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The Banco de Espafa’s Institutional Report focuses particularly on one of the
Strategic Plan 2024 objectives approved in early 2020: to increase the institution’s
transparency in its relationship with society. In this report, interested readers will find
a summary of the main activities carried out by the Bank in 2020 to discharge the
different functions conferred on it by law, as well as a wealth of information about its
structure and organisation.

Much of the Bank’s activity in 2020 was without doubt marked by the impact of the
COVID-19 pandemic, with its effects on people’s health, society and the economy
and financial system. The response of national, European and international authorities
to this unprecedented shock, which in Spain triggered the steepest fall in economic
activity in peacetime, was also extraordinary in the various facets of economic policy
(fiscal, monetary, prudential, etc.).

Thus, in the area of European monetary policy, the European Central Bank
responded swiftly by implementing a broad raft of forceful and flexible measures
which enabled the early signs of tightening on the financial markets to be
countered and ensured favourable financing conditions. This context of
accommodative financing conditions gave the fiscal authorities of all Member
States room for manoeuvre to respond and contribute to sustaining the income
of other economic agents. In addition, along with the prudential measures
adopted, it helped financial institutions fulfil their key role of supplying credit to
the rest of the economy.

Moreover, to complement the national measures adopted, the response of the
European Union (EU), with the approval of different programmes (notably including
Next Generation EU), was also unprecedented, both in terms of its scale and its drive
to transform the economy, and the financing mechanisms used.

The ultimate aim of these economic policy measures has been to ensure that the
duration of the pandemic’s adverse effects on the economy is as short as possible
and to enable a strong recovery as the restrictions on the normal course of economic
activity are eased. The EU’s concerted response may also prove a substantial boost
for the common European project.
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The European authorities with powers in the areas of prudential supervision and
financial stability adopted a series of decisions to, on the one hand, relax the
regulatory frameworks applicable to supervised institutions, in order to adapt them
to the exceptional circumstances that were unfolding, and, on the other, implement
specific measures, such as limiting dividends, to increase the financial system’s
solvency and thus strengthen its capacity to support the economy.

Nationally, the authorities deployed different measures, notably the introduction of a
public guarantee scheme, the implementation of special moratoria arrangements
and certain regulatory changes to mercantile and labour legislation, which also
contributed to mitigating the pandemic’s negative impact on the economy and
limiting its duration.

In any event, the development of effective vaccines against the virus has contained
some of the risks to the economy and, in turn, equipped the authorities with the best
economic policy tool available: the roll-out of vaccination programmes that allow for
the gradual easing of the restrictions on economic activity, which have particularly
affected the sectors more reliant on social interaction, such as tourism and many
services sectors.

The current status of the recovery (still partial, uncertain and uneven) warrants
maintaining many of the exceptional economic support measures, targeting the
hardest-hit firms and population groups (specifically viable firms with solvency
problems), and applying a flexible approach as regards the volume of earmarked
funds, which should be adapted in line with how the pandemic unfolds and whether
or not the risks materialise.

At the same time, economic policy should adopt a medium and long-term perspective
in order to tackle the structural challenges faced by the Spanish economy. A medium-
term outlook would provide economic agents with greater certainty, increase the
impact of short-term support measures and facilitate the recovery as the vaccinations
progress and the restrictions on activity are gradually lifted. Specifically, the following
are needed: i) the design of a medium-term fiscal consolidation plan to be rolled out
once the recovery phase has taken hold, foreseeably spanning several legislatures,
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and ii) the immediate implementation of an ambitious programme of structural
reforms aimed, among other things, at reducing temporary contracts and structural
unemployment, improving productivity dynamics and, ultimately, increasing the
economy’s growth potential.

I would not wish to conclude the foreword to this Institutional Report without
specifically mentioning the internal workings of the Banco de Espafia and the efforts
made by its employees. All of those working at the Banco de Espafia have had to
adapt in record time to these unprecedented circumstances. Remote working has
been deployed for virtually all “teleworkable” tasks, and the safety of essential
services requiring the physical presence of employees has been strengthened, both
at the Bank’s head offices and branches. Cross-team coordination has been
achieved in exceptional conditions, and new forms of management and new
technologies have been used.

The results have been highly satisfactory and we have been able to fulfil our tasks
efficiently. None of this would have been possible without the high degree of
responsibility and spirit of public service shown by all employees, with their work,
dedication and pursuit of excellence. | would like to express my gratitude and
admiration to all of them. | believe that, despite all the difficulties and challenges
faced, we ended 2020 closer to becoming the leading, dynamic central bank
committed to society that we set out in our Strategic Plan at the beginning of 2020
as the vision for the future Banco de Espafa. The activities described in this report
are a good indication of how we have delivered on the commitment undertaken with
Spanish society.

Pablo Hernandez de Cos

Governor of the Banco de Espafa
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The Institutional Report aims to explain, in accessible language, what the functions
of the Banco de Espafna are and how they are carried out. As in previous editions,
the report is divided into three chapters. The first chapter is intended to provide a
view of the institution from the inside, with a new section this year specifically
concerning the Bank’s financial information, including its balance sheet and profit
and loss account and the main risks arising from its activities. The second chapter
gives an account of some of the main activities the institution engaged in during
2020, and the focus of the third chapter is on the Bank’s interaction with the public
and some notable actions in this area.

