The Group’s senior compliance executives are also 
entrusted with managing the model for the prevention of 
penal risks emanating from the entry into force of Organic 
Law 5/2010, which introduced the penal responsibility 
of companies for crimes committed for their benefit by 
managers or their representatives and by employees as a 
result of the lack of control. 

In the last months of 2013, the Group’s model was 
reviewed by an external expert, who verified: i) the 

effective establishment of the Group’s internal rules; ii) 
the existence of general control measures, and; iii) the 
existence of specific control measures. The conclusion was 
satisfactory. The penal code reform project underway was 
also monitored, in order to anticipate as far as possible the 
adjustments needed. 

Relations with the supervisory authorities and 
dissemination of information to the markets
Compliance management is responsible for tending to the 
information requirements of the regulatory and supervisory 
bodies, both those in Spain as well as in other countries 
where the Group operates, monitoring implementation of 
the measures resulting from the reports or inspections of 
these bodies and supervising the way in which the Group 
disseminates institutional information in the markets trans-
parently and in accordance with the regulators’ require-
ments. The audit and compliance committee is informed of 
the main issues at each of its meetings.

Banco Santander made public in Spain 77 relevant facts in 
2013, which are available on the Group’s web site and that 
of the National Securities Market Commission. 

Other actions 
Compliance management continued to carry out other ac-
tivities in 2013 inherent to its sphere (reviewing the bank’s 
internal rules before their publication, ensuring treasury 
stock operations are in line with internal and external rules, 
maintaining the section on regulatory information on the 
corporate website, reviewing the vote recommendation 
reports for shareholders’ meetings drawn up by the leading 
consultancies in this area, sending periodic regulatory infor-
mation to the supervisory bodies, etc). It also co-operated in 
new corporate projects such as the Group’s adjustment to 
the US laws FATCA and Dodd-Frank.

The losses incurred by the Group from compliance and 
reputational risk are included in the data base of incidents 
managed by the Group’s corporate area of technical and 
operational risk.
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13.  INTERNAL CONTROL FUNCTION  
IN THE SANTANDER GROUP

13.1.  Description of the internal control 
function

  Description of the Santander Group’s internal control 
model, which includes the set of processes and 
procedures performed by senior management and the 
rest of the Group’s employees to provide reasonable 
assurance that the goals set by the Group, including 
the goals regarding control over corporate strategy, 
effectiveness and efficiency of operations, reliability of 
financial information and compliance with applicable 
laws and regulations, are being met. 

Description of the Santander Group’s internal control mod-
el, which includes the set of processes and procedures per-
formed by senior management and the rest of the Group’s 
employees to provide reasonable assurance that the goals 
set by the Group, including the goals regarding control over 
corporate strategy, effectiveness and efficiency of opera-
tions, reliability of financial information and compliance with 
applicable laws and regulations, are being met. 

The Santander Group’s internal control model (“ICM”) com-
prises the set of processes and procedures performed by 
senior management and the rest of the Group’s employees 
to provide reasonable assurance that the goals set by the 
Group, including the goals regarding control over corporate 
strategy, effectiveness and efficiency of operations, reliabil-
ity of financial information and compliance with applicable 
laws and regulations, are being met. The Santander Group’s 
ICM complies with all legal and regulatory requirements and 
is in accordance with the guidelines set by the Committee 
of Sponsoring Organisations of the Treadway Commission 
(COSO) and the Framework for Internal Control Systems in 
Banking Organisations issued by the Bank for International 
Settlements (BIS) in Basel.

The principles on which the Group’s internal control model 
are based are as follows: 

1. Culture of senior management control and oversight. This 
culture is manifested in the following aspects: 

• The board of directors bears ultimate responsibility for 
ensuring that an adequate and effective internal control 
system is in place and is kept up to date.

• Senior management is responsible for establishing an 
appropriate internal control policy and ensuring that this 
policy is put into effect and is monitored.

• The board of directors and senior management are re-
sponsible for making all levels of the organisation aware 
of the importance of internal control. All employees of 
the organisation who are involved in internal control 
processes must have clearly defined responsibilities.

2. Risk identification and assessment. The Group’s internal 
control system ensures that all the risks that could ad-
versely affect achievement of the organisation’s goals are 
properly identified and assessed and that new risks are 
assessed continuously.

3. Establishment of adequate controls and separation of 
functions. A clear structure of control and allocation of 
responsibilities has been established and the control func-
tions are an intrinsic part of the organisation’s business 
and support activities, ensuring sufficient separation of 
functions to avoid any conflict of responsibilities.

4. Reporting and disclosure. The Group’s procedures and 
systems ensure accurate and comprehensible reporting 
and disclosure in the areas of financial, operational and 
compliance reporting.

5. Monitoring of the control system. Besides the continuous 
review of business and operations, control activities are 
subject to regular assessments, the conclusions of which 
are reported to senior management and the board of 
directors, along with any matters subject to special moni-
toring. 
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Proper documentation of the Group’s ICM is vital to achiev-
ing these objectives. Accordingly, a common, homogeneous 
methodology is used to describe internal control processes, 
identify risks, controls and authorities within the organi-
sational structure, and ensure that relevant controls are 
included to minimise the impact of the risks associated with 
the Group’s activity. Potential risks that must be covered 
by the ICM are identified based on senior management’s 
knowledge and understanding of the business and op-
erational processes, taking into account both quantitative 
criteria, including probability of occurrence, and qualitative 
criteria associated with the nature, complexity or structure 
of the business.

Documentation and updating
The following are some of the main features of the San-
tander Group’s ICM documentation:

• The ICM is a corporate model that involves every member 
of the organisation with control responsibilities, through a 
framework of direct, individually assigned responsibilities.

• Internal control is managed in a decentralised manner in 
the Group’s units. In addition, there is a corporate inter-
nal control area, which coordinates and monitors all the 
Group’s units and provides general criteria and guidelines 
to ensure that procedures, assessment tests, classification 
criteria and adaptations of regulations are uniform and 
standardised. 

• The documented model is broad and so includes not only 
the activities linked to the generation of consolidated 
financial information, which is its main objective, but also 
any other procedures performed in the business and sup-
port areas of each entity which, while having no direct 
impact on the accounts, could nevertheless give rise to 
losses or risks in the event of incidents, errors, infringe-
ments of regulations or fraud.

• The ICM is a forward-looking model and evolves by 
adapting to the reality of the Group’s business and sup-
port activities at any given time, clearly identifying any 
risks that might prevent the achievement of goals and the 
controls that mitigate such risks. 

• It includes detailed descriptions of transactions, criteria for 
assessing the performance of the controls and the conclu-
sions of the performance assessment. 

All the ICM documentation of each Group company is 
stored in a corporate computer application. This applica-
tion allows processes, risks and controls to be consulted 
and updated by users in real-time and reviewed by external 
auditors or supervisory bodies. It also serves as a support 
tool for the internal control model assessment process, au-
tomatically ensuring the model’s integrity. The chart below 
shows the framework of documentation and responsibilities 
of the Group’s internal control model:

 GROUP’S INTERNAL CONTROL MODEL SCHEME

INTERNAL 
CONTROL 
MODEL

  More than 170 companies of the Group (covera-
ge above 97% equity components). 

  More than 39,000 controls (documented and 
assessed every six months) and 16,000 processes.

  More than 6,000 indicators.

GLOBAL SPHERE

REGULAR REVIEW

DOCUMENTATION

RESPONSIBILITIES

  Define a methodology for documenting 
processes, risks and controls.

  DDefine a homogeneous command table 
of indicators that assess objectively the 
main processes of the Group’s divisions/
areas.

  More than 5,000 professionals are involved 
in assessing and certifying the ICM.

  Upward certification from control executi-
ves to the Group’s CEO.

  Evaluation of the design and effectiveness of 
controls twice a year.

  Subjected to auditing.
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Keeping the descriptions of processes, risks and controls and 
the identity of the persons responsible for them up to date 
is a key aspect of the Group’s ICM.

In 2013 the Group’s ICM documentation evolved to meet 
the new regulatory requirements affecting banks’ proce-
dures and to reflect the changes in the organisation, both 
the changes in the businesses and operational processes and 
the changes that have taken place in the Group’s organisa-
tional and corporate structure. 

Documenting and updating the ICM is not only done in the 
business units; it is also a crucial part of identifying, docu-
menting and assessing the risks and controls associated with 
operational processes outsourced to Group companies. 

Ultimately, the ICM is examined by the Group’s statutory au-
ditor, who reports to the Audit and Compliance Committee 
and issues an opinion on the effectiveness of the internal 
controls applied to the generation of the financial informa-
tion contained in the consolidated financial statements of 
the Santander Group at 31 December 2013.

The corporate scope of the Santander Group’s ICM also 
imposes an obligation to constantly ensure that the people 
involved in the ICM at all levels of the organisation are kept 
up to date, coordinated and trained as appropriate. For 
that purpose, in addition to the continuous updating of the 
information contained in the corporate internal control por-
tal, which serves as a channel of communication between 
the various ICM users, in 2013 further online and on-site 
training courses were given and various corporate internal 
control conventions were held. More than 100 corporate 
executives and managers from different Group entities took 
part in these conventions, aimed at promoting the sharing 
of best practices and building awareness of the corporate 
methodology.

