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Executive summary

The EU banking sector has shown further
resilience amidst a benign macroeconomic
and financial environment, with an addi-
tional strengthening of the capital position
and a slight improvement of profitability
and asset quality. However, important struc-
tural challenges still persist as the high level
of non-performing loans [(NPLs) remains
a source of concern while lingering low prof-
itability raises the question of cost efficien-
cy and business model sustainability amid
a more competitive environment.

Market sentiment towards the banking sec-
tor has improved as the broad-based cycli-
cal recovery triggered higher expectations
of further improvement of banks’ profitabil-
ity. However, downside risks such as geopo-
litical risks as well as uncertainties over the
pace of the normalisation process of mon-
etary policies in a context of high-indebted-
ness could shift the market sentiment in the
short run. The Brexit negotiations continue
to be a source of political risk for the EU fi-
nancial market as a cliff-edge scenario could
lead to substantial disturbances for the Euro-
pean banking sector.

EU banks’ total assets decreased by 6.3 %
between June 2016 and June 2017, driven by
the decline of derivatives exposures and debt
securities, while banks have continued to in-
crease loans volume. For the near future, the
EBA risk assessment questionnaire (RAQ)
results point towards a slowdown of the de-
creasing pace and an increase of lending
volumes to the corporate sector, in particu-
lar SMEs, and to households, including both
residential mortgages and consumer credit
loans.

The average NPL ratio of EU banks de-
creased from 5.4 % to 4.5 % between June
2016 and June 2017 reflecting progress
made by EU banks to clean up their balance
sheets. However, around one third of EU ju-
risdictions have NPL ratios above 10 % and
the level of NPLs still remains at a very high
historical level (EUR 893 billion). The reduc-

tion of the ratio, mainly driven by a decrease
in NPLs, has picked up pace since September
2016.The EU area coverage ratio increased to
45 % with however a high dispersion among
EU countries.

Bank funding markets were characterised
by stable conditions in the first three quar-
ters of 2017 amid low volatility. Accommo-
dative monetary policy stances and central
banks’ asset purchase programmes have
supported low funding costs. Funding strate-
gies have beenincreasingly targeted towards
building loss-absorbing capacity to meet
minimum requirements for own funds and
eligible liabilities. Central bank funding has
increased as well, and high volumes attained
in the ECB’s Targeted Long-Term Refinanc-
ing Operation (TLTRO 2] have contributed to
decreasing volume of debt securities issued.

Deposit volumes increased in 2017, in line
with banks’ strategies and funding plans,
and the relevance of deposits in bank fund-
ing mix increased. Low or, in some cases,
negative rates have not had a negative impact
on deposit volumes.

EU banking sector solvency has continued to
strengthen with a slight increase of capital
ratios, albeit at a slower pace. This improve-
ment has been mainly driven by a decrease
of credit risk exposure reflecting a structural
change in the EU banking sector as some in-
stitutions aim at improving the quality of their
assets through a repositioning in some core
activities and sell those that are less profit-
able. The transitional (') common equity tier
1 [CET1) ratio stood at 14.3 % as of June 2017,
up by 70 bps with respect to June 2016. The
trend is similar for the fully loaded CET1 ratio
(i.e. assuming no transitional provisions, as
defined in the capital requirements regula-
tions (CRR), were in place), which reached
14 %. The total capital ratio has reached
a new high (18.6 %), with an increase of 80
bps.

[} CET1 calculated taking into account the phasing in of
CRR/CRD IV provisions during the transitional period
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Profitability has cautiously improved sup-
ported by the benign environment but still
remains a key challenge for the EU banking
sector. As of June 2017, the average return on
equity (RoE] stood at 7.0 %, up by 130 bps with
respect to June 2016, its highest level since
2014. Dispersion across countries is still
high, with ROE ranging between -28 % and
18 %. The increase in profitability has been
driven by several different trends: a decrease
of impairments, an increase of fees and com-
missions and an increase of trading profits.
Notwithstanding this evidence average RoE
has remained below the cost of equity and
many banks are still struggling to generate
sufficient margins through their traditional
lending activity in a context of a low-rate en-
vironment and flat yield curves. Moreover,
EU banks have continued to face important
structural challenges such as high levels of
NPLs which still hamper profitability in some
countries along with cost efficiency issues in
a competitive environment.

In a context of heightened competition from
new financial technology players, EU banks
have started to adapt their business model
to ensure sustainable profitability. Banks
have identified upcoming competition from
FinTech companies as a risk to revenues in
business lines relying on standard solutions
such as payment and settlement business,
while they see opportunities in FinTech solu-
tions offering enlarged customer bases and
product lines in asset managementand com-

mercial banking. Some banks have launched
digitalisation projects to improve their cost
efficiency as the intermediation margins
from the traditional banking lending model
are put under pressure by the low rate en-
vironment.

These new opportunities are accompanied
by a number of new pockets of risk. In this
regard, cyber and data security are key risk
drivers. The risks that cyberattacks are
posing and their volume and sophistication
are moreover unabatedly high. While bank-
ing operations have become increasingly de-
pendent on IT platforms, cost pressures and
operational challenges have contributed to
anincreasing reliance on the third-party ser-
vice providers to which a range of IT services
and data are outsourced. Notwithstanding its
benefits, the outsourcing of IT services and
data poses security issues and challenges to
governance and controls as well as to data
management.

Operational risks remain prominent. Risks
related to the conduct of business and to
litigation remain an important concern. Re-
lated costs have not yet abated and affect
consumer confidence and the profitability of
banks. Over half of the banks responding to
the RAQ have made compensation, litigation
and similar payments of more than EUR 500
million since the 2007/08 financial year, and
over 30 % of respondents expect heightened
litigation costs going forward.
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Introduction

This is the 10th report on risks and vulner-
abilities of the EU banking sector published
by the European Banking Authority (EBAJ. It
describes the main developments and trends
that have affected the EU banking sector
since the end of 2016 and provides the EBA's
outlook on the main micro-prudential risks
and vulnerabilities looking ahead (?). As with
the 2016 edition, the November 2017 risk as-
sessment report (RAR) is complemented by
the EBA's EU-wide 2017 transparency exer-
cise.

Chapter 1 of the RAR looks at the macroeco-
nomic environment and market sentiment.
Chapter 2 focuses on the asset side, explain-
ing the trends in asset volumes and dynam-
ics of asset quality. Chapter 3 considers the
liability side, presenting the evolution of the
funding mix and its conditions. It also dis-
cusses deposit trends and highlights remain-
ing structural challenges in funding markets.
Chapter 4 provides an overview of the banks’
capital positions and related trends. Chap-
ter 5 describes banks’ income and profit-
ability drivers and future evolution. Chapter 6
touches on aspects of banks’ operational
and ICT-related resilience, as well as busi-
ness conduct and litigation issues. Finally,
Chapter 7 presents policy implications and
possible measures to address the prudential
issues mentioned in the previous chapters.

(%) With this report, the EBA discharges its responsibil-
ity to monitor and assess market developments and pro-
vides information to other EU institutions and the general
public, pursuant to Regulation (EU] No 1093/2010 of the
European Parliament and of the Council of 24 November
2010 establishing a European Supervisory Authority (Euro-
pean Banking Authority), and amended by Regulation (EU)
No 1022/2013 of the European Parliament and of the Coun-
cil of 22 October 2013.

The RAR is based on qualitative and quanti-
tative information collected by the EBA. The
report’'s data sources are the following:

e the EBA supervisory reporting

e the EBA risk assessment questionnaire
(RAQ] for banks and market analysts

e micro-prudential qualitative information
(e.g. SREP assessment) and supervisory
college information-gathering.

The RAR builds on the supervisory report-
ing data submitted to the EBA on a quarterly
basis by competent authorities for a sample
of 186 banks from 29 European Economic
Area (EEA] countries (151 banks at the high-
est EU level of consolidation). Based on total
assets, this sample covers about 85 % of the
EU banking sector. The risk indicators are in
general based on an unbalanced sample of
banks, whereas charts related to the risk in-
dicators’ numerator and denominator trends
are based on a balanced sample. The text and
charts in this report refer to weighted aver-
ages if not otherwise indicated (?]. The cut-off
date for the supervisory reporting data that
feeds into the RAR and transparency exer-
cise is 31 October 2017.

[’} There might be slight differences between some of the
risk indicators covered in the Q2 2017 version of the risk
dashboard, published on 5 October 2017, and this report
due to data resubmissions by banks. The EBA risk dash-
board is available online (https://www.eba.europa.eu/risk-
analysis-and-data/risk-dashboard). The annex to the risk
dashboard also includes a description of the risk indicators
covered in this report and their calculation, and further de-
scriptions are available in the EBA's guide to risk indicators
[http://www.eba.europa.eu/risk-analysis-and-data/risk-
indicators-guide).


https://www.eba.europa.eu/risk-analysis-and-data/risk-dashboard
https://www.eba.europa.eu/risk-analysis-and-data/risk-dashboard
http://www.eba.europa.eu/risk-analysis-and-data/risk-indicators-guide
http://www.eba.europa.eu/risk-analysis-and-data/risk-indicators-guide
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The RAQ is conducted by the EBA on a semi-
annual basis, and addressed to banks as well
as market analysts. Answers to the question-
naires were provided by 38 European banks
(Annex 1) and 21 market analysts in October
2017. The report also analyses information
gathered by the EBA from the colleges of
supervisors and from informal discussions
as part of the regular risk assessments and
ongoing dialogue on risks and vulnerabilities
of the EU banking sector. Market data pre-
sented in the RAR dates is as of 30 Septem-
ber 2017, if not otherwise indicated.

The EBA is disclosing, in parallel with the
RAR, bank-by-bank data as part of the 2017
EU-wide transparency exercise, for two ref-
erence dates, December 2016 and June 2017.
The transparency exercise is part of the
EBA’s ongoing efforts to foster transparency
and market discipline in the EU internal mar-
ket for financial services, and complements
banks own Pillar 3 disclosures, as set out
in the EU’s capital requirements directive
(CRD]. The sample in the 2017 transparency
exercise includes 132 banks at the highest
EU level of consolidation, from 24 EEA coun-
tries (*). The EU-wide transparency exercise
fully relies on supervisory reporting data.

[4) A list of banks covered by supervisory reporting, by the
transparency exercise and by the RAQ is included in Annex |.
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1. Macroeconomic environment
and market sentiment

In 2017 the macroeconomic environment im-
proved, with a broad-based cyclical upturn
amid moderate commodities prices and low
inflation. Volatility has remained low and the
low-rate environment persists despite a re-
cent upward shift of yield curves reflecting the
recovery growth scenario and higher expecta-
tions towards monetary policy normalisation.
The highly accommodative monetary stance
and supportive fiscal policy in certain countries
have continued to maintain favourable financial
conditions. Even though the global outlook is
broadly upbeat, geopolitical risks as well as un-
certainties over the pace of the normalisation
process of monetary policies remain serious
concerns that could shift the market sentiment
in the short run. In Europe, possible outcomes
of the Brexit negotiations continue to be a key
source of political risk for EU financial markets.

EU banks are facing a more stable, but still
vulnerable environment

In the EU, the real gross domestic product
(GDP) growth is expected to increase to 2.3 %

this year and to moderate marginally to 2.1 %
in 2018, according to European Commission
forecasts. Private consumption has been the
main growth driver over the past few years;
investments have recently strengthened. De-
spite the gradual recovery in world trade, the
contribution of net exports to GDP growth is
likely to turn neutral, given the strengthen-
ing of import growth. However, in spite of this
positive growth momentum, the economic
recovery remains incomplete. Some weak-
nesses and vulnerabilities resulting from the
crisis are fading but still persist (i.e. sluggish
pace of structural reform implementation,
subdued inflation, weak investment recovery
and insufficient profitability of the banking
system).

Indebtedness of the private and public sec-
tors in EU countries is still high with respect
to the United States (Figure 1). While the gen-
eral government debt has exhibited a down-
ward trend since 2014, the total debt (public
and private)-to-GDP ratio for EU countries was
between 180 % and 514 % as of the end of 2016.

Figure 1: Debt of general governments and private sector debt as a percentage of GDP

(end of 2016) (%)
Source: OECD statistics, EBA calculations.
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https://data.oecd.org/gga/general-government-debt.htm
https://data.oecd.org/gga/general-government-debt.htm
http://stats.oecd.org/Index.aspx?DataSetCode=FIN_IND_FBS
http://stats.oecd.org/Index.aspx?DataSetCode=FIN_IND_FBS
http://stats.oecd.org/Index.aspx?DataSetCode=FIN_IND_FBS
http://stats.oecd.org/Index.aspx?DataSetCode=FIN_IND_FBS
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Deflation risks have abated and inflation in
the EU shows signs of increase mainly due
to the energy prices. The European Com-
mission expects the EU headline inflation to
reach 1.7 % both in 2017 and in 2018 versus
0.3 % in 2016. Despite growing expectations
on the ECB unwinding strategy from quanti-
tative easing and some increase in the long-
term interest rates, monetary conditions in
the euro area remain accommodative and
the gradual increase in long-term inflation
expectations keeps real long-term financ-
ing costs in negative territory. Given the high
weight of debt, an increase of interest rate
levels could have a negative impact on the
service of debt costs.

Financial markets and EU banks’ valuation

European banks’ stocks outperformed the
market over the period, underpinned by
a more benign macroeconomic environment.
Market sentiment towards the banking sec-
tor has markedly improved since late 2016.
Market prices of listed EU banks have gone
up while EU banks’ credit default swap (CDS)
spreads have decreased since the beginning
of the year, suggesting that concerns about
the long-term solvency of the European
banking sector are declining.

The price-earningsindex surged at the begin-
ning of 2017 (Figure 3). Higher equity valua-
tions may partly reflect investors’ increasing
optimism regarding banks’ earnings out-
look, due to expectations of positive effects
on profits coming from the steepening of the
yield curve and the potential future increase
of the level of short-term rates. In addition
to higher earnings expectations, lower risk
premium levels have possibly played an im-
portant role in the strong increases in bank
stock prices.

In 2017, the aggregate price-to-book-value
of EU banks has increased, although it is
still below one. The high dispersion across
EU banks partly reflects cyclical factors, as
the pace of economic recovery varies across
countries, but also differences in the pro-
gress made by institutions in tackling struc-
tural challenges (e.g. NPLs, operating ef-
ficiency) or even some lack of confidence in
the sustainability of banks’ business models.

Figure 2: Stock index — STOXX® Europe 600, STOXX® Europe 600 banks’ share price index and
weighted average of EU bank CDS spreads by total assets (average December 2011 = 100)

Source: Bloomberg data, EBA calculations.
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Figure 3: Price to expected earnings index (right-hand side] and price to book value index

(left-hand side] — average of indexes of EU banks

Source: Bloomberg data, EBA calculations.
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Volatility (Figure 4] has remained stubbornly
low throughout 2017 despite heightened geo-
political uncertainties. This counterintuitive
trend raises concerns that, in the context of
ultra-low volatility, a low-interest rate en-
vironment and abundant liquidity, investors
may shift towards riskier assets in search of
higher returns. Therefore, a long period of
low volatility could continue to support the

Figure 4: Volatility index (VIX] - daily prices
Source: Bloomberg.
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search for yield leading to a build-up in ex-
cessive risk and to an increase of medium-
term vulnerabilities.