Last year, the Institutional Report referred to the pandemic, which had broken out
a relatively short time before. The report noted that COVID-19 would foreseeably
have a severe impact on society in general, and on the economic framework and
the financial system in particular. The latter aspects are both very closely related
to the functions conferred on the Banco de Espafa by law.

Regrettably, the past year has only confirmed this negative outlook. The pandemic,
and the measures adopted to curb and control its spread, have certainly brought
sweeping changes to our lives, affecting people’s movement and economic activity.
Above all else, it has caused a great deal of suffering for many families.

That report also described how the Banco de Espafia had adapted its working
practices in record time to the new pandemic-induced situation, entailing a series of
operational limitations regarding the physical presence of employees in the workplace.

From the outset, our institution has sought to prioritise people’s health and, naturally,
that of its employees. A number of action plans were deployed to ensure that all
employees who could perform their tasks from home were able to do so. To that end,
a programme was set up to provide staff with computers, screens and mobile
phones, allowing us to interact and work using electronic and online connections, in
various ways, progressively and efficiently.

Of course, some of the essential services that we provide as part of our functions
require employees to be physically present. For example, euro banknotes and
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coins were put into circulation, collected and handled meeting the required levels
at all times. In addition, as soon as it became practicable once the mobility
restrictions had been lifted, the Banco de Espafa opened to the public by
appointment only, so that credit institutions and citizens could use the services it
provides to third parties.

These measures have enabled the Bank to effectively perform the tasks entrusted to
it by law, even though many processes have had to be adapted to be carried out
online, something which has proved extremely useful and helped us gain flexibility.

In January this year, the importance of this flexibility and capacity to adapt was
brought home to us. This time, it was not a pandemic but the historic snowstorm
Filomena which paralysed Madrid and other parts of the country for almost a week.
Until very recently, a situation such as that caused by Filomena would have had
serious consequences, interrupting practically all activity and preventing us from
carrying out our work. However, the experience gained over the previous year
allowed work to continue almost as usual.

| would like to stress the excellent work performed by the Bank’s staff throughout
this period. Regardless of the material resources available, it has been the
commitment and responsibility shown by our employees which has ensured that the
work has been carried out efficiently, with the necessary adaptations, and they have
responded positively to difficult and exceptional circumstances.

Nevertheless, the video conferencing software that we learnt to use in the past year
cannot replace the proximity and connection brought by working face-to-face in a
team, both from a personal and professional standpoint. Moreover, looking back
over the past year, we cannot help but miss the company of our colleagues and co-
workers, the daily working routine, the frequent interaction and meetings. This is,
without doubt, something that we did not fully appreciate until we no longer had it.

Although the Banco de Espafa’s actions during this period — and the way it has
adapted to a unique and unfamiliar situation — can only be described as positive, we
should try to resume our former work dynamics as soon as possible, albeit partially,
while maintaining the flexibility and other useful aspects acquired during the
pandemic, which have helped improve the way we work.

Margarita Delgado Tejero

Deputy Governor of the Banco de Espana
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FROM THE BANCO DE SAN CARLOS TO THE PRESENT DAY

New Banco Espafiol
Banco Nacional de San Carlos Banco Espafiol de San Fernando de San Fernando

The forerunner of the Banco de The capital of Banco Nacional de San This bank was formed from the merger
Espafa, this bank was founded under Carlos was transferred to this bank, of Banco Espafol de San Fernando
Royal Warrant of King Carlos Ill. which was founded under Royal and Banco de Isabel Il (created three

Warrant of King Fernando VII. years earlier on private initiative).
Banco de Espana Peseta Monopoly over issuance

The institution was definitively The peseta was declared the basic The Finance Minister, José Echegaray,

renamed. unit of the Spanish monetary system. granted the Banco de Espafa
monopoly over peseta banknote
issuance.

Banking Law Civil War New Banking Law

1936-1939
Also known as the “Ley Cambd”, it The Banco de Espafa was split into The law withdrew some of the Banco
entailed the reorganisation of the two institutions, each with the power de Espafna’s powers, but strengthened
financial system and the to issue pesetas in their respective its role as a “bank of banks”.
transformation of the Banco de area.

Espana into a central bank.
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Nationalisation Supervision Law on the Governing Bodies

1962 1971 1980
The Banco de Espana was The Banco de Espafha was entrusted A substantial degree of autonomy was
nationalised and was granted powers with the supervision of savings banks conferred on the Banco de Espafia,
to develop and implement the and credit co-operatives. both from a functional (i.e. monetary
Government’s monetary policy. policy) and organisational standpoint.

Law on Banking Discipline
and Intervention Law of Autonomy ESCB

Under this law the Banco de Espafa This law made the Banco de Espana The Banco de Espafa joined the
was entrusted with broad supervisory responsible for monetary policy, while European System of Central Banks
and intervention powers over credit ensuring its independence, with a view (ESCB).

institutions. to its integration in Europe.