Assessment and integration in management
The Group has an assessment and certification process for 
reviewing the performance of the ICM and the effectiveness 
of the established controls, processes and activities. This 
process starts with an assessment of the control activities by 
the persons responsible for them. Based on the conclusions 
of this first assessment, the various subprocesses, processes 
and activities related to the generation of financial informa-
tion are certified. Once all these certifications have been 
analysed, the CEO, CFO and Controller certify the effective-
ness of the ICM as a whole. 

Two assessment processes were carried out in the Group 
during 2013: in the first half, an assessment of control ef-
fectiveness aimed at anticipating incidents, so as to improve 
the controls before the end of the year; and the annual 
assessment of the effectiveness of controls (approximately 
39,000 in the Group overall) and processes (approximately 
2,500). 

Besides the assessment process, the Group has defined a 
set of more than 500 control indicators at corporate level, 
with the aim of systematising the assessment and monitor-
ing of control performance. These indicators are measured 
monthly in the various Group entities.

Also, with a view to reinforcing the integration of internal 
control in management, in 2013 a monthly executive inter-
nal control report was established to allow closer monitor-
ing and oversight of internal control-related matters by 
senior management. This report brings together relevant 
internal control-related information from the monthly 
control indicator measurements and the half-yearly assess-
ments, the appraisal of the reports and recommendations of 
Internal Audit, the reports and rating of the supervisors, and 
the reports and assessments of the corporate areas with re-
sponsibility for control over the relevant areas of the Group’s 
various units.

The Santander Group’s internal control model ensures that, 
while having a broad international structure and being pre-
sent in many different markets and geographies, the Group 
has homogeneous mechanisms for controlling uniform 
processes and procedures with unique degrees of account-
ability, which allow it to achieve its strategic objectives in 
an effective and operationally efficient way, ensuring the 
reliability of the financial information that is generated and 
compliance with applicable laws and regulations.
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14. REMUNERATION POLICIES

  This chapter describes quantitative and qualitative 
aspects of the Group’s remuneration policy for 
executives whose activities may have a material impact 
on significant risk-taking by the Group and for other 
executives who perform control functions. The above 
professionals, together with executive directors, the rest 
of senior management and other employees who receive 
remuneration on a par with that of senior management, 
are collectively known as “Identified Staff”. 

The information provided below is intended to fully comply 
with the recommendations on transparency in remuneration 
published by the Basel Committee in July 2011 and establis-
hed by the Bank of Spain in Rule 117 bis of CBE 8/2003, as 
amended, on remuneration policies and practices, including 
the salaries and discretionary pension benefits of directors 
and senior executives, risk takers, staff engaged in control 
functions and employees who receive total remuneration 
that places them in the same remuneration bracket as 
directors, senior executives and risk takers and whose pro-
fessional activities have a material impact on the entity’s risk 
profile (“Identified Staff”).

14.1. Principles of corporate governance with 
respect to remuneration 

a) Board involvement. 
The board of directors, at the proposal of the appointments 
and remuneration committee, reviews and approves the di-
rectors’ remuneration policy that is submitted to the general 
meeting of shareholders.

At least once a year the appointments and remuneration 
committee assesses the implementation of this remunera-
tion policy to check whether the remuneration guidelines 
and procedures adopted by the board and submitted to a 
consultative vote at the general meeting are being followed. 
The implementation of the remuneration policy in 2013 was 

assessed by the appointments and remuneration committee 
at its meeting on 23 January 2014. 

b) Transparency 
Banco Santander considers transparency a fundamental 
principle of corporate governance and complied early with 
the regulatory requirements currently in force. 

14.2. Appointments and remuneration 
committee 

The basic regulations of the appointments and remune-
ration committee are contained in the Bylaws of the San-
tander Group, supplemented and developed by the Board 
Regulations, which define the committee’s composition, 
procedures and functions. For the purposes of this report, 
these functions include the following: 

• Directors’ remuneration: 

• Make proposals to the Board on directors’ remuneration 
policy and prepare the directors’ remuneration report. 

• Make proposals to the Board on directors’ individual re-
muneration for the performance of functions other than 
that of director. 

• Monitor compliance with the directors’ remuneration 
policy and transparency of remuneration and regularly 
review remuneration programmes

• Remuneration of members of senior management who 
are not directors: 

• Make proposals on senior management remuneration 
policy. 

• Make proposals to the Board on the terms and condi-
tions of senior management contracts and remuneration. 
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• Monitor compliance with the senior management remu-
neration policy. 

• Remuneration of other executives whose activities may 
have an impact on risk-taking by the Group: 

• Make proposals to the Board on the remuneration of 
other executives who do not belong to senior manage-
ment but who receive significant remuneration, parti-
cularly variable remuneration, and whose activities may 
have a material impact on risk-taking by the Group. 

• Propose and review internal procedures for the selection 
and continuous assessment of employees who are res-
ponsible for internal control functions or who hold posi-
tions that are key to the day-to-day conduct of banking 
activities and report on their appointment, removal and 
continuous assessment. 

The Bylaws and the Board Regulations provide that the 
appointments and remuneration committee shall be made 
up exclusively of external directors and that its chairman 
shall be an independent director. During 2013 the commit-
tee was made up of independent non-executive directors, 
none of whom was an executive director, a member of 
senior management or an employee of the Bank. The 
appointments and remuneration committee meets at least 
four times a year and whenever convened by resolution of 
the committee itself or its chairman. During 2013 the com-
mittee met on 17 occasions. 

The functions, composition and activities of the 
appointments and remuneration committee in 2013 may be 
consulted in its public report for the year. 

In all their decision-making processes the appointments and 
remuneration committee and the board were able to check 
the relevant information against information from the mar-
kets and the Group’s peers in terms of size, characteristics 
and business activities. 

The appointments and remuneration committee and the 
board of directors were assisted by Towers Watson as a 
supplier of market information and adviser in designing the 
Group’s remuneration policy. 

14.3. Principles of remuneration policy 

The principles applied in 2013 to the remuneration of direc-
tors for the performance of their executive functions and of 
the members of senior management and other executives 
whose activities can have an impact on risk-taking by the 
Group are as follows: 

• Compensation shall be consistent with a rigorous ap-
proach to risk management and not foster improper 
risk-taking and shall be well aligned with the interests of 
shareholders, with a premium on creating value over the 
long term. 

• Fixed remuneration shall represent a significant proportion 
of total remuneration. 

• Variable remuneration shall reward performance, based 
on the achievement of the Group’s objectives. 

• The overall remuneration package and its structure shall 
be competitive, making it easier to attract and retain di-
rectors and executives and reward them appropriately.

Banco Santander conducts a comparative annual review 
of the total remuneration of executive directors, senior 
managers and other executives who have an impact on risk-
taking by the Group. 

In 2013, in respect of executive directors and senior ma-
nagers, market levels of remuneration were analysed, 
based on a peer group that has been assessed by the 
appointments and remuneration committee in relation 
to the following factors: size (market capitalisation, total 
assets, revenue and number of employees), geographical 
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distribution, business, and global or regional scope. In terms 
of market capitalisation, total assets, revenue and number 
of employees, at the end of 2013 Banco Santander was 
between the median and the 75th percentile of the peer 
group, which is made up of the following entities: HSBC, 
Wells Fargo, JP Morgan Chase, Bank of America, Royal Bank 
of Canada, BNP Paribas, Standard Chartered, UBS, Barclays, 
BBVA and Société Générale. 

In terms of geographical distribution, business and scope, 
the peer group entities are distributed as follows:

In performing the market analysis, the main elements of to-
tal remuneration (fixed pay, short and long-term variable pay 
and pensions) were included, so as to obtain a general over-
view of comparable pay levels and remuneration practices. 

In the committee’s opinion, this analysis shows that the total 
remuneration of executive directors lies within a reasonable 
market range. 

USA and Canada
36%

United Kingdom
27%

No retail
34%

Regional 
27%

Retail 
66%

Global / International 
73%

Continental Europe
36%

 GEOGRAPHICAL DISTRIBUTION (HQ LOCATION)

 BUSINESS MIX

 GLOBAL PRESENCE VS. REGIONAL

The same analysis was conducted for other Identified Staff, 
taking account of specific competitors in the local markets 
in which these staff perform their functions.

14.4. Identified Staff 

The committee proposes to the Board the remuneration of 
executives whose activities are capable of having significant 
impact on material risk-taking by the Group. Identified Staff 
include: 

• Executive directors. 

• Senior managers who are not directors, other division ma-
nagers and country heads.

 • Generally speaking, the direct reports of the division ma-
nager or country head, provided the areas concerned are 
significant risk takers or have control functions. In 2013, 
control functions were considered to comprise: audit, fi-
nance management, controller and management control, 
human resources, risks, general secretariat, and tech-
nology and operations. Direct reports in countries with 
economic capital of less than 1% of total Group economic 
capital are not included.

 • In the specific case of Global Wholesale Banking, the se-
nior division officer and senior product managers in each 
country are included. 

• All managers who receive variable remuneration for the 
year of more than EUR 1 million. 

The appointments and remuneration committee reviews 
and, where appropriate, revises the scope of the Identified 
Staff each year, with a view to identifying people in the 
organisation who meet the aforementioned criteria. At the 
end of 2013 the Identified Staff comprised 293 executives 
from across the entire Group, representing approximately 
0.16% of the workforce. 