Furthermore, the possible outcomes of the
Brexit negotiations add a high degree of un-

certainty to the future trend of EU financial
markets.
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Brexit: Short-term financial stability
risks in the EU banking system related to
cliff-edge scenario

On 29 March 2017 the United Kingdom no-
tified the European Council of its intention
to withdraw from the European Union. The
withdrawal will take place on the date of
entry into force of a withdrawal agreement
or, failing that, 2 years after the notifica-
tion, on 30 March 2019.

The UK is a central part of the EU’s finan-
cial system because of its leading posi-
tion in capital, liquidity, derivatives and

foreign exchange markets. In June 2017
EU-27 banks had a total asset exposure
to the UK of EUR 1.585 trillion and a total
liability exposure to the UK of EUR 1.335
trillion. However, since the referendum in
June 2016, both the total asset and total Li-
ability exposures of EU-27 banks towards
the UK have been steadily decreasing (see
Figure 5).

The reduction in the total asset and total
liability exposures has been mainly driven
by falling derivatives exposures (- 35 %),
while the other categories have remained
constant over the period (see Figure 6).

Figure 5: Total asset and liability exposures of EU-27 banks to the UK (billion EUR)

Source: Supervisory data.
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Continuity of contracts as a significant
source of concern in a cliff-edge scenario

In the event of no agreement, the effect of
the consequential regulatory changes on
financial contracts entered into between
parties from the EU-27 and the UK consti-
tutes a cause for concern, in the absence of
mitigating actions. Indeed, while only 10 %
of respondents to the RAQ expect material
negative implications to banks’ business
from the scenario of a ‘hard Brexit’, more
than one third of banks are concerned
about the continuity of financial contracts
in such a scenario.

A no-agreement scenario may affect the
legal ability to fulfil the contractual obli-
gations entered into, as well as the provi-
sion of ancillary services (e.g. for loans,
liquidity lines, swap arrangements). This
would entail risks for consumers and busi-
nesses, including payment and credit insti-
tutions, in terms of potential cancellation,
amendment or renegotiation of contracts,
loss of protection, disruption and financial
losses. It is important that banks and their
counterparties, as well as consumers and
public authorities, consider appropriate
mitigating actions and contingency plans
to address these concerns.

Other pockets of risks that could disrupt
financial stability

The potential loss of access to UK-based
central counterparties (CCPs) and to
short-term liquidity provided by UK-based
counterparties could lead to disruptions
of financial flows. The UK CCPs currently
act as clearing-houses for a large share
of derivatives trading (interest rate swaps,
credit swaps etc.). In the event of a no-
agreement scenario, the UK will then be
considered a third country, which implies
a potential period when UK CCPs are no
longer authorised and are not recognised

to operate in the EU. This might pose not
only a threat to market continuity but also
challenge banks domiciled in the EU-27
through increased capital requirements
for exposures to UK CCPs.

In a worst-case scenario UK entities might
be unable to continue to provide services
to EU-27 entities, including payment ser-
vices. As a consequence, corporates and
households in the EU-27 could face re-
strictions on accessing both wholesale and
retail financial services provided in the UK.

Further risks related to data protection
issues such as data transfer and the pro-
tection of data with a third country could
disrupt financial stability and market con-
fidence.

The potential loss of automatic recognition
and enforcement in the EU-27 of judgments
of UK courts could also lead to some dis-
ruption if parties seek to amend contracts
to apply EU-27 law or court jurisdiction, in-
cluding in relation to funding instruments
of financial institutions.

Lastly, the risk of limited consumer aware-
ness of and uncertainty as to the possible
consequences of Brexit with regard to con-
tract continuity, rights and/or obligations
could also challenge market confidence.

These risks may, in the short term, endan-
ger the continuity of cross-border finan-
cial flows and services between financial
service providers in the EU-27 and the UK.
Adisruption of financial flows and financial
services, coupled with diminishing confi-
dence of market participants, could lead to
the drying up of market liquidity and rising
risk premia, with further potential adverse
feedback loops for market confidence af-
fecting financial stability in the EU banking
system.

The results of the RAQ show that market the EU. Further general concerns come from
analysts expect stronger earnings in an envi-  cyber risk, the possible excess capacity of
ronment of improved risk metrics. However,  the banking system and increasing risks due
they are still concerned about geopolitical  to the search for yield.

risks and possible monetary policy trends in
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Figure 7: Market sentiment: positive and negative influences
Source: EBA RAQ for market analysts.
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Main risks identified in the 2017 SREP Business model analysis

risk assessments performed for the EU’s

largest banking groups The results from the business model anal-
ysis continue to provide a mixed picture on

The aim of the supervisory review and the viability of business models. Institu-

evaluation process (SREP] is to analyse tions with a strong franchise at their core

and assess risks to which an institution is  markets, good geographical diversification

or might be exposed on both solo and con-  and diversified revenue sources have dem-

solidated levels. The SREP is an ongoing  onstrated good levels of profitability and

process which brings together conclusions  sustainable business models. However,

and findings from all supervisory activities  many institutions still struggle to imple-

to form a comprehensive view on an insti-  ment the needed changes in their business

tution’s viability and requirements in terms  strategies and to reach the ambitious earn-

of capital and liquidity. This box presents ings targets. For these institutions, chal-

the main risks identified in the 2017 SREP  lenges in the implementation of updated

risk assessments carried out for the EU’s  business strategies are often coupled with

largest banking groups. the limited adaptability of IT infrastruc-
tures.

In general, the level of risk is driven by the

business model and related risk appetite  Credit risk

which determines the aggregate level and

types of risk an institution is willing to as-  Given that the traditional banking business

sume within its risk capacity, i.e. the level  model is widespread among European

and quality of the capital base. banks, credit risk remains the main risk
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for the majority of institutions. The over-
all level of credit risk is still rather high
by historical standards; however, there
has been further progress in dealing with
legacy portfolios. This trend has been con-
firmed by reductions in the stock of non-
performing exposures and improvements
in the main credit risk indicators. None-
theless, there are still some pockets of
risks in some specific sectors (e.g. oil and
gas portfolios and shipping portfolios) and
for some countries, such as Brazil, China,
Russia and Turkey. Recently, banks have
focused their strategy on credit growth (¢],
in order to compensate for the stagnation
of net interest income (NII) due to the low
interest-rate environment. While this ap-
proach can be viewed as a natural way to
keep profitability targets, it has to be ac-
companied by appropriate lending stand-
ards, to avoid any future undue increase in
the inflow of non-performing exposures.
On the risk management side, some weak-
nesses in internal credit controls, in data
quality and in reporting still persists.

Operational risk

As far as operational risk is concerned,
there has been no significant progress and
weaknesses identified over the last several
years still need to be remedied. A substan-
tialamount of conduct redress-related cost
has been recorded in recent years. On the
basis of the 2017 risk assessments, some
institutions should allocate more resourc-
es, both human and financial, to projects
that have been initiated to remedy deficien-
cies in the area of operational risk. The
execution of relevant projects is lagging
behind schedule, especially in the IT area.
In fact, the IT risk alone was assessed as
medium-high due to large and complex IT
environments with fragmented and aging
IT systems. Additional concerns come from
the quality of data. In this respect, some in-
stitutions are still taking steps to address

[¥) For credit growth, see Chapter 2.1 (Asset side - Vol-
ume developments).

the enhancement of their risk infrastruc-
tures and data environments in order to
fully implement BCBS 239 (7). Given all the
aforementioned problems, operational risk
is still perceived to be high.

Market risk

For the majority of institutions, market risk
was assessed as medium-low risk given
their low risk appetite for market risk and
a relatively small size of the trading book.
Nonetheless, some weaknesses in inter-
nal risk control frameworks still remain.
For some other institutions market risk is
at a medium-high level, given their higher
reliance on the trading book activities and
rather complex financial instruments held
(Level 3 instruments).

Liquidity risk

On the whole, liquidity risk is assessed as
stable amongst the banking groups closely
monitored by the EBA; liquidity buffers are
sufficient and general compliance with
regulatory ratios is generally ensured. In-
ternal liquidity control frameworks seem to
be broadly adequate for liquidity manage-
ment purposes. Nevertheless, some insti-
tutions still need to strengthen their control
functions, better define their liquidity risk
appetite and improve internal tools used to
measure and monitor liquidity risk.

Interest rate risk in the banking book
(IRRBB)

The majority of institutions show a medi-
um-low level of IRRBB. However, improve-
ments are still needed both on the quantita-
tive side (e.g. internal behavioural models
and quality of data) and on the qualitative
side [i.e. internal control function).

[7) In January 2013, the Basel Committee on Banking
Supervision issued principles for effective risk data ag-
gregation and risk reporting (BCBS 239) with the aim to
enhance the infrastructure for reporting key information,
improve the decision-making processes and ultimately
reduce the probability and severity of losses resulting
from risk management weaknesses..
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2. Asset side

After an increase in banks assets in 2016, EU
banks have been engaged in a new restruc-
turation process of their balance sheets. In
the period June 2016 - June 2017, assets
decreased by 6.3 %, mainly on the back of
decreasing derivatives and debt securities.
Nonetheless, banks have continued to in-
crease loan volumes. Total loan and advanc-
es have increased by 2.1 % within 1 year and
this trend is expected to continue according
to the EBA's funding plan analysis and RAQ.

Asset quality has improved since the end of
last year. Although it decreased to 4.5 % in
the first half of 2017 compared to 5.4 % in
June 2016(%), the average NPL ratio remains

(}) On the definition of non-performing and forborne expo-
sures see the EBA's implementing technical standard (ITS)
on Finrep (https://www.eba.europa.eu/regulation-and-pol-
icy/supervisory-reporting/implementing-technical-stand-
ards-amending-commission-implementing-regulation-
eu-no0-680/2014-on-supervisory-reporting-of-institutions).
These uniform definitions for non-performing and forborne
loans may mean there are differences between these figures
and the disclosures in banks’ annual reports, which might
be based on applicable accounting standards. It should also
be noted that implementing the EBA's uniform definitions for
non-performing and forborne loans, since their introduction
in September 2014, has involved substantial system changes
for banks and may have initially required banks to make
some assumptions about historic data.

Figure 8: Total asset and loan volumes (trillion EUR)
Source: EBA risk indicators and EBA calculations.
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elevated. Dispersion across countries and
banks is still high when looking at asset qual-
ity metrics. According to banks and market
analysts further gradual improvements in
asset quality are expected, but they will de-
pend mainly on success in implementing
structural changes and improving the sec-
ondary markets for NPLs. They also expect
arise in provisions in the near future.

2.1 Volume developments
Reshuffling of the asset mix

Since December 2014 the total assets of EU
banks have decreased by EUR 1,348 billion
or 4.3% [(to EUR 29,977.5 billion), with high
dispersion of banks’ asset variation across
jurisdictions. On the other hand, banks’
loans have increased significantly: the in-
crease since December 2014 has amounted
to EUR 1,835 billion or 10.1 %. On a year-
on-year basis, loans and advances have in-
creased by 2.1 % (Figure 8), which is in line
with the trend in the previous year.
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https://www.eba.europa.eu/regulation-and-policy/supervisory-reporting/implementing-technical-standards-amending-commission-implementing-regulation-eu-no-680/2014-on-supervisory-reporting-of-institutions
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https://www.eba.europa.eu/regulation-and-policy/supervisory-reporting/implementing-technical-standards-amending-commission-implementing-regulation-eu-no-680/2014-on-supervisory-reporting-of-institutions
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The share of loans in total assets has in-
creased to 61.1 %, compared to year-end
2016 (60.3 %) and Q2 2016 (58.8 %).

The share of cash balances has increased
further from 5.9 % in June 2016 to 8.5 % June
2017. This upward trend can be explained by
the lack of opportunities for investments due
to the low interest rate environment, but it
can also be the result of the current accom-
modative monetary policy stance. Indeed
both the ongoing quantitative easing program
of the European Central Bank and the wide
use of the last TLTRO Il led to an increase of
the total cash reserves of commercial banks.

Also the share of equity instruments has
increased, while debt securities and deriva-
tives have notably declined year-on-year
(from 14.2% to 13.2% and from 13.3 % to

Figure 9: Breakdown of total assets
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9.1 %, respectively). The changes in asset
composition could be related to indications of
increasing interest rates; available-for-sale
and held for trading portfolios significantly
decreased (- 25 %), driven by the decline of
derivatives (- 40 %) (Figure 9).

Banks’ deleveraging strategy is expected to
change

The RAQ results show that fewer than 40 %
of the banks see deleveraging as an element
of their strategy going forward. This is the
lowest level of any RAQ result to date. For
example, in December 2014 more than 60 %
banks confirmed a deleveraging strategy,
and 50 % at the end of 2016 (see Figure 10).
Banks mention business unit and line dispos-
als as the main drivers of their strategy (with
an agreement rate between 20 % and 30 %).

Source: EBA risk indicators and EBA calculations.
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Figure 10: Expectations about further deleveraging of banks’ overall balance sheet

Source: EBA RAQ for banks.
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Results from the RAQ confirm that banks are
continuing to focus on plain vanilla lending.
With almost identical results to December
2016, banks plan to increase lending volumes
to the corporate sector, in particular SMEs,
and to households, including both residen-
tial mortgage and consumer credit loans.
The most notable changes compared to De-
cember 2016 are related to the expectation
of growth of corporate lending, about 80 %,
and of structured finance volumes (above
40 %), with agreement increasing by more
than 10 percentage points compared to the
previous year. In addition, a higher number of
banks plan to decrease sovereign and insti-
tutions portfolios, with agreement reaching
almost 30 % (Figure 11).

The ECB's July 2017 Bank Lending Survey/(*] -
limited to the euro area - supports banks’
expectations about future lending trends.
According to the survey, in the second quar-
ter of 2017 loan growth continued to be driven
by increasing demand across all loan cate-
gories. In addition, banks have eased credit
standards to enterprises and households for
house purchases, while they have remained
unchanged for consumer credit and other
household loans.

[’} The ECB's Euro area bank lending survey is available
online  (https://www.ecb.europa.eu/stats/pdf/ecb.blssur-
vey2017q2.en.pdf?ae15d875c87cbcadb60432ec0c1a79800)."

Figure 11: Portfolios considered by banks for increase and decrease of assets

Source: EBA RAQ for banks.
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Figure 12: Loans and advances and debt securities by segments (December 2014 = 100)
Source: EBA risk indicators and EBA calculations.

80

Dec 14 Mar 15 Jun1b Sep 15 Dec 15 Mar 16

— Central banks
—— (Other financial corporates

Looking at the volumes of loans and debt se-
curities there is a clear trend of decreasing
exposures towards credit institutions since
March 2015. Exposures towards general
government and other financial corporate
exposures started decreasing in June 2016.
Exposures towards households and non-
financial corporates have stayed flat in the
past 2%z years, with the RAQ results suggest-
ing that they might rise more rapidly in the
near future.

