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Executive summary

Market sentiment and confidence is improv-
ing; however, the signs of recovery remain
modest and fragile. Since mid-2014, follow-
ing the publication of the European Banking
Authority’s (EBA] last report on the risks and
vulnerabilities of the European Banking Sys-
tem (RAR, June 2014), the EBA has contin-
ued to observe significant improvements in
market confidence towards the EU banking
sector, from both debt and equity investors,
despite some volatility in stock markets. On
the other hand, a dislocation between finan-
cial markets and the real economy contin-
ues to be observed. Annual gross domestic
product (GDP) growth in the EU in 2014 is
now projected by the European Commission
to be 1.3 % (instead of 1.5 % as forecasted in
spring 2014), while growth in the euro area
is expected to be 0.8 % and there is a loom-
ing risk of deflation. The reductions of the
previous forecasts reflect not only the mate-
rialisation of some of the risks identified in
spring 2014, and also mentioned by the EBA's
RAR in June 2014, but also a reassessment
of the underlying dynamics of domestic de-
mand. Nevertheless, all EU countries are
expected to register positive growth in 2015
and 2016. This is also when the lagged im-
pact of already implemented reforms should
be felt more strongly. European banks have
accomplished significant adjustments on the
asset side by cutting risky assets, front-load-
ing impairments and shrinking their balance
sheets. Although these are positive develop-
ments there is still no room for complacency.

European banks have also continued to take
advantage of favourable market conditions
to raise capital. Largest European banks
reached in June 2014 a weighted average
tier 1 ratio of 12.9% and a common equity
tier 1 ratio of 11.8%, similar to the largest US
banks. Inthe second half of 2013 the EU banks
raised over EUR 40 billion in total capital and,
between January and September 2014 alone,
they have raised a further EUR 53.6 billion of
equity (EUR 39.2 billion net of repayments and
buybacks) and EUR 39.1 billion of contingent
convertible instruments (both additional tier 1

(AT1) and tier 2), in preparation to the release
of the results of the 2014 EU-wide stress
test. The banks™ issuance of equity as well
as debt instruments has been widely spread
across the EU; also large banks in financially
stressed countries have been able to benefit
from a benign market sentiment.

The EBA published the results of the 2014
EU-wide stress test of 123 banks. On aver-
age, the exercise showed that EU banks’ com-
mon equity tier 1 (CET1) ratio would drop by
260 basis points under the adverse scenario,
from 11.1 % at the start of the exercise, after
the asset quality review's (AQR) adjustment,
to 8.5 % after the stress. The results marked
a step change in the process of balance sheet
repair. However, more needs to be done in
order to meet regulatory requirements still
being phased in or calibrated, to foster con-
sistency of risk-weighted assets (RWAs] and
ensure sustainability of business models.

Further challenges lie ahead and the on-
going repair of individual banks’ balance
sheets continues to be a fundamental issue.
The most important challenges within the
EU banking sector are the heavy debt over-
hang and the necessary restructuring of the
debt-laden corporates and households, the
potential impact of conduct-related issues,
and the squeezed net interest margins and
profitability. Therefore, further challenges
lie ahead and the ongoing repair of individual
banks’ balance sheets and sectoral restruc-
turing should continue to be a key priority for
the medium term.

The quality of banks’ loan portfolios in gen-
eral did not deteriorate further but continues
to present worryingly high levels. After the
AQR there are significant differences in as-
set quality between banks as well as regions.
Impaired and past due loans remain at his-
torically high levels and therefore a concern
across the EU. In the first half of 2014, the ra-
tio of impaired and past due (> 90 days] loans
to total loans decreased slightly to 6.4 %.
Since mid-2012, the average ratio has been in
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arange between 6.3 % and 6.8 %; itwas 5.1 %
in December 2009. The dispersion on the
higher end is becoming broader again, with
the 95th percentile as high as 45 %. At the
same time, in some cases, provisioning has
not increased in conformity with rising credit
risks and dispersion is high. The average cov-
erage ratio (specific allowance only, i.e. not
taking in general loan loss allowance] is still
within a range of 46 % to 47 %, broadly un-
changed from the last three quarters. How-
ever, the share of banks with a coverage ratio
below 25 % increased markedly from 13.2 %
to 19.9 % in the second quarter 2014. The first
application of the harmonised definition of
NPLs across the EU in the AQR resulted in an
increase of the NPL volume of EUR 136 bil-
lion (+18.4 %). The highest relative increase
was identified in the large corporate portfo-
lios (+33.3 % or EUR 33.8 billion), whereas
the highest absolute impact could be seen in
the real estate portfolios (EUR 36.7 billion or
18.4 %).