In 2014 the committee will update the criteria for defining 
Identified Staff, so as to adapt the definition to Directive 
2013/36/EU and Royal Decree-Law 14/2013, as well as the 
planned implementation of the Directive. For implementa-
tion purposes, on 13 December 2013 the European Banking 
Authority (EBA) prepared and submitted to the European 
Commission for adoption a set of draft Regulatory tech-
nical standards on criteria to identify categories of staff 
whose professional activities have a material impact on 
an institution’s risk profile under Article 94(2) of Directive 
2013/36/EU.
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14.5. Remuneration policy 

Remuneration policy in 2013 
The principles applied in 2013 to the remuneration of Identi-
fied Staff were as follows: 

• Fixed remuneration represented a significant proportion of 
total remuneration. 

• Variable remuneration was determined based on achie-
vement of budgeted net profit and risk-adjusted return 
targets and additional qualitative factors: 

a) Quantitative targets. Achievement of the net profit and 
risk-adjusted return targets for the year, both of them 
adjusted for extraordinary results, was assessed. These 
targets are the best indicators of the capacity to generate 
recurring profits and the need for provisioning in anticipa-
tion of adverse circumstances. A distinction is made bet-
ween executives with general management functions at 
Group level and executives with responsibility for the ma-
nagement of individual countries or business divisions, the 
former being assessed on Group profit and risk-adjusted 
return and the latter, on the profit and risk-adjusted re-
turn of the country or division to which they are assigned. 

In the case of executives in corporate divisions with control 
functions, the targets considered are those for the Group, 
not those for the specific business divisions in which they 
perform risk control functions. 

b) Additional qualitative factors and objectives. In addition 
to the above targets, the following factors are taken into 
account in order to obtain a qualitative assessment of 
performance and check for alignment with shareholder 
interests: 

• Adjustment for extraordinary items. 

• Benchmark comparison of the results obtained by each di-
vision and the Group as a whole with peers in the sector. 

• Appropriate risk management (including the risk of losses, 
as well as liquidity, capital, concentration and reputational 
risks), quality and consistency of earnings, and the overall 
compliance and control environment. 

• Other factors that are relevant to the Group’s manage-
ment, such as the evolution of core capital, economic 
capital and the key balance sheet indicators. 

For executives in corporate divisions with control functions, 
the qualitative factors relate to the Group, not to the parti-
cular business divisions in which they perform their control 
function. 

Moreover, the individual bonus is assigned taking into ac-
count the degree of achievement of individual objectives, 
which are determined according to each executive’s area of 
responsibility, so as to give a broad assessment of perfor-
mance. 

The variable remuneration for 2013 is paid as follows: 

• Part of the variable remuneration is paid immediately and 
part is deferred. The percent deferral is 60%, 50% or 
40%, depending on the category of Identified Staff. For 
executive directors the rate of deferral is 60%, for senior 
executives 50% and for all other Identified Staff 40%. 

• The portion payable immediately is paid in two instal-
ments, net of tax (or tax withholdings), in cash and in 
shares. 

• The portion that is deferred is paid, after deducting any 
applicable tax (or tax withholdings), in three instalments, 
payable on the first, second and third anniversary of the 
award, half in cash and half in shares, at the price cal-
culated for the shares for immediate delivery. Receipt of 
deferred variable remuneration is subject to the conditions 
and malus clauses described below. 

• An executive who has received shares, whether immedia-
tely or deferred, may not transfer or directly or indirectly 
hedge the shares for one year from the date of each deli-
very, nor prior to delivery of the shares. 

• In the case of executives assigned to Brazil, Mexico, Chile 
and Poland, the portion of variable remuneration that is 
received in shares, whether immediately or deferred, is 
paid in shares or similar instruments of the entities in tho-
se countries. 

Additional schemes 
Besides the general bonus scheme, which is applicable to 
top-level executives of the Group, the Global Banking & 
Markets (GBM) division uses a model that is applied in all 
the geographies in which the division carries on its activity. 
This model rewards the achievement of results based on 
a pay-out system, linking variable remuneration to the 
division’s net ordinary profit, including provisions and other 
similar costs. The system assigns a weight of 25% to the 
achievement of risk-adjusted return targets and, on an 
aggregate basis, assumes that 30% of income is linked 
to Group results. Lastly, the GBM scheme uses the same 
qualitative factors as the general bonus scheme, taking 
into account the Group’s strategy in relation to GBM, its 
management in a broad sense and, in particular, the risks 
assumed.
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return objectives represents 85% of the standard bonus 
benchmark. The scale applicable to country or business 
division objectives represents 90% or 100%, depending on 
the relationship between the 2013 budget and the previous 
years’ results. 

On both scales each percentage point above or below the 
target entails one point more or less in the bonus calculation.

At consolidated level the Group’s NOP in 2013 was EUR 
4,370 million, representing 92.0% achievement of the bud-
geted target. The return on risk-weighted assets in 2013 
was 97.9% of the budgeted figure. The degree of achieve-
ment of Group objectives was therefore 93.5%. 

Applying the scale applicable to executive directors with 
Group general management functions in 2013, a 93.5% 
achievement level would mean a bonus equal to 78.5% 
of the standard benchmark set for the year. The following 
(positive and negative) qualitative adjustments are made to 
this result. 

Appropriate risk management and efficient use of 
capital. 
The remuneration risk assessment committee (RRAC) is the 
body responsible for assessing the risks and controls of the 
Group as a whole and of individual business divisions and 
proposing the necessary adjustments to the appointments 
and remuneration committee. 

In its assessment the RRAC took into account the exposure 
to losses due to credit and market risk, operational and re-
putational risk, concentration risk, liquidity and capital ma-
nagement, the general control environment and the quality 
and consistency of earnings. 

Competitive benchmarking of earnings. 
The performance of each business division and of the Group 
as a whole is benchmarked against that of a peer group. 
Business division earnings are benchmarked against those of 
equivalent units of competitors, while Group earnings are 
benchmarked against those of each competitor as a whole. 
The peer group used in determining variable remuneration 
for 2013 comprises the following entities: Barclays, Bank of 
America, BBVA, BNP Paribas, HSBC Holdings, ING Group, 
Intesa Sanpaolo, Itaú, JP Morgan Chase, Mitsubishi UFJ, 
Nordea Bank, Royal Bank of Canada, Société Générale, 
Standard Chartered, UBS, UniCredit and Wells Fargo.

 IDENTIFIED GROUP’S VARIABLE REMUNERATION %

Inmediate 
payment (*) Deferral (*)

Executive directors 40 60

Non-director senior executives 50 50

Other employees 60 40

(*)  Generally applied percentages. In certain countries, the percentage deferred 
may be higher for certain categories of excutive, giving rise to smaller 
proportion of inmediate payment.

Methodology for calculating variable remuneration 
The methodology for calculating variable remuneration is 
based on the degree of achievement of the quantitative 
and qualitative objectives defined in the report on executive 
directors’ remuneration put to a consultative vote at the An-
nual General Meeting held on 22 March 2013. 

The quantitative objectives relate to the budgeted levels of 
attributable net ordinary profit (NOP) and return on risk-
weighted assets, which were set according to the Group’s 
capacity to generate results sustainably, with appropriate 
risk management and efficient use of capital. 

The weighting of the above metrics in the computation of 
variable remuneration is as follows: 

• Attributable net ordinary profit (NOP) : 75% of variable 
remuneration, and 

• Return on risk-weighted assets, the remaining 25%. 

A distinction is made between executives with general ma-
nagement functions at Group level and executives assigned 
to a particular country or business division, the former being 
assessed on Group profit and return on risk-weighted assets 
and the latter, on the profit and return on risk-weighted 
assets of the country or division to which they are assigned 
(70% division objectives and 30% Group objectives). 

Achievement of the budgeted NOP and risk-adjusted return 
targets is rewarded according to scales of achievement in 
which the level of the current year’s bonus is expressed as 
a percentage of the previous year’s bonus. Thus, before 
qualitative factors, bonuses are determined in relation to 
each executive’s bonus benchmark. These scales vary ac-
cording to whether the objectives are Group objectives or 
the objectives of a particular country or business division. 
The scale applicable to Group-level NOP and risk-adjusted 

1  NOP is net profit attributable to the Group, adjusted upward or downward for 
transactions which, in the board’s opinion, entail an impact unrelated to the 
performance of the executives being assessed, such as extraordinary gains, 
corporate transactions, special provisions and write-downs, or accounting or 
legal adjustments recorded during the year.
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Evolution of the Group’s core capital, economic capital, 
balance sheet and other general Group management 
factors. 
The most important aspects of Group management during 
the year were assessed, including the following: 

i) The capital position continued to be strengthened du-
ring 2013; ii) as regards the balance sheet, the liquidity 
position was also strengthened, reaching a loan-to-
deposit ratio of 109% in the Group; and iii) shareholder 
payout was kept at EUR 0.60 per share for the fifth year 
running. 

As a result of the above adjustments, the bonus for exe-
cutive directors was 82.3% of the standard benchmark, 
bringing the aggregate amount of the bonus for executive 
directors to EUR 10,327 thousand, compared to a total 
benchmark bonus of EUR 12,548 thousand. However, at the 
express request of the chairman, which the committee ac-
cepted, the bonus payable to the chairman was reduced by 
EUR 415 thousand, so that it remained at the same level in 
2013 as in 2012. As a result of this renunciation, the aggre-
gate amount of the bonus for executive directors was EUR 
9,912 thousand. 

The following table shows the total remuneration of Identi-
fied Staff in 2013.