Market analysts are more confident than in
the previous RAQ on the growth of core lend-
ing business (agreement higher than 70 %),
especially for SME and corporate lending.
This is possibly a consequence of a more
upbeat sentiment on the macroeconomic
outlook. For the same reason they also see
a potential growth in some of the less con-
ventional bank portfolios, such as structured
and project finance.

General governments
—— Non-financial corporates

Jun 16 Sep 16 Dec 16 Mar 17 Jun17

—— Credit institutions
—— Household

However, analysts expect a decrease of vol-
umes with regards to trading activities, as-
set finance, sovereign and institutions, and
CRE exposures. The agreement ranges
have dropped, especially for CRE exposures:
around 50 % of market analysts expect
decreasing volumes in December 2017 com-
pared to more than 60 % a year previously
(Figure 13).

According to the RAQ answers from ana-
lysts, any further deleveraging would mainly
stem from regulatory pressure, capital level
constraints and reduced demand for credit.
However, from June 2017 to December 2017,
the agreement of analysts about the causes
of asset reduction has shifted from regula-
tory pressure towards the declining demand
for credit and transactions. This could be ex-
plained by reduction of the outstanding NPLs
and still high indebtedness of enterprises as
well as households in some areas that is pre-
venting further borrowing.

J&)
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Figure 13: Portfolios considered by analysts for increase and decrease of assets

Source: EBA RAQ for market analysts.
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Figure 14: Reasons for deleveraging
Source: EBA RAQ for market analysts.
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Rise in consumer credit and auto loans

Since December 2014 consumer credit
loans have increased by around EUR 150
billion or by 15 % with an ongoing upward
trend since Q3 2016 supported by better
lending conditions offered by the low-rate
environment. The consumer credit NPL ra-
tio has recently fallen also because of the
increase of the denominator (Figure 15).

Auto loans (°) seem to have followed a sim-
ilar trend. Since 2014 the amount of new
loans has been increasing by about 10 %
ayear, reaching EUR 290 billion (Figure 15).

Since there is no reliable data on the devel-
opment of asset quality for auto loans in the

EU, it is useful to look at the developments
in other comparable regions. For example,
the Federal Reserve of New York findings
show that a higher growth of auto loans in
recent years has increased the share of de-
linquencies ().

Nonetheless, the RAQ results show that
more than 60 % of banks disagree that the
consumer credit and auto loan exposures
are significant. In addition, most banks do
not expect increasing risk coming from
such exposures in the next 12 months. This
might mean that banks could further in-
crease such portfolios if the demand per-
sists in the next 12 months.

Figure 15: Consumer credit loans and new leased equipment volumes('?) in the EU
Source: EBA risk indicators and EBA calculations (left-hand side chart];

Leaseurope (right-hand side chart).
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Figure 16: Banks’ views on car loans and credit card finance

Source: EBA RAQ for banks.
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Does your bank have significant exposure _

in portfolios of car loans and credit card finance?

If you agree: a. You expect increasing risk levels l
in these portfolios in the next 12 months.

['°) Equipment leases are used as a proxy for auto loans.

W Agree

Disagree

(1) Auto loans started picking up in Q1 2014 (USD 850 bil-
lion] increasing by more than 40 % in 3 years. Loan delin-
quencies have since then increased from 1.5 % to 2.3 %.

(') For reference purposes, the share of passenger
cars and commercial vehicles in the 2015 new leased
equipment was 51 % and 19 %, respectively. The fol-
lowing countries are included: Austria, Belgium, Czech
Republic, Denmark, Estonia, Germany, Finland, France,
Greece, Hungary, ltaly, Latvia, Lithuania, Malta, Neth-
erlands, Norway, Poland, Portugal, Slovakia, Slovenia,
Spain, Sweden and United Kingdom.
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2.2  Asset quality

The gross carrying amount of NPLs in the
second quarter of 2017 was EUR 893 billion,
a decrease of 16 % compared to the same pe-
riod last year. This decline reflects the pro-
gress made by EU banks to tackle the legacy
assetsissue. The average NPL ratio amount-
ed to 4.5 % ("®), down from its highest level of
6.5% in December 2014 and 5.4 % a year ago.
The NPL ratio reduction has picked up pace
since September 2016 (Figure 17); however,
the ratio remains elevated when compared

("°) As described in the EBA's risk indicator guide, the NPL
ratio is calculated based on gross volumes from a sample
of 189 European banks. See the EBA's methodological guide
[http://www.eba.europa.eu/risk-analysis-and-data/risk-
indicators-guide).

historically and to other regions (). The
decrease in the ratio has been more driven

by a reduction of NPLs, than by increasing
loans ().

Looking across EU countries, NPL ratios
continue to be highly dispersed although with
decreasing interquartile range (Figure 18).
Eight countries still have an NPL ratio of
above or around 10 %.

(") For the United States, the NPL ratio was 1.3 % in De-
cember 2016, according to World Bank data (http://data.
worldbank.org/indicator/FB.AST.NPER.ZS?locations=US).
However, it should also be noted that due to missing har-
monised worldwide definitions these ratios are not perfectly
comparable. On the credit risk component see also the box
on SREP results in Chapter 1 (Macroeconomic environment
and market sentiment).

[*) For loan growth see Chapter 2.1 (Volume developments).

Figure 17: Non-performing loans ratio — 5th and 95th percentiles, interquartile range and median; numerator and
denominator trends (December 2014 = 100)

Source: EBA risk indicators.
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Figure 18: Non-performing loans ratio — weighted average by country (*¢)

Source: EBA risk indicators.
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Forborne loan ratios and non-performing
loan ratios by sector

The average forborne loan [FBL) ratio has
been gradually decreasing over the last four
quarters, in line with the NPL ratio. The ra-
tio decreased by 0.5 pp to 2.8 % in June 2017
compared with June 2016 (Figure 19); coun-
tries where NPL ratios have been decreasing
in the past three quarters have followed this
trend.

With the decreasing FBL ratio, the share
of performing loans classified as FBL de-
creased. Some 64 % of FBLs were non-
performing in June 2017 and 36 % were per-
forming (7). The share of performing FBLs

(") As described in footnote 13, the NPL ratio is calculated
based on gross volumes.

[} An FBL can be considered as performing as soon as
forbearance measures are applied to it, if those measures
do not lead to any non-performance criteria being hit, es-
pecially if the forbearance measures are not considered as
a credit event under accounting standards or as a distressed
restructuring under the CRR. A non-performing FBL can
become a performing FBL ('in cure’] once the non-perform-
ing criteria cease to apply to it. All performing FBLs must
remain identified as such for at least 2 years before being
considered fully performing (performing not forborne).

has decreased by 5 pp compared with the
same period in 2016. There is also still a sig-
nificant divergence among countries in the
percentage of performing FBLs as share of
total FBLs, ranging from 14 % to 71 %.

On the basis of a composite credit weak-
ness indicator, which combines NPLs and
performing FBLs ('®), 10 countries are above
10 % (Figure 20). The indicator does not in-
clude foreclosed assets, which could have an
impact on some countries.

The NPL ratio of SME loans was 13.8 % in
June 2017, improving since December 2014
(19 %). However, loans to SMEs still show the
highest NPL ratios in most jurisdictions.

[®) The assumption is that the performing FBLs indicate
a below-average asset quality.

Figure 19: Ratios of non-performing loans and forborne loans

Source: EBA risk indicators.
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Figure 20: A composite credit weakness ratio of non-performing and performing forborne loans
by country, Q2 2017
Source: EBA risk indicators.
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December 2014 to 6.2 % in June 2017. The

Figure 21: Non-performing loan ratios by sector, Q2 2017
Source: EBA risk indicators.
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Asset quality is expected to improve further

For the next 12 months the RAQ responses
suggest that banks’ asset quality might im-
prove; more than 50 % are in agreement.
Compared to the results in the previous
periods, banks expect particular improve-
ments in the commercial real estate portfolio

(agreement rate above 40 %, 10 pp higher
than in June 20164) and corporate portfolio
(agreement rate of 55 %, 13 pp higher thanin
June 2016) (Figure 22). Banks do not expect
much deterioration in any of the portfolios.
The highest agreement rate on deterioration
is for asset finance portfolios (12 %).

Figure 22: Portfolios which are expected to improve or deteriorate in asset quality, Q2 2017

Source: EBA RAQ for banks.
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Expected default frequency — Exposures
towards the non-financial sector

Expected default frequencies (EDFs) are an
estimate of the probability of default (PD)
for individual counterparties during the
forthcoming year for firms with publicly
traded equity. The EDFs are based on eq-
uity prices and data from the companies’
financial statements. The combination of
the PDs with financial supervisory report-
ing (Finrep) data on exposures towards
non-financial sectors by country of expo-
sure (only EU) allows the establishment of
a simplified early warning system (EWS).
This system identifies the riskiest combina-
tion of sectors and geographies, i.e. those
with the highest estimated 1-year PDs, and
the level of exposures of EU banks towards
them. It also allows for the monitoring of
those exposures that are significant at EU
or national levels and that are associated
with a high PD.

There are several caveats in the estima-
tion of the PD for the purpose of the EWS,
mainly related to specific sectors, such as

the real estate sector in the EU. Respec-
tive sector exposures are significant in EU
banks, but they are mainly towards non-
listed companies, which are not directly
covered by the EDFs (7).

According to Q2 2017 data, the largest ex-
posures of EU banks remain those towards
the real estate sector (27 % of total), with
a rather low PD. The second-largest sec-
tor in terms of EU exposures [more than
EUR 600 billion, 14 % of total European
non-financial exposures] is the manufac-
turing industry, which has still a low PD.
The third-largest sector [more than EUR
500 billion, 12 % of total relevant expo-
sures) is wholesale and retail trade, show-
ing a PD similar to the manufacturing sec-
tor. The breakdown of the total exposures
by country and sector (Figures 23 and 25)
has remained stable for almost all coun-
tries compared to Q2 2016.

(") Also as Moody’'s Analytics’ CreditEdge has updated
its model this year [EDF9), some EDFs have significantly
changed compared to last year's estimation for some
sectors.

Figure 23: Total exposures of European banks (by country of origin) towards EU non-financial

sectors [by sector of the counterparty)

Source: EBA supervisory reporting, EBA calculations.

el R R B
2017 02 2016 02

L Real estate activities 031% 1181183 26.8% 177049 26.6% 0.3%
C Manufacturing 0.18 % 611,454 139% 618,429 140% 1%
G Wholesale and retail trade 0.25% 545,081 124% 531,667 120% 25%
F Construction 0.58 % 302,158 6.8 % 319,041 7.1% 5.3 %
H Transport and storage 0.20% 249,274 5.0% 267,592 6.0% -6.8%
S Other services 0.03 % 247,456 5.6% 121,39 50% 11.8%
M Professional, scientific and technical activities 0.35% 238,225 5.4 % 237,904 54% 0.1%
N Administrative and support service activities 0.32 % 193,837 b4 % 189,301 43 % 24 %
D Electricity. gas, steam and air conditioning supply 0.1 % 183,185 4.2% 189,935 £3% -3.0%
A Agriculture, forestry and fishing 0.20% 170,470 39% 174,583 39% -2.4%
| Accommodation and food service activities 012 % 119,829 27% 114,940 26% 43%
J Information and communication 0.29 % 105,746 24% 108,597 25% -2.6%
( Human health services and social work activities 0.13 % 101,888 23% 102,428 2.3% -05%
£ Water supply 0.41% 47,202 11% 48,206 11% -21%
B Mining and quarrying 172 % 45118 1.0% 53134 1.2% -15.1%
R Arts, entertainment and recreation 0.09 % 28,531 0.6% 27,986 0.6% 1.9%
P Education 0.96 % 21,151 0.5% 24,015 05% -11.9%
0 Public administration and defence, compulsory social security 0.06% 21,064 0.5% 19,384 0.6% 8.66 %
TOTAL 4,412,823 10000% 4,425,673 100.00 % -0.29%
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PDs decreased in 2017 in all sectors. The
riskiest sectors in Q2 2017 remain mining
and quarrying as well as education, with
a 1-year median PD of 1.72 % and 0.96 %,
respectively. For all other sectors, median
PDs are below 0.6 %. Banks™ exposures in
the two riskiest sectors are not significant
(1% and 0.5 %, respectively) (Figures 23
and 24). However, British, Greek and

Norwegian banks have relatively high ex-
posures to the mining and quarrying sector
(measured as the share of their total expo-
sures, 1.9 %, 1.5 % and 3.9 %, respectively)
that have slightly decreased with respect
to last year. British and Irish banks have
exposures of 1.9 % and 1.5 % respectively
towards the education sector (Figure 25).

Figure 24: EDF quartile distribution by sector (non-financial] at EU level compared to EU
banks’ total exposures towards non-financial corporations by sector
Source: EBA supervisory reporting, Moody's, EBA calculations.
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Figure 25: Exposures in Europe towards non-financial sectors by banks’ country of origin (as a percentage of total
and sector EDF median (Q2 2017)
Source: EBA supervisory reporting, EBA calculations.
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Dispersion in coverage ratios remains

The average coverage ratio has increased
by 1.1 pp since June 2016 to 45 %, while in
the first half of 2017 the rise has been mar-
ginal (+0.2 pp). The upward trend of the ratio
has been once again driven by a more pro-
nounced reduction in the denominator (total
NPLs] than the reduction of the numerator
(Figure 26).

Nonetheless, coverage ratios still differ
across EU countries with values ranging be-
tween 26 % and 68 % (Figure 27). An analysis
of the short term historic time series shows
that a sudden increase in coverage ratios at
bank level is usually followed by a higher re-
ductionin NPLs in the following quarters. For
example, this was noticed in banks in Croatia,
Romania and Slovenia. If this trend continues
a similar pattern may unfold for Cyprus in the
following quarters.

Figure 26: Coverage ratio — specific allowances for loans to total non-performing loans —
5th and 95th percentiles, interquartile range and median; numerator and denominator trends

(December 2014 = 100)
Source: EBA risk indicators.
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NPL resolution picking up, but further
action is needed

Both supervisors and banks have increased
efforts to tackle outstanding legacy NPLs.
Nonetheless, with almost EUR 900 billion of
NPLs still on banks’ balance sheets, at the
current rate of reduction, NPLs will not reach
the pre-crisis level in a short time.

According to banks’ answers to the RAQ, the
main impediments to resolving NPLs are
lengthy and expensive judiciary processes,
followed by the lack of markets for NPLs
(and collaterals] (Figure 28]). In fact, banks
see the development of secondary market as
even more important than a year ago (). In

(%) EBArisk assessment report (http://www.eba.europa.eu/
documents/10180/1315397/EBA+RISK+ASSESSMENT+
REPORT.pdf/46d91b9a-f393-4b54-96eb-df06cal1bech).

this regards, the EBA has been invited by the
Council of the European Union to contribute
to its Action Plan to tackle non-performing
loans in Europe (see Box ‘State of play of EBA
Work on non-performing loans’) (%).