European Single Supervisory
The euro: a currency for Europe Circulation of the euro Mechanism

The euro became the currency of The new euro banknotes and coins The direct supervision of significant
various EU countries, including Spain. were put into circulation on 1 January credit institutions of various countries
2002. was transferred to the SSM.
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PARLIAMENTARY GOVERNING
APPEARANCES COUNCIL
Six by the Governor 10 voting members
One by the Deputy Governor Women Men
60% 40%

i Lo ol

PROFIT FOR STAFF
TH E YEAR Total employees:
3,345
€2,135 million, which was paid
to the Treasury Women Men
50.70% 49.30%

PUBLICATIONS STRATEGIC PLAN

13 regular publications The Strategic Plan 2020-2024
129 occasional publications was launched



1 MAIN FUNCTIONS OF THE BANCO DE ESPANA
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The Banco de Espaia is a public law entity which performs the functions of a
national central bank in Spain. It is also responsible for the supervision of the
Spanish banking system and of other financial intermediaries operating in Spain.

The Banco de Espafna performs these functions as a member of the following
European institutions: the European System of Central Banks (ESCB), the
Eurosystem, the Single Supervisory Mechanism (SSM) and the Single Resolution
Mechanism (SRM).

At the national level, the Banco de Espafa is regulated by Law 13/1994 of 1 June
1994 of Autonomy of the Banco de Espana (the “Law of Autonomy”). This law is
implemented through the Internal Rules of the Banco de Espana (“IRBE”), approved
by the Banco de Espafa Governing Council Resolution of 28 March 2000. At the
European institutional level, the Banco de Espafa is subject to, among others, the
Treaty on the Functioning of the European Union (TFEU), the Statute of the ESCB
and of the European Central Bank (ECB) and Council Regulation (EU) No 1024/2013
of 15 October 2013 conferring specific tasks on the ECB concerning policies relating
to the prudential supervision of credit institutions.

The legislation acknowledges the Banco de Espafia’s separate legal personality
and autonomy from the central government, affording it the status of an independent
institution. This means that neither the government nor any national or EU body may
issue the Banco de Espafa with instructions, and the latter may not request or
accept such instructions in the exercise of its functions, except for those that derive

Panoramic view of the Banco de Espafia.
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from its membership of the ESCB, the exercise of which must follow the guidelines
issued by the ECB.

Although the Banco de Espana is a public institution, its actions are subject to private
law, except where exercising its administrative powers, which include those related
to its supervisory functions.

1 .1 Functions as a member of the ESCB and as a national central bank

BANCO DE ESPANA

20

The Banco de Espaia, the ECB and the central banks of all other Member
States of the European Union (EU) make up the ESCB, established pursuant to
the TFEU and regulated by the Statute of the ESCB and of the ECB. The ESCB lacks
separate legal personality and is governed by the ECB’s decision-making bodies, in
which the Governor of the Banco de Espafia participates.

Alongside the ESCB, the Eurosystem groups together the ECB and the national
central banks (NCBs) of the 19 EU Member States that have adopted the euro. The
Eurosystem is the monetary authority of the euro area entrusted with the following
core functions: i) to define and implement the Eurosystem’s monetary policy, with
the primary objective of maintaining price stability; ii) to carry out foreign exchange
transactions; iii) to hold and manage the official currency reserves of euro area
countries; and iv) to promote the sound functioning of payment systems. It also
carries out additional tasks related to banknote issuance, statistics, supervision and

]

View of the ECB’s main building, Frankfurt am Main, Germany.
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EUROPEAN SYSTEM OF CENTRAL BANKS: THE ECB AND THE 28 NATIONAL CENTRAL BANKS OF THE EU

€ European Central Bank 15 Lietuvos bankas

1 Nationale Bank van Belgié/ 16 Banque centrale du
Banque Nationale de Belgique Luxembourg

2 bBbarapcka HapoaHa 6aHka 17 Magyar Nemzeti Bank
Bl etore By 18 Bank Centrali ta' Malta/

3 Ceska narodni banka 26 Central Bank of Malta

4 Danmarks Nationalbank 19 De Nederlandsche Bank

5 Deutsche Bundesbank 27 6 20 Oesterreichische

GRBESSIIEANK 14 Nationalbank

7 Banc Ceannais na hEireann/ 4 15 21 Narodowy Bank Polski
Central Bank of Ireland 7 19 22 Banco de Portugal

8 Tpamela tng ENNGSog 28 21 23 Banca Nationald a Romaniei
(Bank of Greece) 1 5 24 Banka Slovenije

9 Banco de Espaiia L0 S 25 25 Narodna banka Slovenska

10 Banque de France 10 20 47 23 26 Suomen Pankki/

11 Hrvatska narodna banka 24 Finlands Bank

12 Banca d’ltalia 12 11 2 27 Sveriges Riksbank

13 Kevtpiki Tpdrmela tng Kimpou 28 Bank of England (*)
(Central Bank of Cyprus) 20 9 8

14 Latvijas Banka

13
18

(*) The United Kingdom left the European Union on 31 January 2020. However, European Union legislation continued to apply in the United
Kingdom until 31 December 2020. There are currently four agreements regulating European Union-United Kingdom relations: the withdrawal
agreement, the trade and cooperation agreement, the security of information agreement and the agreement for cooperation on the safe and
peaceful uses of nuclear energy.

THE EUROSYSTEM: THE ECB AND THE 19 NATIONAL CENTRAL BANKS IN THE EURO AREA

FINLAND
SWEDEN
——ESTONIA

LATVIA

DENMARK —— LITHUANIA

NETHERLANDS
UNITED BELGIUM

IRELAND KINGDOM POLAND
GERMANY SLOVAKIA
LUXEMBOURG — CZECH
REPUBLIC
AUSTRIA  HUNGARY
ROMANIA
FRANCE
ITALY
BULGARIA
PORTUGAL ——
SPAIN
SLOVENIA GREECE

CROATIA|

CYPRUS
MALTA
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financial stability. Further, the Eurosystem has a consultative role regarding financial
legislation, and European and international cooperation functions.