 TABLE 59.  
TOTAL REMUNERATION OF THE IDENTIFIED STAFF

Executive Directors
Non-director senior 

excutives Other employees Total 

Fixed remuneration 8,880 26,040 73,599 108,519

Variable remuneration 9,912 38,218 122,866 170,996

Immediate payment

in cash 1,982 9,521 35,135 46,638

in shares 1,982 9,521 35,135 46,638

no. of Santander shares 296,769 1,331,782 3,617,463 5,246,015

no. of Santander Brazil shares - 143,911 1,226,634 1,370,545

no. of Santander Poland shares - - 1,191,742 1,191,742

no. of Santander Mexico shares - - 9,580 9,580

Deferred payment

in cash 2,974 9,588 26,298 38,859

in shares 2,974 9,588 26,298 38,859

no. of Santander shares 445,155 1,341,718 2,793,932 4,580,805

no. of Santander Brazil shares - 143,911 817,757 961,668

no. of Santander Poland shares - - 794,495 794,495

no. of Santander Mexico shares - - 6,386 6,386

Other remuneration 1,367 8,416 9,047 18,830

Remuneration as director of the entity 1,529 - - 1,529

Number of beneficiaries (*) 6 28 259 293

Figures expressed in thousands of euros, except  (*) 
(*) Figures expressed in numbers
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2  Where the employment relationship with Banco Santander or another entity 
belonging to the Santander Group is terminated because of retirement, early 
retirement or partial retirement of the beneficiary, dismissal found by a court to 
be unfair, voluntary termination by the employee on good grounds (including 
the grounds specified in article 10.3 of Royal Decree 1382/1985 of 1 August 
regulating the special senior management relationship, for those subject to 
said regime), permanent disability or death, or because the employer, being 
an entity other than Banco Santander, ceases to belong to the Santander 
Group, and also in cases of forced absence, the beneficiary shall continue to be 
entitled to receive the shares and deferred cash amounts (as well as any related 
dividends and interest) on the same terms as if none of the abovementioned 
events had occurred. In the event of death, the entitlement shall pass to the 
beneficiary’s successors in title. In the event of temporary justified absence due 
to ill health, suspension of the employment contract for maternity or paternity 

leave, or leave to care for children or relatives, the rights of the beneficiary 
shall remain unchanged. Where a beneficiary moves to a different company 
within the Santander Group (including through an international assignment 
or expatriation), the beneficiary’s rights shall remain unchanged. Where the 
employment relationship is terminated by mutual agreement or because the 
beneficiary is granted a leave other than those mentioned in the previous 
sections, the provisions of the relevant termination or leave agreement shall 
apply. None of the aforementioned circumstances shall give the beneficiary 
a right to receive the deferred amount in advance. Where a beneficiary or 
a beneficiary’s successors in title conserve the right to receive the deferred 
remuneration in shares and cash (as well as any related dividends or interest), 
said remuneration shall be delivered on the terms and conditions established in 
the plan regulations.

The above amounts were proposed by the appointments 
and remuneration committee on 23 January 2014 and were 
approved by the board on 27 January 2014. Deferred remu-
neration becomes payable only if the beneficiary remains an 
employee of the Group on the terms of the plan regulations  
and if (in the opinion of the board of directors, at the pro-
posal of the appointments and remuneration committee) 
none of the following events occur during the period prece-
ding each delivery: 

(i)  the Group’s financial performance is unsatisfactory; 

(ii)  the beneficiary fails to comply with internal regulations, 
particularly those relating to risks; 

(iii)  the Group’s financial statements require a material res-
tatement, except where due to a change in accounting 
rules; or

(iv)  there are material changes in the Group’s economic ca-
pital or risk profile. 

On the occasion of each delivery of shares and cash and 
therefore subject to the same requirements, the beneficiary 
will be paid an amount in cash equal to the dividends paid 
by said shares and the interest earned on the deferred an-
nual cash bonus from the date of the award until the first, 
second and third anniversary thereof. Where the Santander 
Dividendo Elección (scrip dividend) programme applies, the 
beneficiary will be paid the price offered by the Bank for the 
bonus share rights attached to the shares. 

Executives who receive shares may not transfer or directly 
or indirectly hedge the shares for one year from the date of 
each delivery, nor prior to delivery of the shares. 

During 2013 one executive director received EUR 42 thou-
sand in annual bonus and attendance fees as director of a 
Group entity. One person in the “Senior executives” cate-
gory of Identified Staff received EUR 43 thousand for the 
same reason. 

In 2013 the “Other employees” category was reduced by 12 
employees, who received aggregate compensation of EUR 
7,742 thousand, one of whom received a maximum of EUR 
1,323 thousand. These people had an average of 16.9 years’ 
service in the Group. One person in the “Senior executives” 
category left, receiving compensation totalling EUR 3,302 
thousand, after 11.35 years’ service. 

Also in 2013, one person was added to the “Other emplo-
yees” category of Identified Staff, with fixed remuneration 
of EUR 320 thousand and guaranteed variable remuneration 
of EUR 422 thousand. At year-end this person had 0.20 
years’ service in the Group. As of year-end 2013 contri-
butions to pension and insurance schemes for Identified 
Staff totalled EUR 40,773 thousand, made up of EUR 4,058 
thousand for executive directors, EUR 19,660 thousand for 
senior executives who are not directors and EUR 17,056 
thousand for other employees.
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There follows information on the remuneration systems for 
Identified Staff in which the entitlement to receive shares 
arose in previous years and for which the vesting targets or 
conditions have not yet been met:

 TABLE 60.  
VESTED RIGHTS

Executive Directors
Non-director senior 

excutives Other employees Total 

no. of Santander shares 718,978 1,497,844 1,813,774 4,030,596

no. of Santander Brazil shares - 26,565 172,548 199,114

no. of Santander Poland shares - - - -

no. of Santander Mexico shares - - - -

Cash* 1,969 8,051 16,080 26,100

*Figures expressed in thousands of euros

 TABLE 61.  
UNVESTED RIGHTS

Executive Directors
Non-director senior 

excutives Other employees Total 

no. of Santander shares 1,515,282 3,623,577 6,574,466 11,713,326

no. of Santander Brazil shares - 114,458 1,030,709 1,145,167

Santander Brazil options - 844,070 2,068,858 2,912,928

no. of Santander Poland shares - - 5,447,489 5,447,489

no. of Santander Mexico shares - - 6,764 6,764

Cash* 7,702 19,748 41,066 68,517

*Figures expressed in thousands of euros

 
The identified group’s total remuneratio by business area is 
as follows:

 TABLE 62.  
REMUNERATION BY BUSINESS AREA

Thousands of euros 31 December 2013

Investment 
Banking 

Commercial 
Banking Asset management Other Total

Total remuneration 66,015 143,941 1,305 88,614 299,875

The investment banking area includes Identified Staff belon-
ging to businesses related to wholesale banking, reflecting 
income received from global corporate banking, investment 
banking and the markets business, which includes all the 
globally managed treasury departments and the equities 
business. Commercial banking contains all the customer 
banking businesses and encompasses employees who work 
in retail banking activities. Asset management takes in in-
vestment funds and pensions. 

“Other” includes Identified Staff who work in corporate 
support areas (such as risks, controller and management 
control, human resources, general secretariat, etc.), as well 
as executive directors who do not manage any particular 
division. 
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Remuneration policy in 2014 
For 2014, the basic principles of the remuneration policy will 
continue to be as follows:

 • Remuneration shall be consistent with a rigorous ap-
proach to risk management and not foster improper 
risk-taking and shall be well aligned with the interests of 
shareholders, with a premium on creating value over the 
long term. 

• Fixed remuneration shall represent a significant proportion 
of total remuneration in order to prevent unnecessary risk-
taking. 

• Variable remuneration shall reward performance, based 
on achievement of the objectives set for the Group and 
for the business divisions, in accordance with the priori-
ties in each case. It shall not be guaranteed and shall be 
flexible enough to be completely withdrawn in certain 
circumstances. 

• The overall remuneration package and its structure shall 
be competitive, making it easier to attract and retain di-
rectors and executives and reward them appropriately. 

• In order to strengthen the link between the remunera-
tion of Identified Staff and sustainable shareholder value 
creation, variable remuneration, in cash and in shares, will 
continue to be deferred and will be payable only if the be-
neficiary remains an employee of the Group (with certain 
exceptions) and no malus clauses apply, subject also to the 
obligation to hold the shares for at least one year. 

The variable remuneration policy for Identified Staff for 
2014 is based on the same principles as in 2013, together 
with a new long-term incentive linked to the Bank’s perfor-
mance over a multi-year period, designed to bring variable 
remuneration more closely into line with long-term share-
holder value creation. The main characteristics of the varia-
ble remuneration policy for 2014 are summarised below.

 • Components of variable remuneration. Total variable 
remuneration shall be composed of: (i) a bonus, to be 
received partly in cash and partly in shares, with part of 
the bonus being deferred over a three-year period; and (ii) 
a long-term incentive (LTI), which will be received, if at all, 
entirely in deferred stock options. 

• Limitations on variable remuneration. The sum of the 
bonus and any LTI for 2014 granted to Identified Staff, 
plus any other component of remuneration that may be 
relevant for this purpose, shall not exceed the limits appli-
cable to the variable components of remuneration. The 
board of directors of the Bank will propose to the 2014 
annual general meeting that the variable components of 
the remuneration of the Bank’s Identified Staff be limited 
to a maximum of 200% of the total amount of the fixed 
components. 