[7') The areas of work are discussed in detail in the EBA
report on the dynamics of non-performing exposures in
the EU banking sector (https://www.eba.europa.eu/docu-
ments/10180/1360107/EBA+Report+on+NPLs.pdf] and the
December 2016 RAR [http://www.eba.europa.eu/docu-
ments/10180/1315397/EBA+Risk+Assessment+Report_De-
cember+2016.pdf).

Figure 28: Impediments to resolving non-performing loans

Source: EBA RAQ for banks.
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with more than 3 options)?
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structure (bad bank] (additional option which
seems to be missing)

|1I1"

M December 2017 - Agree
June 2017 - Agree

h) Other

M December 2016 - Agree
I June 2016 - Agree

i) There is no impediment

State of play of EBA work on non-
performing loans

On 11 July 2017 the Council of the European
Union concluded an Action Plan to tackle
non-performing loans in Europe. The
Council stressed that a comprehensive ap-
proach combining a mix of complementing
policy actions, at national level and at the
European level where appropriate, is the
most effective way to address the existing
stock of NPLs as well as the emergence

r!"

W December 2015 - Agree

and accumulation of new NPLs on banks’
balance sheets, in particular in all four of
the following policy areas: (i) supervision;
(i) structural reforms of insolvency and
debt recovery frameworks; (ii] develop-
ment of secondary markets for distressed
assets; and [iv) fostering restructuring of
the banking system. The EBA, along with
other bodies and institutions, has been in-
vited by the Council to contribute to the ac-
tion plan with a number of initiatives and
action points.


http://www.eba.europa.eu/documents/10180/1315397/EBA+RISK+ASSESSMENT+REPORT.pdf/46d91b9a-f393-4b54-96eb-df06ca01bec5
http://www.eba.europa.eu/documents/10180/1315397/EBA+RISK+ASSESSMENT+REPORT.pdf/46d91b9a-f393-4b54-96eb-df06ca01bec5
http://www.eba.europa.eu/documents/10180/1315397/EBA+RISK+ASSESSMENT+REPORT.pdf/46d91b9a-f393-4b54-96eb-df06ca01bec5
https://www.eba.europa.eu/documents/10180/1360107/EBA+Report+on+NPLs.pdf
https://www.eba.europa.eu/documents/10180/1360107/EBA+Report+on+NPLs.pdf
http://www.eba.europa.eu/documents/10180/1315397/EBA+Risk+Assessment+Report_December+2016.pdf
http://www.eba.europa.eu/documents/10180/1315397/EBA+Risk+Assessment+Report_December+2016.pdf
http://www.eba.europa.eu/documents/10180/1315397/EBA+Risk+Assessment+Report_December+2016.pdf

RISK ASSESSMENT OF THE EUROPEAN BANKING SYSTEM

The planned initiatives and action points
undertaken by the EBA can be categorised
into three main strategic themes: (i) super-
visory guidance; (i) data; and [iii) secondary
market development.

(i) Supervisory guidance

In order to enhance supervisory guidance
the EBA will issue Guidelines on NPL man-
agement and on banks’ loan origination
monitoring and internal governance.

The guidelines on NPL management will
be consistent with the Single Supervisory
Mechanism (SSMJ's guidance to banks on
non-performing loans which was pub-
lished earlier this year, with an extended
scope applying to all banks in the EU.

The guidelines on loan origination, monitor-
ing and internal governance will address
issues such as transparency and borrower
affordability assessment in particular. The
guidelines will leverage on existing national
experiences where relevant, and on existing
EBA-related work on loan origination and
affordability.

Both sets of guidelines will be published in
summer 2018.

(ii) Data

In order to strengthen the data infrastructure
with uniform and standardised data for NPLs
the EBA is developing templates on loan tape
monitoring and will implement enhanced dis-
closure requirements on asset quality and
NPLs to all banks (in 2018).

Figure 29 tracks the progress made in some
jurisdictions last year in terms of increasing
the coverage ratios and reduction of NPLs.
As argued in the previous RAR reports, an
intuitive movement in the chart of banks with
high NPL ratios would be clockwise: moving
from quadrant 1 (high NPL ratio, low cover-
age) to quadrant 2 by increasing the cover-
age ratio and then, when sufficient coverage
of NPLs is achieved, moving to quadrant 3
before reaching quadrant 4 (low NPL ratio,
decreased coverage ratio). While the chart
should be interpreted with caution since, for
instance, it does not provide information on
capital buffers available or on changes in
collateral values, it helps identify possible
areas for intervention, especially connected
to banks in the first and second quadrants.

The standardised NPL templates could be
used by banks and investors in legacy as-
set transactions for valuation and due dili-
gence purposes. The templates will rely as
much as possible and contain cross-refer-
ences to the existing reporting framework
(e.g., supervisory reporting, ECB/Euro-
pean Securities and Markets Authority’s
(ESMA’s), asset backed securities (ABS)
templates, Anacredit).

(iii) Secondary market development

In order to stimulate the development of
secondary market for NPLs, the EBA is
contributing to the work of the European
Commission on developing a blueprint for
asset management companies (AMCs).
The blueprint, which is expected to be pub-
lished in early 2018, will provide guidance
on how national AMCs can be set up within
existing banking and State aid rules build-
ing on best practices learned from past ex-
periences in Member States. It will set out
common principles for the relevant asset
and participation perimeters, asset-size
thresholds, asset valuation rules, appro-
priate capital structures and governance
and operational features.

In a further contribution to the develop-
ment of secondary markets, the EBA, in
cooperation with other bodies and institu-
tions, is considering the feasibility of, and
possible options for, the setting up of NPL
transaction platforms and a repository for
data collected via the standardised EBA
NPL templates.

The analysis shows that EU countries are at
different stages of this process and, although
some improvements are clear, further efforts
are still needed. In fact, for some jurisdictions,
the reduction of NPLs is still moderate, de-
spite the high starting level. However, the re-
centincrease of coverage ratio may allow them
to move further into quadrant 2 and towards
quadrant 3. Moving from quadrant 2 to 3 also
requires pursuing measures and reforms for
facilitating price discovery, thus contributing to
aligning the book and market values of NPLs.

About 30 % of banks responding to the RAQ
expectimpairments to increase in the next 12
to 18 months (Figure 30). This is the highest
rate of agreement since the beginning of the
RAQ partly reflecting the impact of the imple-
mentation of IFRS 9.

3
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Figure 29: NPL ratio versus coverage ratio by country
(* movements show Q2 2016 and Q2 2017 (%))
Source: EBA risk indicators.
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Figure 30: Provisioning expectations for the next 12-18 months
Source: EBA RAQ for banks.
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Based on your view on future trends in credit
quality and impairment levels for your bank,
impairment provisions over

the time horizon of the next 12-18 months:

a) Will increase.

b) Will remain at roughly the same level

¢) Will decrease.
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(%) The arrows indicate the seven biggest moves between
Q2 2016 and Q2 2017 in terms of decrease of NPLs [de-
crease greater than 2 pp). For these seven countries,
squared dots show the 2016 value.
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3. Liability side

Bank funding markets were stable in the first
three quarters of 2017, and most European
banks had easy access to funding markets.
Funding has continued to be positively influ-
enced by accommodative monetary policy
stances, including central banks’ asset pur-
chase programs, and search foryield. In gen-
eral, no major constraints could be observed
to the issuance activity for secured and un-
secured funding. Spreads for debt and capi-
tal instruments were on an overall declining
trend in the first three quarters of 2017.

In terms of funding, EU banks have contin-
ued to adopt a mixed strategy with however
a slight reduction of the market funding in
favour of deposits from households and non-
financial corporations and central banks’
liquidity.

Issuance volumes of debt and capital instru-
mentswere more unevenly distributed across
the first three quarters of 2017 than in previ-
ous years. After very active funding markets
in the first quarter of 2017, when banks often

brought forward their funding plans for the
year, volumes declined in the second quar-
ter, but increased again in the third quarter.
Efforts to expedite funding plans in the first
quarter were to some extent attributable to
expectations of market volatility around elec-
tions in member states in the second quarter.

Funding mix of EU banks: increasing
deposits and central bank liquidity,
decreasing market-based funding

In the period June 2016-June 2017 total liabil-
ities went down by 6.7 %. The relevance of de-
posits in bank funding mixes has increased,
despite the historical low levels of deposit
rates. Supervisory data shows that the share
of customer deposits in total liabilities has
risen (from 49.8% in Q2 2016 to 53.7% in
Q2 2017), confirming that overall the EU
banks’ strategy focused more on stable fund-
ing. The increase of deposits has resulted in
a decrease of the loan-to-deposit ratio from
120.5% in June 2016 to 117.5 %, as of June
2017, its lowest level since December 2014.

Figure 31: Loan-to-deposit ratio: numerator and denominator

Source: EBA risk indicators.
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The share of debt securities issued in total li-
abilities has slightly decreased from 19.0 % in
Q4 2016 to 18.8 % in Q2 2017.

More generally, overall funding needs have
been markedly influenced by the last tender
of the ECB targeted Long-Term Refinanc-
ing Operation (TLTRO I} in March 2017. The
TLTRO Il encountered substantial demand
from EU banks as it provided a free option to
secure funding for 4 years at a very attrac-
tive rate. Volumes of ECB TLTRO have risen to
EUR 764 billion atthe end of 32017 from EUR
514 billion at the end of Q3 2016 Figure 32).
On the other hand, funding volumes attained
through the ECB’s main refinancing operation
decreased from EUR 39 billion at the end of
Q32016 to EUR 4 billion at the end of Q3 2017.

The widespread use of ECB long- term fund-
ing has led to a shift in the funding strategy
of EU banks, which have reduced reliance
on market funding and particularly senior
preferred debt. In parallel, the upcoming
regulatory requirements have continued to
influence EU banks™ funding strategy, with
volumes of loss-absorbing senior debt, in
particular bail-in-able instruments such as
senior non-preferred debt, increasing mark-
edly in the first three quarters of the year.
This was supported by the fact that legisla-
tion to issue senior non-preferred debt has
been introduced in some Member States in

anticipation of upcoming bank recovery and
resolution directive (BRRD) requirements.

Market-based funding: benign market
conditions, declining issuances

Reflecting stable market conditions, spreads
tightened in the first three quarters of 2017,
in particular in the first six months follow-
ing elections in member States. Itraxx data
for European financials for both senior unse-
cured and subordinated debt indicates lim-
ited spread volatility and narrowing spreads
since the beginning of the year (Figure 33).

The market liquidity has mostly displayed
resilience throughout the year amid very low
volatility. However, concerns about potential
vulnerability to the banks’ refinancing capac-
ity still persist in case of a sudden rise in the
financial markets’ volatility. In such a benign
environment, the focus of market based fund-
ing in the first three quarters of 2017 has been
on unsecured funding, strongly driven by the
issuance of instruments meant to comply with
upcoming MREL and TLAC requirements.

Asfarassecured debtis concerned, its volume
has decreased in the period under review as
the covered bond market remained subdued,
impacted by the slowdown of ECB’s covered
bond purchase program (CBPP3]) and market
expectations of the central bank tapering.

Figure 32: Main refinancing operations, marginal lending facility, LTRO, lending to euro area

Source: ECB data warehouse.
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Figure 33: iTraxx financials (Europe, senior and subordinated, 5 years, bp)(*)
Source: Bloomberg
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Building bail-in-able capacity Looking forward, the ability of markets to ab-
sorb the volumes of loss-absorbing instru-
Banks increasingly focus their funding strat-  ments to be issued by banks in order to meet
egies on building loss-absorbing capacity;  their MREL requirement at prices that do not
nevertheless most banks have still to issue  affect medium-term viability banks will be an
further MREL eligible instruments to meet  important element of the MREL framework.
BRRD requirements. The EBA has estimated
the possible MREL funding needs of banks at ~ Respondents to the RAQ noted that delays
between EUR 186 billion and EUR 276 billion  in issuing MREL-eligible instruments were
under different buffer scenarios (). often associated with uncertainty on both
regulatory policy and the authorities’ ac-
In the first half of 2017 issuance of MREL-el-  tions, including detailed MREL eligibility cri-
igible instruments was mainly concentrated teria of instruments in different jurisdictions,
on large banks in core sovereigns. and a pending determination of actual levels
of required MREL amounts for each bank.
() Starting from September 2017, ltraxx index has been Only a small minority of respondents (11 %)
revised (eg. bail-inable have been included). are concerned about possible insufficient de-

() EBA Final Report on MREL of 14 December 2016, for ~ mand for new issuances.
a sample of 133 banks from 18 Member States.

Figure 34: Constraints to issuing subordinated instruments eligible for MREL
Source: EBA RAQ for banks.
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Which are the main constraints to issue
subordinated instruments eligible for MREL
(please do not agree with more than 2 options)?

a) Pricing (the instruments” yields are too high) | H EN EENERNNN

b) No sufficient investor demand (e.g. these instruments
are not attractive in risk-retum considerations) L

¢) No sufficient investor demand (due to regulatory
and supenvisory uncertainty) -

d) Uncertainty on required MREL amounts. | EEEEEEEEFEEEE
e) Uncertainty on eligibility of instruments for MREL |
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Outlook for market-based funding

On the basis of market data, a non-negligible
portion of debt instruments issued by banks
will mature in the short and medium term. As
of October 2017, volumes of debt securities
maturing within the last weeks of 2017 and in
2018 are substantial at over EUR 500 billion,
and at over 350 billion for each of 2019 and
2020. As the asset side of the balance sheet
is to a large extent long-term driven, the sig-
nificant share of market instruments matur-
ing in the short and medium term could raise
some concerns about maturity mismatches
(Figure 35).

Responses to the RAQ for banks indicate that
the institutions intend to focus on building
loss absorbing capacity: attaining more in-
struments eligible for MREL is the most rel-
evant funding strategy for banks going for-
ward, as over 50 % of responding banks have
stated. The relevance of senior unsecured as
well as secured funding accordingly decreas-
es. Although the increase of retail deposit
volumes is no longer the most important
funding strategy, it remains the second most
relevant one (34 % of responding banks).

Figure 35: Bonds - aggregate debt maturity profile - 20 year breakout as of October 2017 (billion EUR]

Source: SNL financial data, EBA calculations ().

500 Bn

W Senior debt - covered bonds

I Other senior debt
W Subordinated debt

W Subsidiary trust preferred

M GIC-backed note

n
2007 208 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033 2034 2035 2036 2037+

Figure 36: Intentions to attain more funding via different funding instruments

Source: EBA RAQ for banks.