Since 1 January 1999, as a member of the Eurosystem the Banco de Espafia has
helped perform the following basic functions entrusted to the ESCB:
implementation of the euro area’s single monetary policy; management of the
settlement of national and cross-border payments through the TARGET2 system;
and management of foreign currency reserves as an agent for the ECB. As part of
the ESCB and the Eurosystem, the Banco de Espafa also carries out tasks relating
to the compilation and dissemination of statistical information and the issuance and
processing of euro banknotes in Spain.

In the performance of the aforementioned functions, the Banco de Espafa, as a
member of the ESCB and the Eurosystem, is subject to the guidelines and instructions
issued by the decision-making bodies of the ECB.

Lastly, as an NCB, the Banco de Espafa discharges other functions assigned to it
directly by its regulations. These include: i) holding and independently managing the
foreign reserves which have not been transferred to the ECB; ii) putting coins into
circulation; iii) providing State treasury services, for which the Banco de Espafa
holds accounts for the Treasury and the regional governments if they so request;
and iv) acting as a financial agent for government debt.

1.2 Functions as a supervisory authority

BANCO DE ESPANA
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The Banco de Espana is entrusted with supervisory functions aimed at
preserving the solvency and sound functioning of different financial
intermediaries, with the ultimate goal of safeguarding the stability of the
financial system. These functions are mainly discharged in the following areas: i)
microprudential supervision; ii) macroprudential policy; and iii) market conduct
supervision and transparency.

More details on the supervisory functions performed by the Banco de Espafa in
2020 can be found in the Supervision Report 2020

The Banco de Espafa also collaborates with the Commission for the Prevention of
Money Laundering and Monetary Offences and its Executive Service (Sepblac, by
its Spanish abbreviation), to supervise compliance with the legislation on the
prevention of money laundering and terrorist financing by the institutions supervised
by the Banco de Espania.

1 Link to the Supervision Report 2020: https://www.bde.es/bde/en/secciones/informes/Publicaciones_an/
Memoria_de_la_Su/.
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1 3 Other functions

BANCO DE ESPANA
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The Banco de Espafa’s regulations confer other tasks on it in addition to its functions
as a central bank and supervisor.

First, advising the Government, for which it produces a variety of reports and
studies.

The Banco de Espafa is also entrusted with compiling and publishing economic
and financial statistics related to its functions, such as those included in the
National Statistics Plan. In addition, it compiles and provides the ECB with monetary,
banking and financial statistics, and figures on interest rates and the balance of
payments.

The Banco de Espafa is responsible for promoting the smooth operation and
stability of the financial system. To fulfil this function, it analyses the risks and
vulnerabilities of the Spanish financial system and monitors financial stability.

Since 2014, the Banco de Esparia has also been the designated authority responsible
for implementing the macroprudential policy instruments provided for in the
legislation on the supervision of credit institutions, in order to address systemic risks
which may affect the stability of the banking system. In this connection, the Banco
de Espana participates in the Spanish macroprudential authority (AMCESFI). The
goal of AMCESFI is to contribute to preserving the stability of the Spanish financial
system as a whole.

The Banco de Espafa is also tasked with the preventive resolution of credit
institutions. This function is exercised independently of its supervisory tasks.

Lastly, the Banco de Espafa performs other tasks related to its role as a regulator
and to matters which include the management of the Central Credit Register; the
resolution of complaints filed by users of bank services; keeping the official registers
of the Banco de Espafa; ensuring the quality and authenticity of banknotes and
coins; and the management and administration of internal services and functions.
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Having set out our institution’s key functions, this section aims to show how most of
these functions are reflected in the Banco de Espafa’s financial statements (balance
sheet and profit and loss account). To do so, a comprehensive analysis of the main
headings of the Bank’s balance sheet and profit and loss account is conducted,
reflecting changes over the last five years and linking them to the main events and
monetary policy measures adopted in that period.? Lastly, the risks and uncertainties
the Bank faces as a result of its activities are described and information on the
policies pursued to mitigate them is provided.

2. 1 Balance sheet

BANCO DE ESPANA
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The balance sheet of the Banco de Espaia provides a true and fair view of its
economic and financial position. It reflects, on the asset side, its available
resources, and, on the liability side, the sources of funding used.

The functions and activities of the Banco de Espafa are reflected in its balance
sheet as follows:

The Eurosystem’s monetary policy operations are the result of the decisions
adopted by the Governing Council of the ECB. They are recorded in the financial
statements of the euro area NCBs, reflecting the principle of decentralised
implementation of monetary policy in the Eurosystem. Thus, the asset side of the
Banco de Espafa’s balance sheet reflects the purchase of monetary policy securities
and the loans granted to Spanish credit institutions, and the liability side reflects the
deposits held by Spanish credit institutions.

The management of foreign reserves is reflected in the foreign currency assets
and liabilities (the latter being immaterial) on the balance sheet.

The Bank manages the settlement of national and cross-border payments
denominated in euro through the TARGET2 system,® which are recorded as intra-
Eurosystem claims or liabilities (in the case of the Banco de Espafa, a net liability
position).