Setting of the bonus 
At the beginning of 2015 the board of directors, at the 
proposal of the appointments and remuneration committee, 
will set the bonus of Identified Staff for 2014, based on the 
approved bonus for 2013, taking into account certain quan-
titative metrics and additional qualitative factors: 

a) Quantitative metrics: 

• 75% of the bonus will be set based on the ratio of 2014 
NOP to 2013 NOP. NOP is net profit attributable to the 
Group, adjusted upward or downward for transactions 
which, in the board’s opinion, entail an impact unrelated 
to the performance of the executives being assessed, such 
as extraordinary gains, corporate transactions, special 
provisions and write-downs, or accounting or legal ad-
justments recorded during the year. 

• 25% of the bonus will be set based on the return on risk-
weighted assets in 2014 compared with the budgeted 
return and adjusted for the annual growth of NOP.  
 
In applying these metrics, a distinction is made bet-
ween executives with Group-level general management 
functions and executives assigned to a particular country 
or business division, the former being assessed on Group 
profit and risk-adjusted return and the latter, on the profit 
and risk-adjusted return of their country or division (with a 
weight of 70%). 

b) Additional qualitative factors  
 
To assess the quality of the results measured by the above 
metrics and calculate the individual bonus, the following 
factors will also be taken into account: 
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• Appropriate risk management and efficient use of capital. 

• Competitive benchmarking of earnings. 

• Competitive benchmarking of customer satisfaction

• Evolution of the Group’s core capital, economic capital, 
balance sheet and other relevant management factors.

• To determine an executive’s individual bonus, an in-
dividual assessment of the objectives specific to the 
executive’s function. 

c) Additional conditions  
 
Lastly, the following rules will also be applied in determi-
ning the bonus: 

• Depending on whether Group metrics or country or 
business division metrics take priority, if Group NOP or 
country or business division NOP for 2014 is more than 
50% less than the figure for 2013, the appointments and 
remuneration committee will analyse the results and set a 
bonus which will on no account exceed 50% of the bonus 
awarded for 2013. 

• Depending on whether Group NOP or country or business 
division NOP takes priority, if the NOP is negative, the 
bonus will be zero.  

Method of payment of the bonus. The bonus will be 
paid 50% in cash and 50% in shares, part in 2015 and the 
rest deferred over three years, as follows: 

a) 40% of the bonus will be paid in 2015, net of taxes, half 
in cash and half in shares; 

b) The remaining 60% will be deferred and paid, where 
applicable, in three instalments, in 2016, 2017 and 2018. 
The amount payable in each year will be paid, net of 
taxes, half in cash and half in shares. 

Setting of the LTI 
Equally, at the proposal of the appointments and remune-
ration committee and based on the Bank’s performance in 
2014 against a peer group, the board of directors will set an 
LTI for Identified Staff, starting, where applicable, from an 
amount equal to 15% of the benchmark bonus. 

To determine the appropriate LTI, the following percentages 
will be applied to 15% of the benchmark bonus, based 
on the total shareholder return (TSR) for 2014 of the Bank 
relative to the TSR of a benchmark group of 15 credit insti-
tutions (the “Benchmark Group”). 

 SANTANDER TSR POSITION

From 1st to 8th 100%

From  9th to 12th 50%

From  12th to 16th 0%

TSR measures the return on investment for the shareholder 
as the sum of the change in share price plus dividends and 
any other similar income received by the shareholder during 
the reference period. 

The Benchmark Group consisted of  the following banks: 
HSBC, BNP Paribas, Société Générale, JP Morgan, Citigroup, 
BBVA, Nordea, UniCredit, Intesa SanPaolo, Itaú Unibanco, 
Bank of Nova Scotia, Deutsche Bank, Lloyds, Bradesco and 
UBS. 

The LTI thus set for each beneficiary will be called the “LTI 
Agreed Amount”, although the rate of accrual and actual 
amount of the LTI will be linked to the degree of achieve-
ment of the multi-year objectives indicated below. For each 
executive in Identified Staff, the LTI Agreed Amount will 
determine the maximum number of shares receivable, which 
will be calculated using the share’s market price in the 15 
sessions prior to the date on which the board of directors 
sets the bonus for 2014. 

Accrual of the LTI. The LTI is earned and its amount is 
determined by the TSR of Banco Santander relative to the 
TSR of the banks in the Benchmark Group over a multi-year 
period. The amount to be received by each Identified Staff 
member each year will be determined in relation to the LTI 
(the “LTI Annual Amount”) by applying the appropriate 
percentage from the following table to one-third of the LTI 
Agreed Amount for that year: 

 SANTANDER TSR POSITION % PAYABLE

From 1st to 4th 100%

5th 87.5%

6th 75%

7th 62.5%

8th 50%

9th-16th 0%

The benchmark TSR for the 2016 LTI payment will be the 
cumulative TSR from 1 January 2014 to 31 December 2015; 
the benchmark TSR for the 2017 payment will be the cumu-
lative TSR from 1 January 2014 to 31 December 2016; and 
the benchmark TSR for the 2018 payment will be the cumu-
lative TSR from 1 January 2014 to 31 December 2017. 
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Form of payment of the LTI. The LTI will be paid entirely 
in shares and will be deferred in three instalments, payable 
in 2016, 2017 and 2018.

Continued employment conditions and malus 
clauses 
Deferred remuneration (both the LTI and the deferred part 
of the bonus) becomes payable only if the beneficiary re-
mains an employee of the Group  and if (in the opinion of 
the board of directors, at the proposal of the appointments 
and remuneration committee) none of the following events 
occur during the period prior to each delivery as a result of 
actions taken in 2014: 

(i) the Group’s financial performance is unsatisfactory. 

(ii) the beneficiary fails to comply with internal regulations, 
particularly those relating to risks; 

(iii) the external auditors consider that the Group’s financial 
statements require a material restatement, except where 
due to a change in accounting rules; or 

(iv) there are material changes in the Group’s economic ca-
pital or risk profile.

The board of directors, at the proposal of the appointments 
and remuneration committee and based on the degree of 
compliance with said conditions, shall determine the exact 
amount of the deferred portion of the bonus and the LTI 
that is to be paid. 

Other characteristics 
• Hedges of the value of any Acciones Santander received 

during the holding and deferral periods are expressly pro-
hibited. Sale of the shares awarded is also prohibited until 
one year after the award.

• On the occasion of each delivery of shares in 2016, 2017 
and 2018 and therefore subject to the same requirements, 
beneficiaries will be paid an amount in cash equal to the 
dividends paid on said shares plus the interest earned on 
the deferred amount of the annual cash bonus from the 
date of payment of the portion of the bonus paid imme-
diately until the date of payment of the bonus or LTI in 
question. Where the Santander Dividendo Elección (scrip 
dividend) programme applies, the beneficiary will be paid 
the price offered by the Bank for the bonus share rights 
attached to the shares. 

• The shares to be delivered on each occasion will be deter-
mined based on the average, weighted by daily trading 
volume, of the average weighted prices of the Santander 
share in the 15 sessions before the date on which the 
board of directors sets the bonus for 2014. 

To the extent that both the bonus and the LTI entail the de-
livery of shares of the Bank, the board of directors shall sub-
mit to the approval of the next annual general meeting the 
fourth cycle of the deferred conditional variable remunera-
tion plan, through which the bonus will be implemented, 
and the first cycle of the performance shares plan, which 
will serve to implement the LTI.

3  Where the employment relationship with Banco Santander or any other entity 
belonging to the Santander Group is terminated because of retirement, early 
retirement or partial retirement of the beneficiary, dismissal found by a court to 
be unfair, voluntary termination by the employee on good grounds (including 
the grounds specified in article 10.3 of Royal Decree 1382/1985 of 1 August 
regulating the special senior management relationship, for those subject to 
said regime), permanent disability or death, or because the employer, being 
an entity other than Banco Santander, ceases to belong to the Santander 
Group, and also in cases of forced absence, the beneficiary shall continue to be 
entitled to receive the LTI and the deferred bonus amount (as well as any related 
dividends and interest) on the same terms as if none of the abovementioned 
events had occurred. 

 In the event of death, the entitlement shall pass to the beneficiary’s heirs. 
  In the event of temporary justified absence due to ill health, suspension of 

the employment contract for maternity or paternity leave, or leave to care for 

children or relatives, the rights of the beneficiary shall remain unchanged. 
  Where a beneficiary moves to a different company within the Santander 

Group (including through an international assignment or expatriation), the 
beneficiary’s rights shall remain unchanged. 

  Where the employment relationship is terminated by mutual agreement or 
because the beneficiary is granted a leave other than those mentioned in 
the previous sections, the provisions of the relevant termination or leave 
agreement shall apply. 

  None of the aforementioned circumstances shall give the beneficiary a right to 
receive the LTI or the deferred bonus amount in advance. Where a beneficiary 
or a beneficiary’s successors in title conserve the right to receive the LTI or 
the deferred bonus amount (as well as any related dividends or interest), the 
LTI or deferred bonus amount shall be delivered on the terms and conditions 
established in the plan regulations.
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14.6. Criteria for taking present and future 
risks into consideration 

The following criteria and processes regarding the conside-
ration of present and future risks are taken into account in 
determining variable remuneration:

 • The inclusion of risk-adjusted return on capital as a basic 
metric in determining variable remuneration in 2013 and 
2014, stressing the importance of regulatory capital in 
achieving the results. 