EU banks’ income and profitability is still un-
der significant pressure, which is unlikely to
dissipate in 2015. In the first half of 2014, the
total profits (after tax and discontinued op-
erations) declined by EUR 13 billion (- 24 %
compared to June 2013) and the total operat-
ing income declined by EUR 19 billion (- 7 %
compared to June 2013). The main drivers
were asset quality deterioration and the bal-
ance sheet clean-up of EU banks as well as
costs related with conduct and IT risk. Going
forward, the continued balance sheet repair
and provisioning for non-performing loans
(NPLs), increasing costs associated to past
business misconduct, a protracted low in-
terest rate environment and a disappointing
economic growth may further affect banks’
income and profitability. Moreover, banks
with a return on equity (RoE) of less than 8 %
— which is identified as the relevant bench-
mark for the expected cost of equity in the
responses to the risk assessment question-
naire (RAQ) — continue to increase, and rep-
resented 76.3 % of total assets in the sample
in June 2014 (up from approximately 69 % and

75 % in June 2013 and December 2013, re-
spectively). Banks with a RoE of less than 3 %
represented 14 % of total assets in June 2014.
The pressure on profitability, combined with
the new regulatory environment and modest
growth outlook, will continue to present a
challenge for management in terms of sus-
tainability of some banks’ business models.

Supervisors will need to assess banks’ profit
and funding models, risk pricing, business
mix, management strength and strategy, and
engage with banks’ management on appro-
priate action where sustainability is in ques-
tion. A process of consolidation and resizing
has already been ongoing since 2008 and fun-
damental structural issues will make it im-
possible to maintain business as usual, thus
a smooth exit of the weakest and non-prof-
itable banks would contribute to competitive
efficiency. In this respect it is important that
solid recovery and resolution mechanisms -
for which the legislation process in the EU is
currently in progress - are in place to enable
such smooth exits. These exits might have to
continue further with a view to eliminating
excess capacity in the industry and restore
adequate profitability.

Geopolitical risks and potential distress in
emerging markets need to be closely moni-
tored, in light of their potential adverse im-
pact on GDP growth and banks’ asset quality.
The political turmoil in some emerging mar-
kets and uncertainties from either geopoliti-
cal concerns or a normalisation of monetary
conditions in major jurisdictions, after a pro-
longed period of monetary accommodation,
will require close monitoring. For some EU
banks, the exposure to emerging markets
is relatively large in terms of contribution to
banks’ profits and in terms of total assets. The
two most important channels through which
risk might materialise are the deterioration
of asset quality and the possible slowdown of
the global economy: these could disturb capi-
tal flows and strain the markets’ confidence in
a still modest economic recovery.
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1. Introduction

This is the sixth semi-annual report on risks
and vulnerabilities of the European banking
sector conducted by the EBA. This report de-
scribes the main developments and trends
that have affected the EU banking sector
since mid-2014 and provides the EBA's out-
look on the main micro-prudential risks and
vulnerabilities looking ahead.

The EBA considers that the information con-
tained in the report provides the relevant
stakeholders with a useful benchmark for
analysis (). The report draws on the views
of banks and national supervisors to con-
struct a forward-looking view of risks that
are of concern to regulators and policymak-
ers. Among other sources of information, this
report is based on four main exclusive data
sources, namely:

(a) EBA key risk indicators (KRIJ;

(b) EBA RAQ for banks;

(c) EBARAQ for market analysts; and

(d) micro-prudential expertise and college
information-gathering.

The EBA KRI are a set of 53 indicators col-
lected on a quarterly basis by national super-
visors, from a sample of 53 European banks
in 20 European economic area (EEA] coun-
tries from 2009 onwards. The banks in the
sample cover at least 50 % of the total assets
of each national banking sector. Most of the
indicators are not publicly available: there-
fore, these data provide a unique and valu-
able source of information. The reference
date for the most recent data is 30 June 2014.
Information about the sample and descrip-
tive statistics of the latest KRI can be found
in both the appendix and annex. The weighted
average ratios are described unless stated
otherwise. Since KRI are collected at a point
in time, they tend to be backward-looking in
nature. They are thus complemented with
various forward-looking sources of informa-
tion and data, such as semi-annual and ad
hoc surveys.