2 The Annual Accounts of the Banco de Espana provide more detailed disclosures on the components of the Bank’s
balance sheet and profit and loss account. They can be found here https://www.bde.es/bde/en/secciones/
informes/ Publicaciones_an/cuentas-anuales-/.

3 TARGET?2 is the platform owned and operated by the Eurosystem for processing large-value payments in euro in
real time. It is used by both EU central banks and commercial banks to initiate transactions, either on their own
behalf or on behalf of their customers. More information can be found at the following link https://www.bde.es/f/
webbde/INF/MenuVertical/SistemasDePago/t2/ficheros/Target_Annual_Report_2019.pdf.
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Figure 1.1
SIMPLIFIED BALANCE SHEET OF THE BANCO DE ESPANA AS AT 31 DECEMBER 2020

€m

ASSETS LIABILITIES

Gold and other assets denominated

in foreign currency 70,212

Banknotes in circulation 157,373

Lending related to monetary policy 261,210

Deposits

Securities held for monetary policy
purposes

Intra-Eurosystem liabilities 499,019

Euro-denominated own funds portfolio 25,976

Intra-Eurosystem claims Financial resources 48,504

Other assets 7,700 Other liabilities 10,255

TOTAL 989,554 TOTAL 989,554

SOURCE: Banco de Espafia

Legal tender banknote issuance is recorded on the liability side of the balance
sheet under “Banknotes in circulation”. The allocation of euro banknotes among the
euro area NCBs, according to their banknote allocation key, gives rise to intra-
Eurosystem balances (in the case of the Banco de Espana, an intra-Eurosystem
claim).

The Banco de Espana provides the treasury service to the Treasury (and to other
public institutions and bodies) through accounts recorded on the liability side of the
balance sheet, under “Liabilities to other euro area residents denominated in euro”.
The Banco de Espafia also manages its own financial assets denominated in
euro, comprising debt securities. This is reflected under “Euro-denominated own

funds portfolio” on the asset side of the balance sheet.

Figure 1.1 depicts the Bank’s simplified balance sheet.
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Chart 1.1
BALANCE SHEET OF THE BANCO DE ESPANA

The main asset and liability accounts are analysed in greater detail below. The chart depicts the changes in the asset and liability sides of the
balance sheet over the last five years.
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Between 2016 and 2020, the Banco de Espafa’s balance sheet has grown markedly,
increasing by more than €400 billion (71%). The main reason for this growth is the
ECB’s expansionary monetary policy implemented via the “non-standard measures”.
Among other actions, this policy has been characterised by the provision of abundant
long-term liquidity to credit institutions and by the launch of various asset purchase
programmes.

On the asset side of the balance sheet of the Banco de Espafa, the direct
consequence of these actions has been, respectively, the increase in “Lending to
credit institutions related to monetary policy operations” and in “Securities
denominated in euro held for monetary policy purposes”. Meanwhile, over the same
period liabilities recorded under “Intra-Eurosystem liabilities (net TARGET2 balance)”
and “Liabilities to credit institutions and other residents denominated in euro” have
increased.

Particularly noteworthy is the growth in the Bank’s balance sheet in 2020
(38% compared with end-2019), which is primarily attributable to the intensity
of the measures adopted by the ECB to address and attempt to mitigate the
effects of the economic crisis triggered by the COVID-19 pandemic (see
Chart 1.1).
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2.1.1 Assets

At end-2020, the euro-denominated securities held for monetary policy
purposes accounted for almost half of the Banco de Espaina’s total assets
(48%). Under the related balance sheet heading, the Bank records the assets
purchased under the different asset purchase programmes launched by the
Eurosystem forming part of the non-standard monetary policy measures. These
programmes have been launched at different points since 2009 and each one has
been aimed at a specific type of security, all of them issued by euro area residents.
Chart 1.2 depicts the changes in this item over the last five years.

The pandemic emergency purchase programme (PEPP) was launched in March
2020 to counter the serious risks posed by the COVID-19 pandemic to the monetary
policy transmission mechanism and the outlook for the euro area. Section 3 of
Chapter 2 of this Report breaks down this programme in greater detail and provides
a broader explanation of the monetary policy operations set out below.

The asset purchases conducted as part of these monetary policy decisions are
made by the Eurosystem NCBs in accordance with the principle of decentralised
implementation. Between 2016 and 2020, the Banco de Espafa made sizeable
purchases under these programmes and, at end-2020, its holdings totalled €471,202
million.*

Euro-denominated lending to Spanish credit institutions related to monetary
policy operations accounted for 26% of the Banco de Espafia’s total assets at end-
2020. Its balance was €261,210 million, €130,695 million (100.1%) more than in the
previous year. This is the highest level of demand for credit from Spanish institutions
since 2013 and represents 14.6% of the Eurosystem total (see Chart 1.3).

In 2020 the balance relates in full to long-term loans extended to Spanish credit
institutions, the majority granted under targeted longer-term refinancing operations
(TLTROs). TLTROs provide financing to credit institutions for periods of up to four
years.® Conversely, main refinancing operations, whereby weekly financing is
provided to credit institutions and which historically have been the main liquidity-
providing mechanisms, have lost relevance in recent years.