• The inclusion of qualitative factors in determining the 
bonus, so as to ensure that a broad view of performance, 
including all relevant management factors, is obtained. 

• Most important among the qualitative factors are risk, 
capital and balance sheet management, which covers 
all the basic dimensions of risk (losses, concentration, 
liquidity and capital), liquidity management, capital mana-
gement, the general control environment and the quality 
and consistency of earnings. This factor is assessed by the 
remuneration risk assessment committee, which includes 
the heads of the Group’s control functions: risks, internal 
audit, compliance, controller and management control, 
financial management and investor relations, human re-
sources, and technology and operations. 

• The inclusion in 2014 of a total shareholder return (TSR) 
metric, which ties remuneration to long-term shareholder 
value creation. 

• The payment of 50% of variable remuneration in shares 
and the deferral of between 60% and 40% over three 
years. 

• The obligation to hold the shares, whether delivered im-
mediately or after a period of deferral, so that the bene-
ficiaries cannot dispose of the shares until one year after 
delivery. 

• The malus clauses, which affect the payment of the defe-
rred amounts, whether in cash or in shares. 

• The corporate governance of the whole process, with 
the involvement of the board of directors, as mentio-
ned previously, the composition and functions of the 
appointments and remuneration committee, and the par-
ticipation of the remuneration risk assessment committee, 
whose mission is to ensure that any present and future 
risks that might have an impact on variable remuneration 
are taken into account. 

 Note: For further information regarding remuneration, see Note 5 to 
the Group’s statutory financial statements, which contains 
information on directors’ remuneration for 2013 and the report of 
the appointments and remuneration committee for 2013. 
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APPENDIX I: COMPANIES WITH DIFFERENT 
CONSOLIDATION METHOD AND INVESTEES 
DEDUCTED FROM CAPITAL

Code Company with different consolidation method CBE 3/2008 CBE 4/2004

00005 Allfunds Bank, S.A. Proportionate Equity

00130 Santander Pensiones, S.A., E.G.F.P. Proportionate Equity

00131 Santander Asset Management, S.A. SGIIC. Proportionate Equity

00256 Omega Financial Services GmbH Proportionate Equity

00326 Portal Universia, S.A. Equity Full

00447 Santander Totta Seguros, Companhia de Seguros de Vida, S.A. Equity Full

00488 Servicios Corporativos Seguros Serfin, S.A. De C.V. Equity Full

00492 Instituto Santander Serfin, A.C. Equity Full

00518 Santander Río Asset Management Gerente  
de Fondos Comunes de Inversión S.A. Proportionate Equity

00552 Gestión Santander, S.A. de C.V., Sociedad Operadora de  
Sociedades de Inversión, Grupo Financiero Santander México Proportionate Equity

00581 Universia Brasil, S.A. Equity Full

00583 Universia Chile, S.A. Equity Full

00584 Universia Perú, S.A. Equity Full

00585 Universia Puerto Rico, Inc. Equity Full

00586 Universia México, S.A. De C.V. Equity Full

00587 Portal Universia Argentina, S.A. Equity Full

00588 Universia Colombia S.A.S. Equity Full

00589 Portal Universia Portugal, Prestação de Serviços de Informática, S.A. Equity Full

00601 Santander Seguros y Reaseguros, Compañía Aseguradora, S.A. Equity Full

00609 Certidesa, S.L. Equity Full

00630 Hispamer Renting, S.A.U. Equity Full

00634 Laparanza, S.A. Equity Full

00640 Inversiones Marítimas del Mediterráneo, S.A. Equity Full

00673 Santander Capitalização S.A. Equity Full

00697 Santander Río Trust S.A. Equity Full

00705 U.C.I., S.A. Proportionate Equity

00714 Programa Multi Sponsor PMS, S.A. Equity Full

00717 La Unión Resinera Española, S.A. Equity Full

00718 Luresa Inmobiliaria, S.A. Equity Full

00730 Guaranty Car, S.A. Equity Full

00852 Agrícola Tabaibal, S.A. Equity Full

00864 Clínica Sear, S.A. Equity Full

00865 Club Zaudin Golf, S.A. Equity Full
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00866 Costa Canaria de Veneguera, S.A. Equity Full

00923 Norchem Participações e Consultoria, S.A. Proportionate Equity

00954 Santander Asset Management Luxembourg, S.A. Proportionate Equity

00968 Santander Asset Management S.A. Administradora  
General de Fondos Proportionate Equity

00985 Transolver Finance EFC, S.A. Proportionate Equity

01004 Santander Asset Management Corporation Proportionate Equity

01104 Luri 1, S.A. Equity Full

01119 Darep Limited Equity Full

01121 Luri 2, S.A. Equity Full

01140 Unión de Créditos Inmobiliarios, S.A., EFC Proportionate Equity

01141 Retama Real Estate, S.A. Proportionate Equity

01147 Mata Alta, S.L. Equity Full

01151 Gestión de Instalaciones Fotovoltaicas, S.L. (Unipersonal) Equity Full

01155 Santander Consumer Renting, S.L. Equity Full

01160 FC2Egestión, S.L. Proportionate Equity

01165 Promociones y Servicios Santiago, S.A. de C.V. Equity Full

01168 Aviación Regional Cántabra, A.I.E. Equity Full

01179 Grupo Santander Consumer USA Proportionate Equity

01204 Naviera Trans Gas, A.I.E. Equity Full

01210 Luri Land S.A Equity Full

01216 Allfunds International S.A. Proportionate Equity

01226 Services and promotions Miami LLC Equity Full

01229 Promociones y Servicios Monterrey, S.A. de C.V. Equity Full

01233 Santander Global Property México, S.A. de C.V. Equity Full

01235 Aviación Real, A.I.E. Equity Full

01238 Promociones y Servicios Polanco, S.A. de C.V. Equity Full

01242 Allfunds Nominee Limited Proportionate Equity

01243 Ruevilliot 26 S.L. Equity Full

01244 Inmo Francia 2 S.A. Equity Full

01248 Erestone S.A.S. Equity Full

01250 SCI Banby Pro Equity Full

01253 Aviación Tritón, A.I.E. Equity Full

01254 Santander Global Property USA Inc. Equity Full

01258 Banbou S.A.R.L. Equity Full

01268 Aviación Intercontinental, A.I.E. Equity Full

01269 Hyundai Capital Germany GmbH Proportionate Equity

Code Company with different consolidation method CBE 3/2008 CBE 4/2004
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Code Company with different consolidation method CBE 3/2008 CBE 4/2004

01273 Naviera Trans Ore, A.I.E. Equity Full

01274 Aviación Antares, A.I.E. Equity Full

01275 Garilar, S.A. Equity Full

01279 Luri 4, S.A. Equity Full

01280 Aviación Scorpius, A.I.E. Equity Full

01282 UCI Mediação de Seguros, Unipessoal Lda. Proportionate Equity

01283 Aviación RC II, A.I.E. Equity Full

01285 Santander Insurance Europe Limited Equity Full

01286 Santander Insurance Life Limited Equity Full

01288 Aviación Centaurus, A.I.E. Equity Full

01300 Naviera Trans Wind, S.L. Equity Full

01302 Rosenlease, S.L. Equity Full

01307 UCI Holding Brasil Ltda Proportionate Equity

01308 Companhia Promotora UCI Proportionate Equity

01309 Turyocio Viajes y Fidelización, S.A. Equity Full

01317 Aviación Británica A.I.E. Equity Full

01322 Allfunds International Schweiz AG Proportionate Equity

01323 Bansalud, S.L. Equity Full

01327 Fortune Auto Finance Co., Ltd Proportionate Equity

01330 Santander Elavon Merchant Services Entidad de Pago, S.L. Proportionate Equity

01341 Energia Eólica de Mexico S.A. de C.V. Proportionate Equity

01343 Desarrollos Eólicos Mexicanos de Oaxaca 2, SAPI de CV Equity Full

01353 Eolsiponto S.r.l. Equity Full

01368 Santander Asset Management USA, LLC Proportionate Equity

01369 SAM Puerto Rico Holdings, Inc. Proportionate Equity

01371 Societa Energetica Pezzullo S.R.L Unipersonale Equity Full

01372 Paglialonga S.R.L. Unipersonale Equity Full

01373 Societa Energetica Vibonese Due, SRL Equity Full

01374 Konesticial S.L. Proportionate Equity

01376 SAM Finance Lux S.à.r.l Proportionate Equity

01411 Santander Insurance Agency, U.S., LLC Equity Full

01425 Waypoint Insurance Group, Inc. Equity Full

01506 Companhia de Arrendamento Mercantil RCI Brasil Proportionate Equity

01507 Companhia de Crédito, Financiamento e Investimento RCI Brasil Proportionate Equity

01513 Santander Brasil Asset Management Distribuidora de Títulos e 
Valores Mobiliários S.A. Proportionate Equity

01533 Santander Getnet Serviços para Meios de Pagamento S.A. Equity Full

01535 Santander Fundo de Investimento Renda Fixa Capitalization Equity Full

01552 Santander Brasil Gestão de Recursos LTDA. Proportionate Equity

01553 Webcasas, S.A. Equity Full

01554 EOL Wind Energias Renováveis, S.A. Equity Full

01555 EOL Brisa Energias Renováveis, S.A. Equity Full

01556 EOL Vento Energias Renováveis, S.A. Equity Full

01557 Central Eólica Santo Antonio de Pádua Equity Full

01558 Central Eólica São Cristovão Equity Full

01559 Central Eólica São Jorge Equity Full

01571 SAM Brasil Participações Ltda. Proportionate Equity

01614 BZ WBK-Aviva Towarzystwo Ubezpieczen Ogólnych S.A. Equity Full

01615 BZ WBK-Aviva Towarzystwo Ubezpieczen na Zycie S.A. Equity Full

01809 Alcaidesa Golf, S.L. Equity Full
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Code Company with different consolidation method CBE 3/2008 CBE 4/2004