0% 10% 0% 3%

0% 50% 60% 70%

You intend to attain more (please do not
agree with more than 2 options):
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W December 2017 - Agree
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d) Secured funding (covered bonds)
e) Securitisation

) Deposits (from wholesale clients)

9) Deposits (from retail clients)
h) Central Bank funding
i) Short-term interbank funding

(%) The debt maturity profile includes debt in the form of
listed securities. All data is euro-denominated and it has
been aggregated for 43 banks.
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Market analysts confirm the importance of  funding, which is the second most important
instruments eligible for MREL in the fund-  source of funding market observers expect
ing strategy for banks going forward, with  banks to attain. In turn, market observers at-
86 % respondents having such expectations.  tribute less relevance to attaining more de-
Their views differ from banks’ intentions as  posits than banks do.

regards the relevance of senior unsecured

Figure 37: Expectations on banks’ funding channels
Source: EBA RAQ for market analysts.
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d) Secured funding (covered bonds)
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f) Deposits (from wholesale clients) 8 December 2017 - Agree

June 2017 - Agree
W December 2016 - Agree
p— W June 2016 - Agree
W December 2015 - Agree

g) Deposits (from retail clients)
h) Central Bank funding

i) Short-term interbank funding

Bank funding plans (deposits, wholesale and public sector
funding), as well as actual and forecasted
To monitor bank funding, banks are re-  liquidity coverage ratio. The data is based

quired to submit to the EBA data on bal- on harmonised definitions and templates
ance sheet forecasts for 3 years, with a fo-  developed by the EBA.
cus on loan portfolios and funding sources

Figure 38: Expected growth of selected liability classes in the EU
Source: EBA bank funding plans.
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Funding trends as observed in the first
three quarters of 2017 are, on an aggre-
gate basis, broadly in line with plans banks
outlined in their funding plan submission
to the EBA in the second half of 2016(%).
Banks anticipated that planned issuance
volumes of unsecured and in particular
secured debt securities in 2017 would de-
crease, and in aggregate be below the av-
erage of actual volumes attained in 2015
and 2016. Banks also anticipated a contin-

(%) EBA report on funding plans.

3.1 Asset encumbrance trend

As of 30 June 2017, the asset encumbrance
ratio (Y] was equal to 28.0% (25.2% in
June 2016); dispersion among countries and
banks remains wide. The highest levels of
encumbrance (80-90 %) are reported by spe-
cialised mortgage institutions.

Arelatively high level of encumbrance —asin
previous years — is reported in jurisdictions
with large and established covered bond
markets (most notably Denmark and Swe-
den), a high share of central bank funding in
countries severely affected by the sovereign
debt crisis [e.g. Greece) or a high share of
repo financing and collateral requirements
for over-the-counter derivatives (e.g. the UK).

(%) The asset encumbrance ratio is defined as the ratio of
encumbered assets and collateral received relative to the
total assets and the total collateral available for encum-
brance

ued EU-wide deposit growth of households
and non-financial corporates, as observed
in the first half of 2017.

On an aggregate basis, banks in most
Member States seem optimistic about their
plans to increase long term secured and
unsecured funding, as well as deposits
from households and non-financial cor-
porates in 2018 and 2019. Their plans are
ambitious; however, in 2015 and 2016 were
able to successfully achieve the growth
rate of deposits they set in their plans.

Some countries that were more severely af-
fected by the sovereign debt crisis still have
high encumbrance levels, but markedly de-
clining compared with last year (from 22 % to
6% in Cyprus, from 47 % to 41 % in Greece).
However, due to the relatively low volume of
assets in these countries, the decrease had
only a marginal effect on the EU aggregate
encumbrance ratio; in fact, the rise in the ag-
gregate ratio was driven by smaller increas-
es in some jurisdictions with large banking
sectors. Also for this reason, the modest
increase in the level of asset encumbrance
reported until the second quarter of 2017 is
not an immediate cause for concern in the
EU funding structure, as this change isin line
with similar changes observed in the sample
over time.

Figure 39: Weighted average asset encumbrance by country

Source: EBA calculations.
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The largest portion of encumbered assets
and collateral was made up of debt securities
and loans, respectively at 43 % and 40%
of total encumbered assets and collateral
in June 2017. Among other asset classes,
equity instruments formed 11 % of the share,
with an increasing trend over the year (see
Figure 40).

The main sources of asset encumbrance —
i.e. balance sheet liabilities for which col-
lateral was posted by institutions across
the sample — were repos (28 % of the total
sources in June 2017). The shares of central
bank funding (10 %) and covered bonds issued
(20 %) increased over the period for the whole
sample

Figure 40: Encumbered assets and collateral by type; distribution of the sources of encumbrance

Source: EBA calculations.
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4. Capital

Capital ratios have slightly improved

European banks have continued to strength-
en their capital position but at a slightly slow-
er pace than in previous years with capital
ratios at their highest level since 2014. As
of June 2017 the total capital ratio had in-
creased by 80 bps since June 2016, reaching
a new high of 18.6 % (see Figure 41).

The same trend is also evident for the CET1
ratio, which stood at 14.3 % as of June 2017.
Compared to June 2016, the ratio has in-
creased by 70 bps. The AT1 component has
also increased slightly (from 1.2 % to 1.4 %),
in aggregate approaching the regulatory
level of 1.5 %(?), while the T2 components
remained largely steady (falling from 3 % to
2.9 %)(*?). As of June 2017, leverage ratio was

(%) On the basis of bank-by-bank data, only for 25 % of the
banks included in the sample AT1 is equal or above 1.5 %;
hence 75 % of the banks of the sample has still room to
further increase this capital component.

() On the basis of bank-by-bank data, for 59 % of the
banks included in the sample T2 is equal or above the regu-
latory level of 2 %.

Figure 41: Evolution of capital ratios
Source: EBA risk indicators.
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5.3% (5.1 % if a fully phased-in definition of
Tier 1 capital is used).

On a fully loaded basis (i.e. assuming that no
transitional provisions defined in the CRR
were in place), the CET1 ratio stood at 14.0 %,
increasing by 90 bps when compared to June
2016 (see Figure 42). The gradual phasing in
of the CRR capital rules led to a steady de-
cline of the impact of the transitional provi-
sions which, as of June 2017, stood at 30 bps
compared to 50 bps 1 year earlier.

Many transitional provisions of the new capi-
tal requirements in the CRR/CRD will be
phased out in December 2017, in particular
those related to minority interest and de-
ductions from own funds. Hence, the gap
between the CET1 ratios in Figure 42 should
become negligible.

W (ETT ratio
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Figure 42: Evolution of transitional vs fully loaded CET1 ratios

Source: EBA risk indicators.
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Transitional provisions related to IFRS ¢

IFRS 9, which replaces the current require-
ments of IAS 39, will determine a change in
some credit loss provisioning, with a move
fromanincurred loss model to an expected
credit loss model.

The main impact of IFRS 9 on own funds
seems to be driven by the estimation of ECL
provisions for exposures that have experi-
enced a significant increase in credit risk
but are not defaulted. Based on a survey
among European banks undertaken by the
EBA in 2017, banks estimate that the first
application of the IFRS 9 will cause the

While banks’ capital ratios have improved
across the sample, the dispersion among
banks has remained significant (see
Figure 43). As of June 2017, only eight banks
(representing 8 % of total assets of all banks
in the sample) reported a CET1 ratio below
11 % while 65 % of the sample (40 % of as-
sets) reported CET1 ratios above 14 %.

Wlh — q419

12.9%
— Transitional CET1
Fully loaded CET
£ = i) = g =

CET1 ratio to decrease, on average, by 45
bps. Banks expect the impact to be mainly
linked to loans and advances to households
and non-financial corporations.

The application of IFRS 9 in 2018 is likely to
introduce a new type of transitional adjust-
ment to own funds. A regulation is current-
ly being developed by European legislators
with the objective to lessen the impact of
IFRS 9 on capital ratios during a period of
5 years. During this period, specified per-
centages of ‘new’ provisions due to adop-
tion of IFRS 9 can be added back to CET1
capital.

Dispersion across countries is also still sig-
nificant (see Figure 43). Several banks in
smaller countries in central, eastern and
northern Europe show average CET1 ratios
well above the EU average, while many banks
in a number of south European countries are
on average below the EU level.

14:3%
14.0%
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Figure 43: CET1 ratio dispersion — 5th and 95th percentiles, interquartile range (left-hand side)
and by country [right-hand side)
Source: EBA risk indicators.
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Capital levels have slightly decreased

The level of capital eligible as CET1 as of
June 2017 has slightly decreased (- 1.5 %)
compared to 1 year previously [see Fig-
ure 44), thereby reaching the same level as
2 years ago. At the same time, the composi-
tion of capital items keeps moving towards
a greater reliance on retained earnings and
other reserves, which together make up 66 %
of total common equity versus 61 % 1 year
previously. However the capital instruments,
albeit decreasing since June 2016, remain
the main component of the CET1 capital at
48 %. The change in composition means that
banks have relied more on retaining part of

Figure 44: Evolution of capital positions
Source: EBA reporting.

2,000

Billions

-500

Dec 14
Mar 15
Jun1h
Sep 1b
Dec 15
Mar 16
Jun o

1500
1,000
600
o R R R R B B BB LB

Sep 16
Dec 16

— U

EE SE LV HR FI LT LU BG IE RO SI DK GR CZ PL BE NLMT SKNO DE HU GB AT FR CY PT IT ES

their profit than on issuing new shares in the
last year.

The increase in retained earnings and other
reserves has been offset by a decrease in
capital instruments. In the capital instru-
ments bucket, the decline has been mainly
driven by paid-in capital and share premi-
ums. These premiums have been on a down-
wards trend for the last 2 years with the pe-
riod since June 2016 particularly pronounced
(- 5 %), since they have probably been used
to cover annual losses. Share buy-back pro-
grammes could be a possible explanation for
the decline of paid-in capital.
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RWA amounts have declined significantly

The improvement of capital ratios over the pe-
riod under review has been mainly driven by the
decline of risk weighted assets (RWA) (see Fig-
ure 45) amounts, which have decreased by 6 %
since June 2016 (and by 11 % since June 2015).
While the decrease is evident across all types
of risk, itis particularly driven by credit risk ex-
posures, which account for more than 80 % of
total risk. The downward trend stems from the
decrease of some types of assets [e.g. debt se-
curities, NPLs(*")Jand the increase of coverage
ratio. In addition, some major banks have dis-
posed assets and business lines. While credit
valuation adjustments (CVA] have also de-
creased significantly (by 28 % since June 2016),
they account for only 2 % of total risk exposure
amountsand thus have a limited impact overall.
As far as market risk is concerned, the ongoing
decrease suggests that banks are continuing to
reduce the share of their trading activities. This
downward trend confirms the strategy of many
EU banks gearing towards a reduction of their
risk exposure amount mainly through asset
sales and shrinking the size of their activities in
non-core markets.

(*) See Chapter 2 [Asset side) on the evolution of debt secu-
rities and NPLs.

Figure 45: Evolution of risk weighted assets
Source: EBA reporting.
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Figure 46: CET1 issuance plans
Source: RAQ for banks.

0% 2% 4% 0%

i W Market risk
10,000 CVA and other
6,000
4,000
2,000

0

Outlook for risk exposures and capital

Last year, more than 50 % of respondents
indicated that asset deleveraging was part
of the banks’ strategy; in fact, in the period
under analysis, risk exposures actually de-
creased. Given that, according to the latest
RAQ only 39 % of banks are planning to de-
leverage further; hence, the decline of risk
exposures could possibly be less pronounced
in the near future (*').

In line with the recapitalisation exercise,
EU banks have markedly strengthened their
capital position in recent years, especially by
issuing CET1 instruments. This has allowed
them to shore up market confidence in the EU
banking sector and meet regulatory require-
ments.

In the near future, banks do not expect to is-
sue more CET1 instruments. On the basis of
the RAQ for banks the percentage of banks
which do envisage issuing CET1 instruments
in the following 12 months has decreased to
10.5 %; in 2015 it stood at 19 % (Figure 46).

[*') See Chapter 2 (Asset side] for questions about delever-
aging in the RAQ for banks.

W Credit risk
I (perational risk
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More generally, concerning capital increase  ments, at a non-increasing cost with respect
and funding, most of the analysts expect that  to last year.
banks will be able to issue AT1and T2 instru-

Figure 47: Expectations about new issuances of subordinated debt instruments
Source: RAQ for analysts.

0% 10% 20% 30% 40% 0% 60% 70%

Do you expect that banks
will be able to issue subordinated debt W December 2017 - Agree
instruments during the rest of this year? June 2017 - Agree
a) Banks will be able to issue I December 7016 - Agree
BRRD / MREL / TLAC eligible debt instruments W June 2016 - Agree

b) Banks will be able to issue ATT instruments ‘ ‘

¢ Banks will be able to issue T2 instruments

Ifyou agree or somewhat agree with above:
Do you expect increasing costs
for such issuances compared to last year?

a) for BRRD / MREL / TLAC eligible
debt instruments

b) for ATT instruments

¢) for T2 instruments
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0. Profitability

EU bank profitability has continued to im-
prove. As of June 2017, the average return
on equity (RoE] reached 7.0 %, 130 bps higher
than in June 2016 and the highest level since
2014. Despite the increase, the current level
of RoE still remains below the cost of equity,
pointing to a risk that this could be an unsus-
tainable business model in the long term.

The increase of profitability has been driven
by a material reduction of impairments and
by slight improvements of net operating in-
come and expenses. However, the contrac-
tion of costs has still been insufficient to give
a substantial boost to the efficiency levels.
Dispersion among countries is still high, with
some countries performing particularly well
(RoE above 15 %) and others with negative or
barely positive RoE.

Drivers of increased profitability across
the EU

The net interest income still remains the
main driver of the EU banks profitability,
albeit decreasing somewhat over the peri-
od under review. However, the increase in
profits came from the substantial reduction
of impairments on financial assets, which
reached their lowest level since 2014. This
decline reflects the progress made by the EU
banks in tackling the NPL issue, even if un-
evenly across Europe (Figure 48).

RoE and return on assets (RoA] present
a similar evolution since December 2014, with
equity growing at a greater pace than total as-
sets, which led to a more pronounced upward
trend of RoA during the period (Figure 49).

Figure 48: Decomposition of RoE (EU aggregate) - solid fill for June 2017, transparent fill for

June 2016
Source: EBA risk indicators — EBA calculations.
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Figure 49: Return on Equity (RoE, left-hand side) and Return on Assets (RoA, right-hand side]

Source: EBA risk indicators
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Dispersion of profitability decreased, with the
interquantile range reaching a historical low
in June 2017. However, differences across
countries are still significant (Figure 50, with
RoE ranging between -28 % and 18 %. Some
12 % of the banks recorded a net loss in the
period, down from 16 % in June 2016.

In some countries, profitability is still lagging
behind due to two main factors. In countries
such as Greece, Croatia, Cyprus and Portu-
gal, banks are less profitable, mainly because
of their high impairments; impairments are
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also dragging down profits in Spain and lta-
ly. In Germany and France, as well as Aus-
tria, operating expenses significantly affect
banks™ ability to generate net income effi-
ciently, in order to thrive in the future.

Other countries (Bulgaria, Czech Republic,
Hungary and Romania) are far more profit-
able than the average; their profitability has
been driven by net interest income, low im-
pairments and, for most of them, low cost-
income ratio.