TLTRO loans were granted to banks at attractive terms in order to encourage lending
to the real economy. Specifically, in 2020 the average rate applied to these loans was
-0.8%, incurring interest expense (negative interest income) for the Banco de Espafia
of close to €1.7 billion.

4 For detailed information, see Note 7.a) to the balance sheet in the Annual Accounts of the Banco de Espafia.
https://www.bde.es/bde/en/secciones/informes/Publicaciones_an/cuentas-anuales-/.

5 More information on TLTROs can be found on the ECB’s website. https://www.ecb.europa.eu/mopo/ implement/
omo/tltro/html/index.en.html.
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Chart 1.2
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Chart 1.3

LENDING TO CREDIT INSTITUTIONS RELATED TO MONETARY POLICY OPERATIONS
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In addition, in April 2020, as a specific measure in response to the pandemic, the

Governing Council of the ECB (as detailed in

Section 3 of Chapter 2 of this Report)

decided to conduct a series of pandemic emergency longer-term refinancing operations
(PELTROs). A negative interest rate (-0.25% in 2020) was also applied to these loans.

Spanish institutions have made scant use of th

Claims denominated in foreign currency ma

e PELTROs (€371 million at end-2020).

inly comprise assets denominated in US

dollars, special drawing rights (SDRs), Japanese yen, Australian dollars, Canadian
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Chart 1.4

BREAKDOWN OF CLAIMS DENOMINATED IN FOREIGN CURRENCY, BY CURRENCY AND BY TYPE OF INSTRUMENT,
AS AT 31 DECEMBER 2020
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dollars, pounds sterling and Chinese renminbi. The composition of these assets, by
currency, has remained quite stable over recent years, with the US dollar being the main
component. As regards their composition by type of instrument, claims denominated in
foreign currency mainly consist of debt securities (mostly denominated in US dollars)
and, to a lesser degree, fixed-term deposits and current accounts (see Chart 1.4).

The Banco de Espafa’s gold and gold receivables are also recorded on the asset
side of its balance sheet. Between 2016 and 2020, holdings of ounces of fine gold
have remained stable (9.054 million troy ounces of fine gold), while the market price
has been on an upward path. The market value at end-2020 was €13,978 million.

Lastly, the Banco de Espafia has a series of financial assets denominated in euro
that are not held for monetary policy purposes and which are recorded as the euro-
denominated own funds portfolio. These investments comprise debt securities,
70% of which are issues by Spanish residents and the remaining 30% are issues by
residents in other euro area countries. This heading totals €25,976 million. Its balance
has continually fallen between 2016 and 2020, mainly due to the avoidance of
interferences with the purchases of securities for monetary policy purposes.

2.1.2 Liabilities

On the liability side of the balance sheet, these non-standard monetary policy measures
have impacted the two headings that have mainly helped fund them: intra-Eurosystem
liabilities (net TARGET2 balance) and the deposits held by credit institutions.
Chart 1.5 depicts the overall change in the asset items in which these measures

have materialised and the two aforementioned liability items, and the clear relationship
between them.
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Chart 1.5
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At end-2020, deposits held by credit institutions and intra-Eurosystem liabilities
accounted for 26.5% and 50.5%, respectively, of the liability side of the balance
sheet.

At the beginning of 2016, deposits held by credit institutions (including the current
accounts in which they keep their minimum reserve requirements and the overnight
deposits made under the deposit facility) did not exceed €20 billion and they largely
related to the minimum reserve requirements. These deposits surged in 2020 and
now total more than €250 billion, reflecting the excess liquidity in the system (see
Chart 1.6).

Intra-Eurosystem liabilities mainly reflect the Banco de Espafa’s net TARGET2
balance vis-a-vis the Eurosystem. They have risen from €254,102 million at the
beginning of 2016 to close to €500 billion at end-2020.

Since 2015 the central banks’ net TARGET2 balances have been linked to the
monetary stimulus measures adopted by the ECB (mainly the implementation of the
aforementioned asset purchase programmes).

Banknotes in circulation on the liability side of the balance sheet reflects the share
allocated to the Banco de Espana of the total value of euro banknotes put into
circulation by the Eurosystem, in accordance with its banknote allocation key.® The
difference between this amount and the banknotes actually put into circulation by
the Banco de Espafa is recorded under “Intra-Eurosystem claims - Net claims

6 The banknote allocation key is that which results from applying 92% to the Eurosystem subscribed capital key (the
other 8% is attributed to the ECB). At end-2020 the Banco de Espana’s banknote allocation key was 10.97%.
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Chart 1.6
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related to the allocation of euro banknotes within the Eurosystem”.” In the case of the
Banco de Espafia, this is recorded on the asset side of the balance sheet because
the Bank put fewer banknotes into circulation than its share of total euro banknotes
in circulation, in accordance with the aforementioned allocation key.

2 . 2 Financial resources
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The Banco de Espana’s financial resources consist of its capital and reserves,
general provisions and revaluation accounts.

Except for 2017, financial resources have grown continuously in recent years (see
Chart 1.7).

General provisions include the provision for financial risk and for operational risk.
The balance of these provisions is reviewed annually on the basis of the Bank’s
assessment of its exposure to these risks, using methodologies consistent with
those used by the Eurosystem.® The provision for financial risk has increased in
recent years as a result of the significant increase in risk facing the Bank, triggered
in turn by growth in the balance sheet (specifically, on account of the asset purchases
under the Eurosystem’s monetary policy programmes).