01810 Alcaidesa Holding, S.A. Equity Full

01811 Alcaidesa Inmobiliaria, S.A. Equity Full

01812 Alcaidesa Servicios, S.A. Equity Full

01817 Caja de Emisiones con Garantía de Anualidades  
Debidas por el Estado, S.A. Equity Full

01818 Newcomar, S.L Equity Full

01823 Parque Solar Páramo, S.L. Equity Full

01825 Parque Solar Afortunado, S.L. Equity Full

02143 Santander Asset Management UK Holdings Limited Proportionate Equity

02700 Santander Asset Management UK Limited Proportionate Equity

02703 Santander ISA Managers Limited Proportionate Equity

02706 Santander Unit Trust Managers UK Limited Proportionate Equity

02711 Santander Portfolio Management UK Limited Proportionate Equity

02737 SAM Investment Holdings Limited Proportionate Equity

02753 Hyundai Capital UK Limited Proportionate Equity

02885 Broxted Solar Co Ltd Equity Full

02890 Wandylaw Wind Farm Ltd Equity Full

02893 Middlewick Wind Farm Limited Equity Full

02897 Egmere Airfield Solar Park Limited Equity Full

02898 Parley Court Solar Park Limited Equity Full

02899 Penare Farm Solar Park Limited Equity Full
Note: information included within this entities relatory could be subject to changes.

Insurers identified in C.5 Code

Santander Seguros y Reaseguros, Compañía Aseguradora, S.A A46003273

Aegon Santander Generales Seguros y Reaseguros, S.A. A86588050

Aegon Santander Vida Seguros y Reaseguros, S.A. A86588068

Santander Totta Seguros, Companhia ye Seguros De Vida, S.A. Pt000237360

Santander Río Seguros S.A. AR000211061

Zurich Santander Insurance América, S.L. B86091790

Darep Limited IE000697465

Santander Insurance Life Limited Ie001378957

Santander Insurance Europe Limited Ie001378944

Bz Wbk-Aviva Towarzystwo Ubezpieczen Ogólnych S.A. Pl001459298

Bz Wbk-Aviva Towarzystwo Ubezpieczen Na Zycie S.A. Pl001459302

Compañía Española De Seguros De Crédito A La Exportación, S.A, Compañía De Seguros Y 
Reaseguros

6516

Waypoint Insurance Group, Inc. US001697046

Santander Insurance Agency, U.S., LLC US001697524
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Financial investment >10% Code

Administrador Financiero de Transantiago CL000697471

Attijari Factoring Maroc, S.A. MA000204668

Cantabria Capital, Sgecr, S.A. A39548110

Centro de Compensación Automatizado, S.A. CL000486357

Gire, S.A. AR000208797

Polfund - Fundusz Poreczen Kredytowych S.A. PL001425345

Norchem Holdings E Negócios, S.A. BR000210405

Operadora de Activos Alfa, S.A. De C.V. MX000234957

Operadora de Activos Beta, S.A. De C.V. MX000400432

Partang, Sgps, S.A. PT001182179

Psa Finance Plc GB000302753

Redbanc, S.A. CL000438772

Redsys Servicios de Procesamiento, S.L.U. B85955367

Sociedad Interbancaria de Depósitos De Valores S.A. CL000439137

Transbank, S.A. CL000438791

UNICRE - Instituicao Financeira de Crédito, S.A. PT000201184

Bank Of Beijing Consumer Finance Company CN001672802

Olivant Investments Switzerland S.A. LU001099389

Alcover, Ag CH001237013

Coelsa SA AR000434782

Cofides, S.A. A78990603

Mobipay España. S.A. A83045559

Seed Capital de Bizkaia, SGECR, S.A. A48419329

Servicios Financieros Enlace S.A. de C.V. SV000242973

Sociedad Española de Sistemas de Pago Sa 9020

Sociedad Promotora Bilbao Plaza Financiera, S.A. A48401830

Visa SA AR000441222

Sibs - Soc.Interbancaria De Servios, Sa PT000201178

European Data Warehouse Gmbh DE001487051

Previsao - Soc.Gestora Fundos Pensoes, S PT000438371

Eurobanco en Liquidacion UY000207401

Scottish Loan Fund GB001524646

Seti A80628597

Bel Canto Sicav LU001047661

Med 2001 Inversiones,Sicav,S.A. A82964750

Cip - Camara Interbancaria De Pagamentos BR000444863

Cibrasec - Companhia Brasileira De Securitizacao BR000471185
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APPENDIX II: GLOSSARY

Advanced IRB approach: all the credit risk parameters are 
estimated internally by the entity, including the CCFs for 
calculating the EAD.

Asset liability management (ALM): a series of techniques 
and procedures to ensure correct decision-making 
on investments and funding at the entity, taking into 
consideration the interrelation between the various on-
balance-sheet and off-balance-sheet items.

Asset securitisation: a financial mechanism that consists 
of converting certain assets into fixed-income securities that 
can be traded on a secondary securities market.

Back-testing: the use of historical data to monitor the 
performance of the risk models.

Basel II: the capital adequacy framework of June 2004 
issued by the Basel Committee on Banking Supervision 
in the paper on International Convergence of Capital 
Measurement and Capital Standards.

Basel III: a set of amendments to the Basel II regulations 
published in December 2010, scheduled to take effect 
in January 2013 and to be gradually implemented until 
January 2019.

BIS: Bank for International Settlements.

CBE 3/2008: Bank of Spain Circular of 22 May 2008 on the 
calculation and control of minimum capital requirements. 

CBE 9/2010: Bank of Spain Circular of 22 December 2010 
amending Circular 3/2008.

CBE 4/2004: Bank of Spain Circular of 22 December 2004 
on public and confidential financial reporting standards and 
model financial statement forms. 

CoCos (Contingent Convertible Bonds): debt securities 
that are convertible into capital if a specified event occurs.

Common equity: a capital measure that considers, among 
other components, ordinary shares, the share premium and 
retained profits. It does not include preference shares.

Concentration risk: the risk of loss due to large exposures 
to a small number of debtors to which the entity has lent 
money.

Confidence level: in the context of value at risk (VaR) and 
economic capital, this is the level of probability that the 
actual loss will not exceed the potential loss estimated by 
value at risk or economic capital.

Counterparty credit risk: the risk that a counterparty will 
default on a derivatives contract before its maturity. The 
risk could arise from derivatives transactions in the trading 
portfolio or the banking portfolio and, as with other credit 
exposures, it is subject to a credit limit.

Core capital: the relation that exists between capital and 
reserves that are immediately available and the value of the 
debts that the Group has assumed in its transactions.

Credit conversion factor (CCF): a conversion factor used 
for converting off-balance-sheet credit risk balances into 
credit exposure equivalents. Under the AIRB approach 
the Group applies the CCFs in order to calculate the EAD 
value of the items representing contingent liabilities and 
commitments. 

Credit default swap: a derivatives contract that transfers 
the credit risk of a financial instrument from the buyer (who 
receives the credit protection) to the seller (who guarantees 
the solvency of the instrument).
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Credit risk: the risk that customers will be unable to meet 
their contractual payment obligations. Credit risk includes 
default, country and settlement risk.

Credit risk mitigation: a technique for reducing the credit 
risk of a transaction by applying coverage such as personal 
guarantees or collateral.

Default risk: the risk that counterparties will not meet their 
contractual payment obligations.

Derivatives: financial instruments that derive their 
value from one or more underlying assets, e.g. bonds or 
currencies.

Downturn LGD (DLGD): the LGD estimated in adverse 
economic conditions.

DTA: deferred tax assets.

EBA: European Banking Authority. Created in 2010, 
it entered into operation in 2011. The EBA acts as a 
coordinator between the national entities responsible for 
safeguarding values such as the stability of the financial 
system, transparency of markets and financial products, and 
the protection of bank customers and investors. 

ECAI: External Credit Assessment Institution, such as 
Moody’s Investors Service, Standard & Poor’s Ratings Group 
and Fitch Group.

Economic capital: the figure that demonstrates to a high 
degree of certainty the quantity of capital resources that the 
Group needs at a given point in time to absorb unexpected 
losses arising from its current exposure.

Expected loss (EL): a regulatory calculation of the average 
amount expected to be lost on an exposure, using a 
12-month time horizon. EL is calculated by multiplying 
probability of default (a percentage) by exposure at default 
(an amount) and LGD (a percentage).

Exposure: the gross amount that the entity could lose 
if the counterparty is unable to meet its contractual 
payment obligations, without taking into consideration any 
guarantees, credit enhancements or credit risk mitigation 
transactions. 

Exposure at Default (EAD): the amount that the entity 
could lose in the event of counterparty default. 

FEVE: Spanish acronym for “firmas en vigilancia especial”, 
that is, companies on special watch.