Figure 50: RoE country dispersion as of June 2017; ROE: 5th and 95th percentiles, interquartile range and median
Source: EBA risk indicators and EBA calculations.
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Slight changes in the income structure,
efficiency improvement lagging behind

The lingering low-rate environment contin-
ues to weigh on EU banks’ income coming
from traditional lending activity. Despite the
increase in the volume of loans, net interest
income has decreased due to the continuing
reduction of the loan-deposit spread, which
has reached its lowest level since 2014. Fur-
ther drivers [e.g. decrease of debt securi-
ties held, new issuance of loss-absorbing
senior debt] may also have affected the NI
trend. However, the decrease in the NIl

(-1.6 percentage points] has been offset
by a rise of the net fees and commissions
(+ 0.8 percentage points) (Figure 51).

Net trading income has increased moder-
ately in the period: the sharp increase in the
gains from the held-for-trading portfolio was
partially offset by the strong decrease in the
gains from the other investment portfolios.
To adapt to the challenging environment, EU
banks have continued to streamline their
costs: the cost-income ratio went down to
61.5 %, from 62.7 % in June 2016 [Figure 52).

Figure 51: Evolution of the net interest income (left-hand side] and net fees and commission to

total operating income (right-hand side]
Source: EBA risk indicators — EBA calculations.
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Figure 52: Evolution of the main sources of income as a percentage of total operating income

Source: EBA risk indicators — EBA calculations.

Ratios Jun-16 Jun-17
Net interest income 67.0% 05.4%
Dividend income 1.8% 2.0%
Net fee and commission income 26.6% 27.4%
Net gains on financial assets and liabilities 10.3% 10.6%
Cost-income ratio 62.7% 61.6%
Impairments on financial assets to 101 11.8% 9.9%
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However, the ratio between operating ex-
penses on total assets, which measure effi-
ciency with respect to the size of the banking
activity, has shown only modest improve-
ments (Figure 53]). In general, the indicator
has had no evident trend since 2014, fluctuat-
ing between 1.27 % and 1.37 %; it increased
only moderately in the last 12 months, as as-
sets went down more than costs.

Profitability is still insufficient to guarantee
long-term sustainability

The actual level of RoE (7 %), though increased
in the year, seems to be insufficient to guaran-
tee long-term sustainability of the business
model. In the RAQ for banks a large number
of respondents (some 70 %) stated that they
can operate on a longer-term basis with a RoE
greater than 10 %, much higher than the cur-
rent average for the EU (Figure 54).

Figure 53: Evolution of the operating expenses on total assets

Source: EBA risk indicators — EBA calculations.
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Figure 54: RAQ for banks: long-term sustainable RoE

Source: EBA RAQ for banks
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Furthermore, there is still a large gap be-
tween the percentage of banks with a ROE
below 8 % (57 % of banks, 60 % of total as-
sets) and those which declare to have a cost
of equity greater than 8 % (91 % of the RAQ
sample] (Figure 55).

On an aggregate basis, and by focusing only
on variables controlled by banks(®?), at the
current yield banks would reach the break-
even point between net interest income and
operating expenses only with an average
decrease of costs of 6.2 %; in the last 12
months, costs decreased by 0.8 %.

(%) Analysis limited to NIl and loans related to households
and nonfinancial corporations.

Figure 55: RoE by bucket and percentage of banks’ total assets; estimated cost of equity
Source: EBA risk indicators and EBA calculations; RAQ for banks.
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Banks’ cost of equity — Levels and
drivers

The gap between RoE and CoE appeared
after the beginning of the global financial
crisis, and has continued ever since. By us-
ing the Capital Asset Pricing Model (CAPM],
the CoE for the EU banks stood at around
11 % in the Q1 2017, which is substantially
higher compared to the same period last
year, when it was 7.5 %.

Looking more closely into the CAPM
a company's CoE is seen to depend on the
riskiness of its business, which is driven
by systemic factors, such as region of op-
eration and industry sector, as well as idi-
osyncratic ones that include the company’s
strategy and its business model.

Systemic factors (beta), which are the main
reason for the recent rise in the CoE, are
connected to the risk perception of the
whole banking sector compared to other
sectors. Bank-specific factors such as the
direct effect of low interest rates, a more
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leveraged and procyclical business, ‘spill-
over’ of notable conduct costs, opaqueness
of some business models together with
complexity of their security holding struc-
tures, high stock of NPLs with potential
systemic consequences and regulatory un-
certainty are the main reasons for higher
systemic risk compared to other sectors.

On the other hand there are idiosyncratic
factors, which are connected to individual
enterprises. To get a better insight into
idiosyncratic risks connected to the way
banks conduct business, this box com-
pares the CoE levels across banks' busi-
ness models. The business models are
defined according to the SSM RIA business
model classification process. The sample
includes 39 banks across the EU, of which
15 diversified lenders, six are Global Sys-
temically Important Banks (G-SIBs), a fur-
ther six are G-SIB universal banks and 12
are universal banks.

According to the analysis, diversified lend-
ers have the lowest CoE, at 10.8 %, followed

June 2017 - Agree

December 2016 - Agree
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b4

by G-SIB universal banks and ‘ordinary’
universal banks, at just above 11 %. The
universal banks have the highest expected
RoE, at 12 %. However, due to the more
volatile nature of their earnings the risk of
not reaching the expected profitability is
higher compared to diversified lenders.

Among systemically important banks, the
ones with the universal business model
have a higher expected RoE and lower CoE
compared to the rest of the G-SIBs. The G-
SIBs" CoE stands at around 17 % with an
expected RoE below 1 %.

Figure 56: EU banks’ CoE per business model

Many of the CoE developments can also
be explained by the past performance. It
seems the worst performance in the past
2 years came from the G-SIBs (regard-
less of whether normal or universall;
however, by extrapolating G-SIBs recent
performance, expected earnings are much
higher than the ones indicated in consen-
sus forecasts. The best performing banks
are those with a universal business model,
reaching RoEs of close to 12 % in June 2017.

Source: EBA supervisory data [left chart], Bloomberg and EBA calculation (right chart).
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Traditional lending activity and business
model: the intertwined duo.

Banks' operating expenses (20.3 % of equity)
were still higher than net interest income
(18.3 %) () in June 2017: hence, traditional
lending activity has again been unable to gen-
erate enough income to cover running costs
in 2017.

This persistent trend highlights the neces-
sity for EU banks to search for other levers of
structural growth, especially in a context of
high competition and erosion of interest rate
margins owing to the ultra-low rates.

Therefore, a structural diversification of in-
come sources and/or a more incisive reduc-
tion of costs are needed to help banks to im-

(%) It is based on EU average data and also includes banks
whose business model might not be focused on interest,
but rather fee and commission income.
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prove steadily their profits, given the enduring
competition on the traditional lending activi-
ty, among banks and also from shadow bank-
ing institutions and FinTech companies (*).
However, based on the RAQ answers, a large
majority of banks do not envisage making
a material change to their business model al-
though they admit that the rapidly growing of
FinTechs do markedly impact their business
especially in retail banking and payment and
settlement.

In fact, some EU banks are considering over-
hauling their rates-driven business model to
structurally increase their revenues and im-
prove efficiency and to restore margins. With
a view to this, they are set to move towards
more fee-oriented business lines, with digi-
talisation emerging as the most important

[*) On Fintech companies see Box Impact of technology in-
novation on banks’ profitability and on business models’, in
Chapter 5.
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strategy to enhance their competiveness.
This transformation obviously requires a very
robust IT architecture and effective process-
es to be able to deal with big data analytics.
Furthermore, EU banks are continuing to
carry out proof-of-concept projects to in-
vestigate the possible applications of finan-
cial technologies, which require high invest-
ments. Some banks are also joining banking
consortiums around open-source blockchain
projects in specific business lines, which can
also help them to save costs collectively.

All these new opportunities are accompanied
by a number of new pockets of risks, such
as cybersecurity (%], that banks have to cau-
tiously mitigate through a sound risk man-
agement policy.

[*) See Chapter 6 (Operation resilience] for further analysis
of ICT risks.

Figure 57: Banks’ expectations on their business model change

Source: RAQ for banks.
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If you agree:
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b) you expect material changes to your bank’s business model
due to increasing competition arising from banking disintermediation
(e.g. shadow banking, infrastructure finance by insurance companies)

¢) you expect material structural changes in your group due. [

to regulatory requirements on resolvability

Slow structural changes in the EU
banking sector.

Within this changing environment, the
structure of the EU banking sectoris slowly
adapting. The size of the sector as a whole,
measured by the ratio between total assets
and GDP, has noticeably decreased in the
last 5 years (Figure 58); however, in com-
parison with the United States, it seems to
be still characterised by an overcapacity.

W Agree
Disagree

In the same 5-year period, EU banks have
increased their average size (total assets
against number of banks) and their activity
has become less branch-based; nonethe-
less, they also lag behind US institutions
for these structural indicators.

Notwithstanding the high number and the
small size of the EU banks, with respect to
the United States, the EU banking sector is
still the more concentrated one, on the ba-
sis of the Herfindahl index.

Figure 58: EU banking sector structure indicators

Source: SNL on the EBA sample [or listed US banks with full coverage depth by SNL) for total
assets and number of offices; SNL (all listed and not listed, with full and summary coverage
depth] for the Herfindahl index based on total assets of EU banks and for the number of banks;
Eurostat for GDP and number of inhabitants, EBA calculation

Indicators 201 2016
Herfindahl EU (simple average for countries) 1707 1464
Herfindahl US 608 659
Total assets/GDP (weighted average) 210 1.84
Total assets/6DP (simple average EU countries) 1.40 1.30
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Indicators 201 2016

Total assets/GDP (US) 074 0.74
Offices per inhabitant (weighted average) 206 188
Offices per inhabitant (simple average EU countries) 185 7
Offices per inhabitant (US) 145 143
2011 2012 2013 2014 2015 2016

Number of EU banks 2918 2.984 3,036 3,052 3,032 2.738
Total assets of EU banks ~ 45,070,812.827  45,979,064.228  43,101,097.945  47.189,111,532  46577,186,436  45,314,069.437
Average 15,445,789 15,408,534 14,196,673 15,461,701 15,361,869 16,550,062
Number of US banks 1,028 1,053 1,063 1,074 1,075 1,070
Total assets of US banks ~ 14,027,339,198  14,840,782,023  14.485,859.342 17,070,393,538  19.226,728,566  20,806,965.385
Average 13,645,272 14,093,810 13,627,337 15,894,221 17.865.329 19.445,767

Outlook on profitability and commission and a reduction of costs.

The majority of banks have declared that
For the next 6-12 months, more than 75%  they are addressing costs through a reduc-
of banks expect an increase of their profits.  tion of overheads and staff costs and through
In particular and in line with the previous increasing automatisation and digitalisation.
RAQs, they forecast an increase of net fees

Figure 59: Expected evolution of profitability in the coming months and main drivers
Source: EBA RAQ for banks.
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In the recent past, RAQ responses have been
a good predictor of the future evolution of
the main profitability drivers. In fact, in last
year's RAQ most of the banks targeted three
areas for increasing profitability — net fees
and commission, costs reductions and im-
pairments — and these three areas have ac-
tually driven the increase of ROE in the period
under analysis (Figure 60).

When it comes to the future, analysts are
more confident and optimistic this year re-
garding EU banks’ profitability (Figure 61).
In line with the forecasts by the banks, they
expect an improvement of overall profitabil-
ity (81 % of the analysts ‘agree’ or 'somewhat
agree’] and cost efficiency in the short run
(86 % of the analysts ‘agree’ or 'somewhat
agree’]. In the same vein, most analysts do

not expect a further increase of provisions
and impairments.

Most of the banks expect greater volatility
of profits to come from IFRS 9 implementa-
tion (%), even though the cumulative losses
should be unaffected by the move to the new
accounting standard. The increase of volatil-
ity should be related to the cliff effect when
moving exposures from stage 1 to stage 2
and the periodic reassessment of forward-
looking information in the expected credit
loss estimation. Further uncertainty on fu-
ture banks’ profitability may come from the
development of the Fintech sector.

(%) https://www.eba.europa.eu/documents/10180/1720738/
EBA+Report+on+results+from+the+2nd+EBA+IFRS9+IA.pdf

Figure 60: Actual evolution and outlook of the main profitability indicators (*')
Source: EBA risk indicators and EBA RAQ for banks — EBA calculations.

Data RAQ (outlook)
Ratios Jun-16 Jun-17 Actual variations (pp) 2016 2017
Net interest income to TOI 67.0% 85.4% -15 v +
Net fee and commission income to T0I 26.6 % 2.4 % 08 * +
Cost-income ratio 627 % 615% 11 L 4 . 4
Impairments on financial assets to T01 11.8% 9.9% -19 + -}

Figure 61: Expected evolution of short-term earnings and main drivers

Source: EBA RAQ for market analysts.

0% 5% 10

Short-term earnings expectations for banks are:
a) Overall profitability will improve

b) Overall cost efficiency will improve

¢) Total revenues will increase

d) Net interest margin will increase

&) Provisions/Impairments will increase

[¥7) The "Expected profitability drivers” columns are based
on a RAQ question concerning targeted drivers to increase
profits. Green arrow: ‘agree’ or 'somewhat agree’ answers
greater than 55 % of the total, for the P & L item consid-
ered (e.g. more than 55 % respondents target a decrease of
costs to boost profitability); yellow arrow: ‘agree’ or ‘some-
what agree’ answers between 45 % and 55 %; red arrow:
‘agree’ or 'somewhat agree” answers lesser than 45 %.
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Impact of technology innovation on banks’
profitability and on business models

One of the most important factors for banks
in maintaining long-term profitability is their
ability to adjust their business models and
strategies to the changes in their operating
environment. The most recent evolution of the
operating environment comes from the de-
velopment of financial technologies (FinTech]
which bring challenges and opportunities
from financial innovation, new products and
technologies as well as competition.

The evolution of FinTech seems to be forcing
banks to rethink their approach to customer
interaction as technological and financial inno-
vation is currently a leading force shaping the
banking industry and customers’ expectations
about how to access financial services. Banks
are also adapting their business models to
meet such expectations in response to the in-
creasing competition from FinTech companies
and in the context of an already challenging op-
erating environment characterised by gener-
ally low profitability. Currently, this adaptation
is enabled through: (a) adjusting products and
interaction with customers and employing new
technologies and products to increase rev-
enues; (b) adopting new technologies to digital-
ise/enhance efficiencies in internal processes
to reduce costs; or (c] a combination of both.

Incumbent banks, in particular, seem to be
reacting to the upcoming competition from
FinTech companies as they foresee this as
a threat which will lead to decreased revenues,
predominantly in retail and payment and set-
tlement business lines, where the current rev-
enues largely rely on mass-market standard
solutions and product mix. On the positive side,
banks seem to be more optimistic on the oppor-
tunities arising from FinTech in asset manage-
ment and commercial banking, where financial
and technology innovation appears to offer the
potential for an enlarged customer base and the
offering of new products, with an ultimate aim
to increase revenues. Moreover, investments in
innovative technologies and products are per-
ceived by banks as an effective way to reduce
costs predominantly in trading and sales, com-
mercial banking and payment and settlement
business lines, areas which seem to benefit
most from digitalisation and new technologies.