7 For more information, see Note 14 to the balance sheet in the Annual Accounts of the Banco de Espana. https://
www.bde.es/bde/en/secciones/informes/Publicaciones_an/cuentas-anuales-/.

8 For further information on risk management at the Banco de Espafa, see Section 3.5 of the Notes to the Annual
Accounts. https://www.bde.es/bde/en/secciones/informes/Publicaciones_ an/cuentas-anuales-/.
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Chart 1.7
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As regards the revaluation accounts, in accordance with Eurosystem accounting
rules, unrealised gains (the difference between the market value and the carrying
amount) on gold, foreign currencies and securities that are subject to price revaluation
are not recognised as income in the profit and loss account, but are recorded directly
in revaluation accounts on the liability side of the balance sheet. The balances in
these accounts can be used to absorb the impact of any future unfavourable
movement in the respective prices and/or exchange rates, and thus strengthen the
Banco de Espafia’s resilience against the underlying risks. The revaluation accounts
balance has performed unevenly in recent years since it is strongly linked to
movements in exchange rates and the price of gold.

The foregoing is depicted in Chart 1.8.

Lastly, capital and reserves totalled almost €1.9 billion at end-2020, remaining
basically unchanged since 2006.

2.3 Profit and loss account

BANCO DE ESPANA

32

Each year, the Banco de Espana’s profit is transferred in full to the Treasury,
such that the earnings from its activity benefits the general public as a
whole.

Between 2016 and 2019, the Banco de Espafa’s earnings were on an upward path.

However, they fell slightly in 2020, with profit for the year totalling €2,135 million
(see Chart 1.9).
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Chart 1.8
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Chart 1.9
PROFIT OF THE BANCO DE ESPANA
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The main component of the Banco de Espafia’s earnings is the net interest income
generated on the assets and liabilities held on its balance sheet. These are a secure
and relatively stable source of income (see Chart 1.10).

The interest generated on the portfolio of securities held for monetary policy
purposes, on claims denominated in foreign currency and on the euro-denominated
own funds portfolio stands out due to its significance. Negative interest rates are
being applied to the bulk of long-term loans to credit institutions, incurring interest
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Chart 1.10
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7,000
6,000
5,000
4,000
3,000
2,000
1,000

B B T S
-2,000
2016 2017 2018 2019 2020
. NET INTEREST INCOME ON OTHER ASSETS AND LIABILITIES INTEREST INCOME ON DEPOSITS HELD BY CREDIT INSTITUTIONS AND OTHER RESIDENTS
- INTEREST EXPENSE ON LENDING TO CREDIT INSTITUTIONS INTEREST INCOME ON THE MONETARY POLICY PORTFOLIO
" INTEREST INCOME ON THE EURO-DENOMINATED OWN FUNDS PORTFOLIO S NET INTEREST INCOME DENOMINATED IN FOREIGN CURRENCY

NET INTEREST INCOME

SOURCE: Banco de Espana.

BANCO DE ESPANA

34

expense as a result (around €1.7 billion in 2020). Except for part of the deposits held
by credit institutions, as established under the two-tier system for remunerating
excess liquidity holdings, negative interest rates are also being applied to the
deposits on the liability side of the Bank’s balance sheet. This generates interest
income for the Bank (around €380 million in 2020).

Intra-Eurosystem claims (banknote allocation key adjustment) and liabilities (net
TARGET2 balance) are remunerated at the main refinancing rate (0% since March 2016).

Realised gains/losses arising from financial operations are those generated on the
sale of own funds portfolio securities (monetary policy portfolio securities may only
be sold by decision of the Governing Council) or when buying/selling foreign
currency. They are somewhat volatile and are not usually significant.

The pooling of monetary income reflects the allocation among the NCBs of the net
income obtained in the year from the Eurosystem’s monetary policy function, in
accordance with their respective ECB capital keys. In 2020 the net result of this
pooling was positive for the Banco de Espafia, meaning that the netincome generated
on its monetary policy assets and liabilities was less than its share, on the basis of
its capital key, of the aggregate income generated on the Eurosystem’s monetary
policy assets and liabilities taken as a whole.®

9 For more information, see Note 8 to the profit and loss account in the Annual Accounts of the Banco de Esparia.
https://www.bde.es/bde/en/secciones/informes/Publicaciones_an/cuentas-anuales-/.
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Chart 1.11

OPERATING EXPENSES OF THE BANCO DE ESPANA IN 2020
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The operating expenses incurred by the Bank to discharge its functions are recorded
under “Total operating expenses”. This heading includes banknote production
costs and depreciation of fixed assets (see Chart 1.11).

2.4 Risk management
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The Banco de Espana is exposed to financial and operational risks as a result
of its activity. These may have a financial and reputational impact and affect
its ability to attain its objectives.

The Bank’s risk policy aims to maintain a low and predictable overall risk level to
preserve its reputation and solvency, without detriment to its priority compliance
with the statutory tasks under the Law of Autonomy of the Banco de Espafa, or to
the fulfiiment of its objectives.

The Banco de Espafia manages all its risks taking into account their differing nature.
It has a risk management framework comprising a set of core principles, a
management and control model, and its governance arrangements.