Global rating tools: these assign a rating to each customer 
using a quantitative or automatic module. 

ICAAP: internal capital adequacy assessment process.

Implicit LGD: this is used to back-test the regulatory LGD 
estimates. It is based on taking NPLMV as proxy for the 
Observed Loss, and then dividing the Observed Loss by the 
PD gives an implicit or observed LGD that can be compared 
to the regulatory LGD.

Interest rate risk: exposure of the bank’s financial  
position to adverse movements in interest rates.  
Acceptance of this risk is a normal part of the banking 
business and can be a source of significant returns  
and creation of shareholder value.

Internal ratings-based approach (IRB): an approach 
based on internal ratings for the calculation of risk-weighted 
exposures.

Internal validation: a pre-requisite for the supervisory 
validation process. A sufficiently independent specialised 
unit of the entity obtains an expert opinion on the 
adequacy of the internal models for the relevant internal 
and regulatory purposes, and issues a conclusion on their 
usefulness and effectiveness.

IRP: This report, titled Pillar III Disclosures in the English 
version. (the acronym is for the Spanish Informe de 
Relevancia Prudencial).

ISDA (International Swaps and Derivatives 
Association): OTC derivative transactions between 
financial institutions are usually carried out under a master 
agreement established by this organisation which details 
the definitions and general terms and conditions of the 
contract.

LDP: low-default portfolio.

Liquidity risk: the risk that the Group might be unable to 
meet all its payment obligations when they fall due or might 
only be able to meet them at an excessive cost.

Loss Given Default (LGD): the portion of EAD not 
recovered at the end of the loan recovery process. It is 
equal to 1 minus the recovery rate (i.e.: LGD = 1 – recovery 
rate). The definition of loss used to estimate LGD must be a 
definition of economic loss, not an accounting loss.
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LTV (Loan to value): amount of credit extended / value of 
guarantees and collateral.

Mark-to-market approach: in regulatory terms, an ap-
proach for calculating the value of the credit risk exposure 
of counterparty derivatives (present market value plus a 
margin, i.e. the amount that takes into consideration the 
potential future increase in market value).

Market risk: the risk arising from uncertainty regarding 
changes in market prices and rates (including interest rates, 
share prices, exchange rates and commodity prices), the 
correlations between them and their levels of volatility.

Model validation: the process of assessing the 
effectiveness of a credit risk model using a pre-defined set 
of criteria, such as the model’s discriminatory power, the 
appropriateness of the inputs and expert opinions.

Netting: a bank’s ability to reduce its credit risk exposure by 
setting off the value of its rights against its obligations with 
the same counterparty.

Non-standardised customers: customers who have been 
assigned a risk analyst due to the risk assumed. This cat-
egory includes wholesale banking customers, financial insti-
tutions and certain enterprises in retail banking.  

Operational risk: the risk of incurring losses with  
regard to employees, contractual specifications and 
documentation, technology, infrastructure failures  
and disasters, projects, external influences and  
customer relations. This definition includes  
legal and regulatory risk but does not include  
business and reputational risk.

Over-the-counter (OTC): off-exchange, that is, trading 
done between two parties (in derivatives, for example) 
without the supervision of an organised exchange.

Pillar I: Minimum Capital Requirements: the part of the 
New Basel Capital Accord that establishes the minimum 
regulatory capital requirements for credit, market and 
operational risk.

Pillar II: Supervisory Review Process: an internal capital 
adequacy assessment process reviewed by the supervisor 
with possible additional capital requirements for risk that 
are not included in Pillar I and the use of more sophisticated 
methodologies than Pillar I. 

Pillar III: Market Discipline: this pillar is designed to 
complete the minimum capital requirements and the 
supervisory review process and, accordingly, enhance market 
discipline through the regulation of public disclosure by the 
entities.

Point-in-time (PIT) PD: the probability of default at  
a particular point in time or in particular state of  
the economic cycle.

Probability of default (PD): this represents the likelihood 
that a customer or a transaction will fall into default. It is 
the probability that an event (the default) will occur within a 
given time horizon. 

Rating: the result of the objective assessment of the 
counterparties’ future economic situation based on 
current characteristics and assumptions. The methodology 
for assigning the ratings depends largely on the type 
of customer and the available data. A wide range of 
methodologies for assessing credit risk is applied, such as 
expert systems and econometric methods.

Risk-weighted assets (RWA): calculated by assigning a 
level of risk, expressed as a percentage (risk weighting), to 
an exposure in accordance with the relevant rules under the 
standardised approach or the IRB approach.

RORAC: return on risk-adjusted capital.

Slotting Criteria: an approach used for calculating risk 
weights for specialised lending exposures, which consists  
of mapping the internal ratings to five supervisory 
categories, each with its own specific risk weight.

Special-purpose vehicle (SPV): a company created for 
the sole purpose of acquiring certain assets or derivative 
exposures and of issuing liabilities that are associated  
solely with these assets or exposures.

Standardised approach: an approach for calculating 
credit risk capital requirements under Pillar I of Basel II. 
Under this approach, the risk weightings used  
in the capital calculation are determined by the regulator.

Standardised customers: customers which have  
not been expressly assigned a risk analyst.  
This category generally includes individuals, individual 
entrepreneurs and retail banking enterprises  
not classified as non-standardised customers.
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Stress testing: used to describe various techniques  
for measuring the potential vulnerability to exceptional  
but plausible events.

Through-the-cycle (TTC) PD: probability of default 
adjusted to a full economic cycle. It may be taken as a long-
term average of the point-in-time PDs.

Tier I: core capital less hybrid instruments.

Tier II: supplementary capital instruments, mainly 
subordinated debt and general loan loss allowances,  
which contribute to the robustness of financial institutions.

Unexpected loss: unexpected losses (not covered by 
allowances) must be covered by capital.  
The Bank of Spain, in Circular 3/2008, requires  
that entities maintain eligible capital equal to  
or exceeding the minimum capital requirements, which,  
in the case of credit risk, are 8% of the risk-weighted credit 
risk exposure.

Value at Risk (VaR): estimate of the potential  
losses that could arise in risk positions as a result of 
movements in market risk factors within a given time 
horizon and for a specific confidence level.
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APPENDIX III: MAP FOR NAVIGATING  
GRUPO SANTANDER’S DOCUMENTS  
WITH RISK MANAGEMENT INFORMATION

 MAP FOR NAVIGATING GRUPO SANTANDER’S DOCUMENTS WITH RISK MANAGEMENT INFORMATION

 BLOCK POINTS
ANNUAL 
REPORT

AUDIT REPORT 
& ANNUAL 
ACCOUNTS

IPR  
(PILLAR III)

Introduction Introduction. Risk focuses PP. 166, 178 Note 54.4 Section 2

Management 
principles and 
corporate 
governance

Corporate principles of risk management, control and appetite P. 168 Note 54 (54.1, 
54.2, 54.3) 
and other notes 
and related 
information

Section 6
Corporate governance of the risks function P. 174

Integral control and internal validation of risks P. 176

Credit risk

Introduction to the treatment of credit risk P. 180

Note 54.5  
and other notes 
and related 
information

Sections  
7 & 8 

Main magnitudes and evolution (risk map, evolution, conciliation, 
geographic distribution, management metrics) P. 180

Geographic areas with the largest concentration of risk: UK, Spain, Brazil P. 190

Other credit risk optics (credit risk by activities in financial markets, 
concentration risk, country risk, sovereign risk and environmental risk) P. 197

Credit risk cycle (pre-sale, sale and post-sale) P. 204

Study of risk and credit rating process, and planning 
and setting limits (analysis of scenarios) P. 204

Decisions on operations (credit risk mitigation techniques) P. 206

Monitoring, measurement and control PP. 207, 208

Recovery management P. 209

Market risk

Activities subject to market risk (market risk factors) P. 210

Note 54.6  
and other notes 
and related 
information

Section 9 

Risks and results in 2013 PP. 212-221

Trading activity (VaR, stress testing, backtesting, etc.) P. 212

Structural market risk P. 221

Methodologies P. 224

Management framework (organisational and governance structure, policy of limits) P. 227

Internal model P. 230

Liquidity risk 
and funding

Introduction to liquidity risk treatment and funding P. 231

Note 54.7  
and other notes 
and related 
information

Section 10

Liquidity management framework. Monitoring and control of liquidity risk 
(organisational and governance model, analysis of the balance sheet and 
liquidity risk management, management adapted to business needs)

P. 232

Funding strategy and 2013 liquidity evolution P. 236

2014 funding outlook P. 243

Operational 
risk

Definition and objectives. Corporate governance and organisational model P. 244
Note 54.8  
and other notes 
and related 
information

Section 11 
Risk management model. Measurement model and risk assessment P. 245

Evolution of the main metrics. Mitigation measures. Business Continuity plan P. 247

Other aspects of control and monitoring of operational risk P. 250

Compliance 
and 
reputational 
risk

Definition and objectives P. 253 Note 54.9  
and other notes 
and related 
information

Section 12Corporate governance and organisational model P. 253

Risk management model (prevention of money laundering and financing of 
terrorism, marketing of products and services, compliance with rules) P. 254

Capital

Adjustment to the new regulatory framework P. 259 Note 54.10 
and other notes 
and related 
information

Sections 
1, 3, 4 & 5

Economic capital: analysis of the global risk profile, 
capital planning and stress exercises P. 260

RORAC and value creation P. 265