In addition to the potential opportunities for
the incumbent banks to increase revenues,
through offering new products or a better cus-
tomer experience, or to reduce costs, through
digitalisation-led and operational efficiency
programmes, the rise of FinTech brings chal-
lenges from the intense competition and level
playing field point of view. In accordance with

the FinTech mapping exercise undertaken by
the EBAin spring 2017 and presented in a sub-
sequent discussion paper(*®), FinTech compa-
nies appear to provide a wide range of finan-
cial services and are particularly dominant in
the provision of payments, clearing and set-
tlement services and other activities related
to financial services (e.g. credit reference ser-
vices, comparison services, compliance ser-
vices) and they thus compete with comparable
services offered by banks, albeit with general-
ly lower operating costs. Furthermore, based
on the sample of FinTech companies covered
by the mapping exercise, it was noted that the
regulatory status of FinTech companies ap-
pears to be highly varied; a high percentage
are designated as unregulated, which may in
turn create an issue of whether there is a level
playing field in terms of risk management
and controls, governance and compliance re-
quirements and costs for the regulated banks
competing on the same services.

More generally, cloud-based solutions and
smartphone technologies currently appear to
be among the major breakthroughs in banking
activity; the rise of machine learning, artificial
intelligence and blockchain are set to provide
opportunities for future developments. The
EBA has delivered a number of products relat-
ed to FinTech innovations, such as the opinion
on lending-based crowdfunding (¥%) (February
2015) and the recommendations on outsourc-
ing to cloud service providers (“°] (May 2016),
and contributed to the Joint Committee of the
European Supervisory Authorities” related
work such as the report ) on automation in
financial advice.

In light of the above, the EBA intends to carry
out follow-up work in a number of areas (as
set out in the EBA FinTech discussion paper):
authorisation and regulatory regimes; pru-
dential risks and opportunities for credit in-
stitutions, payment institutions and electronic
money institutions; the impact of FinTech on
the business models of these institutions;
consumer protection and retail conduct of
business issues; the impact of FinTech on the
resolution of financial firms; and the impact of
FinTech on anti-money laundering operations
and countering the financing of terrorism.

(%) https://www.eba.europa.eu/-/eba-publishes-a-dis-
cussion-paper-on-its-approach-to-fintech

[¥) https://www.eba.europa.eu/-/eba-recommends-con-
vergence-of-lending-based-crowdfunding-regulation-
across-the-eu

[“) https://www.eba.europa.eu/news-press/calendar?p_p_
id=8&_8_struts_action= %2Fcalendar %2Fview_event&_8
eventld=1848356

(4) https://esas-joint-committee.europa.eu/Pages/
News/European-Supervisory-Authorities-publish-con-
clusions-on-automation-in-financial-advice.aspx
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6. Operational resilience

6.1 ICT-related risks

Operational risks remain an area of concern
given the challenges EU banks have to face
with the rapid development of financial tech-
nologies. Based on the RAQ results, 55 % of
respondents foresee an increase in opera-
tional risk in their bank compared to 43 % in
December 2016 and 35 % in December 2015.
Most EU banks are still taking steps to address
the weaknesses stemming from technology-
driven evolution.

Within types of operational risk, cyber risks and
data security issues have been identified as key
drivers. A high and growing reliance of banking
operations on IT platforms, digitalised prod-

uct channels for banking services, outsourcing
to third-party providers of IT-related tasks and
functions, and communication networks renders
banks vulnerable to operational risks. Accord-
ingly, 42 % of respondents identify cyber risk and
data security as the main drivers for increas-
ing operational risk, while 16 % of respondents
mention IT failures as an additional driver.

Operational risks stemming from non-com-
pliance with regulatory initiatives are another
factor mentioned by 24 % of respondents. For
example, banks can be unable to fully comply
with the principles for effective risk data ag-
gregation and risk reporting (BCBS 239), par-
ticularly in terms of data availability, quality
and reliability as well as data governance.

Figure 62: Operational risk in banks and main drivers

Source: EBA RAQ for banks
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Figure 63: Main ICT-related risks
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Cyber risk is one of the key risks threaten-
ing data integrity and business continuity
in today's interconnected financial system.
Whereas cyber risk was traditionally mainly
seen as an IT security issue at the level of in-
dividual banks, the focus has now shifted to
the overall operational resilience of banks
and the financial system as a whole, and
the actual readiness to withstand shocks
such as cyberattacks. Cyber risk is a multi-
faceted challenge for financial institutions
and there is an increasing complexity in the
attacks from intruders trying to gain unau-
thorised access to critical systems and data.
Institutions face potential operational, legal
and reputational risks related to cyber inci-
dents including business interruptions, data
and software loss, cyber extortion, fraud,
breach of privacy, network failure liabilities
and damages to physical assets, which can
result in financial losses. On top of the direct
costs related to cyber incidents such as the
cost of forensic investigation, there are also
a number of indirect costs including negative
effects on brand name and customer rela-
tionships.

With the increased digitalisation of banking,
services moving online and financial insti-
tutions becoming more interconnected and
dependent on computer networks, an insuf-
ficient level of protection against cyber inci-

dents and a failure of critical IT infrastructure
could lead to major damages into individual
financial institutions and potentially to the
entire financial system.

There has been rising interest from banks in
operational risk insurance products cover-
ing cyber risk, partially driven by a number
of major cyber attacks, such as the so called
‘WannaCry'(“?).

6.2  QOutsourcing

In recent years, institutions have demon-
strated increasing interest in outsourcing
business activities in order to reduce costs,
focus on core activities and improve effi-
ciency. It is also a way to get easy access to
new technologies and to achieve economies
of scale. Outsourcing can be applied to many
business activities, including information
technology (e.g. cloud computing, FinTech]
and specific operations (e.g. some aspects
of finance and accounting, internal control
tasks, back- office activities). IT has become
one of the most prevalent outsourced activi-
ties. Outsourcing does not eliminate risks but
rather raises some new ones related to the

[“) The WannaCry attack in May 2017 was a ransomware
cyber attack which spread to over 150 countries around the
world targeting computers using a specific operating sys-
tem by encrypting data and demanding ransom payments
in order to receive the key to decrypt the files.
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management of the third party relationship.
Indeed increased reliance on the service pro-
vider regarding the outsourced activities, in
particular with regards to critical activities,
may impact on the ability of institutions to
manage their risks such as strategic, repu-
tational, compliance and operational risk. In
addition, the concentration of outsourcing
providers and underlying technical infra-
structures could also lead to an increased
systemic risk. Therefore all these underly-
ing risks should be mitigated adequately by
banks and embedded in a sound and efficient
risk management policy.

In response to the growing importance of
information technology as a driver of in-
novation and increasing interest in the use
of cloud outsourcing solutions within the
banking industry, the EBA has consulted on
recommendations on outsourcing cloud ser-
vice providers and will update the Commit-
tee of European Banking Supervisors (CEBS])
guidelines on outsourcing, published in De-
cember 2006 as a broader piece of work.

6.3 Legalissues and
reputational concerns

The implication of detrimental business
practices still remain an important opera-

Figure 64: Expected litigation costs
Source: EBA RAQ for banks
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tional risk. Conduct and legal risks are main
driver of operational risk to 25 % of respond-
ents to the RAQ.

Banks expect compensation and redress
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expect litigation costs to be heightened in
the next 6-12 months. Market analysts share
concerns about legal risks of banks and 24 %
of respondents to the RAQ share a view that
the legal risk of banks adversely influences
the current market sentiment.

The continued relevance of detrimental busi-
ness practices and implications for profita-
bility are reflected in high compensation and
redress payments. Over 40 % of banks re-
sponding to the RAQ have made compensa-
tion, litigation and similar payments of more
than EUR 1 billion since the financial year
2007/2008, and over half of responding banks
have made such payments of more than EUR
500 million.

More generally, risks related to changes
that can have an impact on legacy contracts
should be properly managed to avoid any fur-
ther substantial increase of conduct costs.
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Figure 65: Compensation, redress, litigation and similar payments made since the financial

year 2007/2008

Source: EBA RAQ for banks
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EURIBOR and LIBOR, alternative
reference rates and risks from transition
issues

Euribor and Libor are interest reference
rates widely used in the EU banking sec-
tor as benchmarks for a large volume and
broad range of financial products and con-
tracts.

During the financial crisis, uncertainty
surrounding the integrity of these interest
reference rates represented a potentially
serious source of vulnerability that raised
significant systemic and consumer protec-
tion concerns. For this reason, fundamen-
tal reviews of the benchmarks and plans
for reform have started in a coordinated
manner. At EU level, the reform has re-
sulted in the EU Benchmarks Regulation,
which, sets as a general rule that bench-
marks should be based on actual transac-
tion-based input data. In this context, the
feasibility and viability of adopting alterna-
tive reference rates and potential transi-
tion issues have been under examination.

In pursuing the objective of moving to
transactions-based rates, transition risks
and costs should be minimised as much
as possible, in particular, risks associ-
ated with legacy contracts. These risks
and costs may include legal risks arising
from litigation and contract frustration and

increased hedging costs (e.g. greater vola-
tility that may occur in more transactions-
based reference rates]. Changes in the
interest reference rate may also trigger
significant risks and potentially increased
costs for consumers across the EU that
have concluded loan agreements pegged
to Euribor and other reference rates and
may result in consumer detriment.

Therefore, there is a need for careful man-
agement of any transition to alternative ref-
erence rates to mitigate risks and potential
detriment to financial institutions, consum-
ers and to the financial sector overall. One
of the policy options launched in September
2017 is the creation of a working group for
the euro area, chaired by a private sector
representative, which will be tasked with
the identification and adoption of a ‘risk-
free overnight rate” as a basis for a possible
alternative to current benchmarks. Also in
September, the ECB announced that it will
start providing an overnight unsecured in-
dex before 2020, widening the set of options
for the choice of such alternative rates for
the euro area. The new working group will
consult market participants and end-users
on a regular basis as well as gathering
feedback from public authorities. The EBA
will continue to identify and provide infor-
mation about possible risks that may arise
in a transition to reformed or new proposed
interest reference rates.
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/. Policy implications and

Mmeasures

Notwithstanding the benign macroeconomic
and financial environment and the improve-
ments of major risk indicators for the EU
banking sector, important structural chal-
lenges persist and a sudden shift in market
sentiment could have an impact on the EU
banking system. In this regard, competent au-
thorities and banks should ensure that inter-
nal governance, risk management, capital and
liquidity buffers are commensurate with the
risks stemming from the current challenging
environment. Specific focal areas listed be-
low should help the competent authorities to
determine strategic priorities relevant for the
institutions in colleges’ risk discussion and
setting college action plan accordingly.

Uncertainty also stems from the negotia-
tions over Brexit, which could fuel further
tensions in the sector in case of an unfa-
vourable outcome. To prevent possible dam-
age and in preparation to respond to a poten-
tial cliff-edge event, adequate contingency
plans and mitigating actions should be taken
wellin advance, by competent authorities and
financial institutions, to secure the financial
stability of the EU banking system. The EBA
is already engaged in preparations related to
Brexit, and in October issued an opinion (%)
on certain matters related to the Brexit-re-
lated relocation of UK financial institutions.

In 2018 the EBA will conduct an EU-wide
stress test exercise. In a phase of relatively
benign market conditions, the stress test
enables a more forward-looking view and as-
sessment of the resilience of financial insti-
tutions to adverse market developments. The
exercise will cover 70 % of the EU banking
sector as expressed in terms of total consoli-
dated assets as of end 2017 and will assess
EU banks’ ability to meet relevant supervisory
capital ratios at a time of adverse economic
shock. The methodology covers all relevant
risk areas and, for the first time, will incor-
porate IFRS 9 accounting standards. The re-
sults will inform the 2018 Supervisory Review
and Evaluation Process (SREP], challenging
banks’ capital plans and leading to relevant
supervisory outcomes. The exercise will also
provide enhanced transparency so that market

(4] https://www.eba.europa.eu/documents/10180/1756362/EB
A+Opinion+on+Brexit+lssues+%28EBA-0p-2017-12 %29.pdf

participants can compare and assess the re-
silience of EU banks on a consistent basis.

7.1 Further progress on NPL
cleaning is needed

The improvement of asset quality should
be speeded up to increase the resilience of
banks. Further supervisory actions are need-
ed to support the ongoing cleaning of balance
sheets. Close monitoring of actions under-
taken by banks to ensure that they are in line
with the recent supervisory guidelines is re-
quired. Banks are expected to define a clear
and consistent strategy to tackle the stocks
of NPL. Given the high dispersion of coverage
ratios among countries, a rigorous and con-
sistent assessment of the evaluation process,
especially for real estate collateral is highly
recommended. Additional attention should be
paid to banks” underwriting standards, in or-
der to detect potential credit standard loosen-
ing which could affect the quality of new loans.

Along with supervisory actions, structural
reforms in the different jurisdictions remain
crucial to address structural impediments:
strengthening the judicial system, increas-
ing the efficiency of bankruptcy procedures
and supporting the use of out-of-court re-
structuring could decisively help to address
the substantial overhang. In addition, further
improvements towards a better functioning of
the secondary market of NPLs are essential.
Even though there has been an increasing vol-
ume of NPL transactions, secondary market
activity is not yet sufficient to materially con-
tribute to NPL reductions. In that respect, the
EU Council’s initiatives are a significant step
forward for tackling NPLs and measures such
as Supervisory Guidance, data transparency,
the development of the secondary market and
the establishment of national AMC solutions
in line with State aid rules are heading in the
right direction. EBA is concretely supporting
EU-wide approach to tackle NPLs. In order to
enhance supervisory guidance the EBA will
issue Guidelines on NPL Management. Fur-
thermore, the EBA is developing templates
on loan tapes monitoring and will implement
enhanced disclosure requirements on asset
quality and non-performing loans to all banks
(in 2018), to strengthen the data infrastructure
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with uniform and standardised data for NPLs.
The EBA is also contributing to the work of
European Commission on Asset Management
Companies [AMCs] Blueprint, to stimulate the
development of secondary market for NPLs.

7.2 Business model
sustainability to enhance profitability

Despite recent improvements, the persistent
low profitability of EU banks remains a key
concern. EU banking sector faces both cyclical
and structural challenges. The low-rate envi-
ronment and the high level of legacy assets
continue to put pressure on banks’ intermedi-
ation margins. Against this background, banks
have to consider the long term sustainability of
business models and explore new opportuni-
ties to generate long-term sufficient returns
as well as further consolidation(*4).

In this context, supervisory authorities are
expected to assess cautiously the viability
and sustainability of banks’ business models
to ensure that risks are adequately balanced
and the execution risk stemming from the im-
plementation of strategic changes are kept
at a minimum. Furthermore, supervisory au-
thorities are requested to pay continued atten-
tion to the risk appetite of banks. Indeed the
search-for-yield in the current low yield-low
volatility environment and ample liquidity can
be an incubator of additional risks which could
compromise the future performance of banks.

Related aspect of the challenges banks’ busi-
ness model currently face is the effect of Fi-
nancial Innovation (FinTech] and emerging
new technologies/products. Banks should
consider the necessity of investments in fi-
nancial innovation; supervisors should as-
sess the disruptive potential, over time, of
FinTech and new market entrants for individ-
ual institutions less prone to IT investments.