The risk management and control model used by the Banco de Espafia features a
comprehensive risk map covering the main risk categories to which it is exposed.
This model envisages a five-phase management cycle for all risks: identification,
assessment, response, monitoring and reporting (see Figure 1.2). Lastly, the model
includes the definition of limits for all the risks assumed by the Bank, defined
according to the methodology adopted for each type of risk and expressed in
quantitative and qualitative terms.
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Figure 1.2
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These limits are reviewed periodically in an ongoing process of improvement and
adaptation to the Bank’s objectives and needs.

The comprehensive risk map distinguishes between financial risks and operational
risks. A detailed explanation of how these risks are configured can be found in
Boxes 1.1 and 1.2.
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Box 1.1
FINANCIAL RISKS

The financial risks taken by the Banco de Espana stem
from the financial transactions carried out in order to
perform its functions and achieve the objectives set for it
by law. They are essentially the following:

— Credit risk: the risk of incurring losses as a result of
total or partial non-compliance with the contractual
obligations of the issuers, counterparties or
depositaries of its financial assets.

— Market risk: the risk of incurring losses as a result of
fluctuations in the price of financial assets (including
foreign exchange rates and interest rates) and gold prices.

Structural balance sheet risk (i.e. the risk of adverse
variations in the Bank’s profits in the long term owing to
higher costs of liabilities or a lower return on assets) is
also monitored.

The risks to which the Bank is exposed arise both from its
monetary policy operations and from other financial
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investments in various portfolios, which may be
denominated in euro, foreign currency or gold. The
number of portfolios, their desired net changes and the
asset allocation targets are determined annually
according to the currency of denomination. In addition,
the currencies in which investments may be made, the
eligible financial instruments and transactions, the eligible
issuers, guarantors and counterparties and any limitations
on each of these for prudential reasons are regularly
reviewed.

The Credit Risk Committee proposes measures to be
adopted for managing financial risks and their provisioning
levels, and monitors them.

Credit and market risk are quantified by the 99% expected
shortfall metric, estimating the average loss that may
arise from changes in the risk factors in the worst 1% of
the simulated scenarios and with a one-year time horizon.
The resulting figure is used as a benchmark to assess the
financial risk provisioning needs.
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Box 1.2
OPERATIONAL RISK

The Banco de Espaia defines operational risk as the risk
of incurring losses due to the inadequacy or failure of
internal processes, personnel and systems, or due to
events outside the organisation. The Operational Risk
Management System developed by the Bank following
the guidelines set in the document entitled “International
Convergence of Capital Measurement and Capital
Standards” (Basel Il, revised framework) sets out policies,
functions and internationally accepted procedures for
proper operational risk management.

This system takes as its starting point an inventory of the
functions, processes and activities of each organisational
area of the Bank, which make up the Process Map. This
inventory is needed to subsequently identify the attendant
risks, which together constitute the Risk Map. This
identification is based on an analysis of possible
contingencies which may affect the Bank’s functioning and
of the specific measures taken to prevent them from
occurring and to reduce damage if they do occur.
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To determine the relative importance of the risks identified,
these are assessed qualitatively according to: 1) the
impact or damage they may cause, and 2) how often they
may occur, bearing in mind the existing control
environment. The risks thus assessed are placed in the
Risk Matrix, classified into categories according to their
impact and frequency. The business areas inform the Risk
Management Committee of the most significant risks and
of the possible mitigation measures to reduce the severity
and frequency of the contingencies identified. This
committee is responsible for approving them and
accepting the residual risks. The results of the self-
assessment conducted by the areas are compared with
the information drawn from the systematic register of loss
events in order to adjust their impact and/or frequency of
occurrence in line with actual events.

The level of operational risk is estimated by VaR
methodology with a 99.9% confidence level and a one-
year time horizon.
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According to the Law of Autonomy, the governing bodies of the Banco de Espafa
are the Governor, the Deputy Governor, the Governing Council and the Executive
Commission. They are detailed below.

3. 1 The Governor

The Governor directs the Banco de Espafia. He acts as the institution’s legal
representative, chairs its collegiate governing bodies (the Governing Council and the
Executive Commission) and represents it at international organisations and institutions.

The Governor is appointed by the King, at the proposal of the Prime Minister, for a
non-renewable six-year term. Pablo Hernandez de Cos’ term of office as Governor
of the Banco de Espafia began on 11 June 2018.

3.2 The Deputy Governor

The Deputy Governor stands in for the Governor when the post is vacant or in the
event of the latter’s absence or illness, and performs the duties established by the
IRBE or delegated by the Governor or the governing bodies of the Banco de Espana.
She is a member of the Banco de Espafna’s Governing Council and Executive
Commission and is an ex officio member of the other collegiate bodies to which she
has been appointed under current legislation.

The Deputy Governor is appointed by the Spanish Government, at the Governor’s
proposal, for a non-renewable six-year term. The current Deputy Governor is
Margarita Delgado. Her term of office commenced on 11 September 2018.

3.3 The Governing Council
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The Governing Council is one of the Banco de Espana’s two collegiate governing
bodies. It is composed of the Governor (who chairs the Council), the Deputy
Governor, six elected Council Members and two ex officio members (the General
Secretariat of the Treasury and International Financing and the Vice-Chair of the
National Securities Market Commission (CNMV).

The elected Council Members are appointed for a six-year term, renewable once, by
the Spanish Government at the proposal of the Minister for Economic Affairs and
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