7.3  IT risk and operational
resilience

While operational risk and conduct risk still
require close monitoring, the EBA also con-
siders Information and Communications
Technology (ICT) as a key risk. In 2017 it pub-
lished guidelines on ICT risk assessment as
part of the SREP, launched a consultation on
its recommendations on outsourcing to cloud
service providers, and published a Discus-
sion Paper on its approach to financial tech-
nology (FinTech]. In fact, data management

(“) About overbanking: https://www.esrb.europa.eu/pub/
pdf/asc/Reports_ASC_4_1406.pdf

has progressively become a critical source
of risk. Banks and supervisors should en-
courage the update of out-dated IT systems
and address concerns about connectivity and
outsourcing to third-party providers. In addi-
tion, supervisors should explore with banks
the risks the institutions will undertake if
embracing and adopting technological inno-
vation in the financial sector (FinTech] (e.g.
IT interdependencies between market play-
ers and market infrastructure) Furthermore,
banks and supervisors should pay particular
attention to the risks related to cybercrime
and information security risks.

7.4  Funding conditions in
preparation for regulatory
requirements

Possible changes in monetary policy could
have an impact on EU banking sector bal-
ance sheets. Banks should adequately re-
flectin their funding plans that large volumes
of secured debt maturing until year-end 2018
may not easily be replaced by long-term cen-
tral bank funding. As the asset side of the
balance sheet is to a large extent long-term
driven, the significant share in market instru-
ments maturing in the short- and medium-
term raises some concerns about maturity
mismatches. Banks should, therefore, aim to
lengthen average maturity profiles of funding
in relation to their average asset maturity.

Funding quality and the type of funding in-
struments have become extremely impor-
tant for banks. Banks are focusing in their
funding strategies on building loss-absorbing
capacity. However, most banks will neverthe-
less still have to issue further MREL eligible
instruments with a view to meeting BRRD re-
quirements. Supervisors should monitor the
ability, in particular of banks with heightened
risk perceptions, to issue higher volumes of
such instruments going forward at a reason-
able cost. An important element of the MREL
framework will be the ability of markets to
absorb the volumes of loss-absorbing instru-
ments to be issued by banks in order to meet
their MREL requirement at prices that do not
affect medium-term viability.
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Annex | — Samples

Below are the lists of banks that made up the sample population for the risk indicators, trans-
parency exercise and RAQ (%),

Risk Transp_arerli:y
Name Country indicators (4 exercise () RAQ
201604 2017 Q2
Erste Group Bank AG Austria X X X X
Promontoria Sacher Holding N.V. Austria X X X
Raiffeisen Bank International AG Austria X X X
Raiffeisen Zentralbank Osterreich AG Austria x ()
Raiffeisenbankengruppe 00 Verbund eGen Austria X X X
Raiﬁei.seanoldmg Niederdste.rreichfWi"en Austia \ S \
registrierte Genossenschaft mit beschrankter Haftung
Sherbank Europe AG Austria X X X
UniCredit Bank Austria AG Austria X
Volksbanken Verbund Austria X X X
VTB Bank [Austria) AG Austria X X X
AXA Bank Belgium SA Belgium X X X
Bank of New York Mellon Belgium X X X
Belfius Banque SA Belgium X X X
BNP Paribas Fortis SA Belgium X
Dexia NV Belgium X X X
Investar Belgium X X X
KBC Group NV Belgium X X X X
05K Bank Bulgaria Bulgaria X
First Investment Bank Bulgaria X X X
UniCredit Bulbank Bulgaria Bulgaria X
Erste & Steiermarkische Bank d.d. Croatia X
Privredna Banka Zagreb d.d. Croatia X
[agrebacka Banka d.d. Croatia X
Bank of Cyprus Holdings Public Limited Company Cyprus X X X X
Cooperative Central Bank Ltd Cyprus X X X
Hellenic Bank Public Company Ltd Cyprus X X X
RCB Bank Ltd Cyprus X X X
Ceska spofitelna, a.s. Czech Republic X
Ceskoslovenska obchodn banka, a.s. Czech Republic X

() The sample of banks is regularly adjusted to take into account bank-specific developments; for example, banks that
ceased activity or underwent a significant restructuring process are not further considered. Not all banks are subject to all
reporting requirements (e.g. for Finrep or Funding Plan reporting).

[“) This list refers to the sample of banks used to calculate the Q2 2017 indicators. For lists of reporting institutions on
a yearly basis, please see https://www.eba.europa.eu/risk-analysis-and-data.

[“7) The banks marked (*] are included in the Transparency exercise in ‘All other banks’ bucket.
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Risk Transparency
Name Country indicaltf)rs (“) L
201604 2017 Q2
Komercni banka, a.s. Czech Republic X
Danske Bank Denmark X X X X
Jyske Bank Denmark X X X
Nykredit Realkredit Denmark X X X
Sydbank Denmark X X X
AS DNB Pank () Estonia X
AS LHV Group Estonia X X X
AS SEB Pank Estonia X
Swedbank AS Estonia X
Danske Bank Oyj Finland X
Kuntarahoitus Oy Finland X X X
0P Financial group Finland X X X
Banque Centrale de Compensation (LCH Clearnet) France X X X
Banque PSA Finance France x(*)
BNP Paribas SA France X X X X
Bpifrance (Banque Publique d Investissement) France X X X
Crédit Mutuel Group France X X X
CRH (Caisse de Refinancement de  Habitat] France X X X
Groupe BPCE France X X X
Groupe Crédit Agricole France X X X X
HSBC France France X
La Bangue Postale France X X X
RCI bangue (Renault Crédit International) France X X X
SFIL (Société de Financement Local) France X X X
Société Geénérale SA France X X X X
Aareal Bank AG Germany X X X
Bayerische Landesbank Germany X X X X
Commerzbank AG Germany X X X X
DekaBank Deutsche Girozentrale Germany X X X
Deutsche Apotheker- und Arztebank eG Germany X X X
Deutsche Bank AG Germany X X X X
Deutsche Pfandbriefhank AG Germany X X X
Deutsche Zentral-Genossenschaftshank AG Germany X X X X
Erwerbsgesellschaft der S-Finanzgruppe mbH & Co. KG Germany X X X
HASPA Finanzholding AG Germany X X X
HSH Beteiligungs Management GmbH Germany X X X
Landesbank Baden-Wirttemberg Germany X X X
Landesbank Hessen-Thiringen Girozentrale Germany X X X
Landeskreditbank Baden-Wirttemberg-Férderbank Germany X X X
Landwirtschaftliche Rentenbank Germany X X X
Miinchener Hypothekenbank eG Germany X X X

[“) AS DNB Pank changed to Luminor Bank AS in October 2017.
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Rick Transparency
Name Country indicalt?)rs (“) oeiel) g
201604 2017 Q2
Norddeutsche Landesbank Girozentrale Germany X X X X
NRW.Bank Germany X X X
State Street Europe Holdings Germany S.a.r.L & Co. KG Germany X X X
Volkswagen Financial Services AG Germany X K x(*)
Alpha Bank AE Greece X X X X
Eurobank Ergasias SA Greece X X X X
National Bank of Greece SA Greece X X X X
Piraeus Bank SA Greece X X X X
Kereskedelmi és Hitelbank Zrt. Hungary X
OTP Bank Nyrt. Hungary X X X X
UniCredit Bank Hungary Zrt. Hungary X
Allied Irish Banks, Plc Ireland X X X X
Citibank Holdings Ireland Limited Ireland X X X
DEPFA Bank Plc Ireland X X X
Permanent TSB Group Holdings Plc Ireland X X X
The Governor and Company of the Bank of Ireland Ireland X X X X
Ulster Bank Ireland Designated Activity Company Ireland X
Banca Carige SpA - Cassa di Risparmio di Genova e Imperia Italy X X X
Banca Monte dei Paschi di Siena SpA Italy X X X
Banca Popolare i Milano Scarl Italy A(*)
Banca Popolare di Sondrio [taly X X X
Banca Popolare di Vicenza SpA Italy ()
Banco BPM S.p A. Italy X X
Banco Popolare Societa Cooperativa ltaly x(*)
BPER Banca S.pA. Italy X X X
Credito Emiliano Holding SpA Italy X X X
Credito Valtellinese ltaly K
Iccrea Banca Spa Istituto Centrale del Credito Cooperativo Italy X X X
Intesa Sanpaolo SpA Italy X X X X
Mediobanca - Banca di Credito Finanziario SpA Italy X X X
UniCredit SpA Italy X X X X
Unione di Banche Italiane SCpA Italy X X X
Veneto Banca SpA Italy A(*)
ABLV Bank Latvia X X X
AS SEB banka Latvia X
Swedbank AS Latvia X
AB DNB bankas(“) Lithuania X
AB SEB bankas Lithuania X
Swedbank AB Lithuania X
Banque et Caisse d'Epargne de L'Etat, Luxembourg Luxembourg X X X
BGL BNP Paribas Luxembourg X

[“) AB DNB bankas changed to Luminor Bank AB in October 2017.
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Risk Transparency
Name Country indicaltf)rs (“) L
201604 2017 Q2
Deutsche Bank Luxembourg S.A. Luxembourg X
J.P-Morgan Bank Luxembourg S.A. Luxembourg X X X
Precision Capital S.A. Luxembourg X X X
RBC Investor Services Bank S.A. Luxembourg X X X
Société Générale Bank & Trust Luxembourg X
State Street Bank Luxembourg S.A. Luxembourg X X X
Bank of Valletta Plc Malta X X X
Commbank Europe Ltd Malta X X X
HSBC Bank Malta Plc Malta X
MeDirect Group Limited Malta X X X
ABN AMRO Group N.V. Netherlands X X X X
Codperatieve Rabobank UA. Netherlands X X X X
de Volksholding B.V. Netherlands X X X
ING Groep N.V. Netherlands X X X X
N.V. Bank Nederlandse Gemeenten Netherlands X X X
Nederlandse Waterschapshank N.V. Netherlands X X X
ONB Bank ASA Norway X X X X
SpareBank 1 SMN Norway X X X
SpareBank 1 SR-Bank ASA Norway X X X
Bank Polska Kasa Opieki SA Poland X X
Bank Zachodni WBK SA Poland X
Powszechna Kasa Oszczednosci Bank Polski SA Poland X X X
Banco BPI, SA Portugal X x(*)
Banco Comercial Portugués SA Portugal X X X X
Caixa Central de Crédito Agricola Mdtuo, CRL Portugal X X X
Caixa Econdmica Montepio Geral Portugal X X X
Caixa Geral de Depdsitos SA Portugal X X X
Novo Banco Portugal X X X
Banca Comerciala Romana SA Romania X
Banca Transilvania Romania X X X
BRD-Groupe Société Générale SA Romania X
Slovenskd sporitelifa, a.s. Slovakia X
Tatra banka, a.s. Slovakia X
VSeobecnd dverovd banka, a.s. Slovakia X
Abanka d.d. Slovenia X X X
Biser Topco S.a.rl Slovenia X X X
Nova Ljubljanska Banka D.D., Ljubljana Slovenia X X X
UniCredit Banka Slovenija d.d. Slovenia X
ABANCA Holding Financiero Spain X X X
Banco Bilbao Vizcaya Argentaria, SA Spain X X X X
Banco de Crédito Social Cooperativo SA Spain X X X
Banco de Sabadell, SA Spain X X X
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Rick Transparency
Name Country indicalt?)rs (“) oeiel) g
2016 04 2017 02
Banco Mare Nostrum Spain X X X
Banco Popular Espafiol, SA. Spain K
Banco Santander SA Spain X X X X
Bankinter SA Spain X X X
BFA Tenedora de Acciones, S.A.U. Spain X X X
Criteria Caixa SAU. Spain X X X
bercaja Banco Spain X X X
Kutxabank Spain X X X
Liberbank Spain X X X
Unicaja Banco SA. Spain X X X
AB Svensk Exportkredit - group Sweden X x(*) x(*)
Kommuninvest - group Sweden X X X
Lansforsakringar Bank AB - group Sweden X X X
Nordea Bank - group Sweden X X X X
SBAB Bank AB - group Sweden X X X
Skandinaviska Enskilda Banken - group Sweden X X X X
Svenska Handelsbanken - group Sweden X X X X
Swedbank - group Sweden X X X X
Barclays Plc United Kingdom X X X X
Citigroup Global Markets Furope Limited United Kingdom X A(*) A(*)
Coventry Building Society United Kingdom X ) (")
Credit Suisse International United Kingdom X () (")
Credit Suisse Investments (UK United Kingdom X x(*) x(*)
GE Capital International Holdings Limited United Kingdom x(*)
Goldman Sachs Group UK Limited United Kingdom X x(*) x(*)
HSBC Holdings Plc United Kingdom X X X X
JP Morgan Capital Holdings Limited United Kingdom X K x(*)
Lloyds Banking Group Plc United Kingdom X X X X
Merrill Lynch UK Holdings Ltd United Kingdom X K x(*)
Mitsubishi UFJ Securities International PLC United Kingdom X 1*) X(*)
Mizuho International PLC United Kingdom X A(*) A(*)
Morgan Stanley International Ltd United Kingdom X A(*) A(*)
National Australia Group Europe Limited United Kingdom X A(*) (")
Nationwide Building Society United Kingdom X X X
Nomura Europe Holdings PLC United Kingdom X x(*) x(*)
RBC Europe Limited United Kingdom X x(*) x(*)
Standard Chartered Plc United Kingdom X X X X
The Co-operative Bank Plc United Kingdom X x(*) x(*)
The Royal Bank of Scotland Group Public Limited Company United Kingdom X X X X
UBS Limited United Kingdom X K] x(*)
Virgin Money Pl United Kingdom X K x(*)
Yorkshire Building Society United Kingdom X 1*) X(*)
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GETTING IN TOUCH WITH THE EU

In person
All over the European Union there are hundreds of Europe Direct Information Centres.
You can find the address of the centre nearest you at: http://europa.eu/contact

On the phone or by e-mail

Europe Direct is a service that answers your questions about the European Union.
You can contact this service

- by freephone: 00800 6 789 10 11 (certain operators may charge for these calls),
- at the following standard number: +32 22999696 or

- by electronic mail via: http://europa.eu/contact

FINDING INFORMATION ABOUT THE EU

Online
Information about the European Union in all the official languages of the EU is available on the
Europa website at: http://europa.eu

EU Publications

You can download or order free and priced EU publications from EU Bookshop at:
http://bookshop.europa.eu. Multiple copies of free publications may be obtained

by contacting Europe Direct or your local information centre (see http://europa.eu/contact)

EU law and related documents
For access to legal information from the EU, including all EU law since 1951 in all the official
language versions, go to EUR-Lex at: http://eur-lex.europa.eu

Open data from the EU

The EU Open Data Portal (http://data.europa.eu/euodp/en/data) provides access to datasets from
the EU. Data can be downloaded and reused for free, both for commercial and non-commercial
purposes.
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