(') With this report, the EBA discharges its responsibility
to monitor and assess market developments and provides
information to other EU institutions and the general pub-
lic, pursuant to Regulation (EU) No 1093/2010 of the Euro-
pean Parliament and of the Council of 24 November 2010
establishing a European Supervisory Authority (European
Banking Authorityl, and amended by Regulation (EU] No
1022/2013 of the European Parliament and of the Council of
22 October 2013.

The RAQ is a semi-annual survey conducted
by the EBA, asking banks and/or their finan-
cial supervisors a number of multiple-choice
questions. Information from the question-
naire completed in October 2014 and com-
parisons with previous responses from a
representative sample of 39 European banks
(Annex 1] are used in this report. In addition,
the EBA conducted a survey (RAQ for mar-
ket analysts] asking market analysts (21 re-
spondents) a number of questions in a multi-
ple-choice format with responses reflecting
the degree of agreement with a given state-
ment.

The report also analyses information gath-
ered by the EBA from the European 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. The report is or-
ganised as follows.

Chapter 2 looks at the external environment
and processes by which EU banks™ assets
and liabilities are developing in a given mar-
ket sentiment and macroeconomic environ-
ment, taking into account the regulatory de-
velopments and structural and institutional
reforms at EU level. Chapter 3 focuses on
the assets side, explaining the ongoing de-
risking process, the respective influence in
banks” business models and risk appetite
and the dynamics of asset quality. Chapter 4
provides an overview of the banks’ capital po-
sitions and respective positive trends, taking
into account the banks’ efforts to progress
towards strong capital buffers. Chapter 5
considers in more detail the liabilities’ side,
presenting the evolution of funding condi-
tions. It also discusses the development of
asset encumbrance and highlights remaining
structural fragilities and challenges. Chapter
6 describes banks’ income and profitability
and the significant headwinds during 2014
and future evolution. Chapter 7 touches on
aspects of banks’ consumer issues and rep-
utational concerns, business conduct, effec-
tive and potential financial costs stemming
from mis-selling and other unfair past busi-
ness practices. Finally, Chapter 8 presents
policy implications and possible measures to
address the prudential issues mentioned in
the previous chapters.
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2. External environment

2.1 Market sentiment and
macroeconomic environment

Most RAQ respondents [both banks and mar-
ket analysts) see the emerging-market risk
as an important and increasing risk for their
institutions in the next 6 months. The RAQ for
banks shows that the three most important
channels through which risk will materialise
are the geopolitical risks, deterioration of
asset quality in emerging markets, and the
possible slowdown of the global economy. On
the contrary, the withdrawal of foreign cur-
rency funding and the possible increasing
of sovereign risk of the emerging markets
are considered less significant as risk chan-
nels in Europe. The RAQ for market analysts
shows that the most important risks are the
potential losses due to financial markets and
currencies of emerging markets dropping,
the deteriorating asset quality in emerging
markets, and the risk of global economic
slowdown (Figure 1] (2.

(?) For the EBA RAQ for banks and RAQ for market ana-
lysts, the length of the bars shows the percentage of re-
spondents who: agreed; somewhat agreed; somewhat
disagreed; or disagreed with the statement, on the y-axis.

Figure 1: Emerging-market risk

It is clear that NPLs may rise significantly
as these emerging economies slow down —
some of them, such as Ukraine and Russia,
due to political uncertainty. In addition, in-
creasing uncertainties and risk aversion may
translate into a repricing in financial markets
and higher levels of banks’ funding costs. The
possibility of sanctions against banks and oth-
er counterparties from states may also create
some volatility and tensions; consequently,
banks and supervisors will need to continue
monitoring external exposures to emerging
markets and discuss contingency plans.

Geopolitical risks and potential distress in
emerging markets may raise risk aversion
and affect capital flows giving slowing
growth and rising bad loans

Geopolitical risks remain high. Some banks
are exposed to Russia and Ukraine, and also
exposed to other countries in central and
Eastern Europe, which show an economic
slow-down and rise in bad loans. These
banks could suffer more if the geopolitical
tensions escalate. Among several emerg-
ing markets, the macroeconomic develop-
ment is on the decline. For example, there
are continued signs of weaknesses in China
(bad loans have been rising steadily at most

Source: EBA RAQ for banks (left] and RAQ for market analysts [right].

You see the emerging-market risk as an important
risk for your institution in the next 6 months?

If yes, the channels through which risk will
materialise are (please indicate yes to 2 risks):

a. Decreasing revenue from emerging markets

b. Losses due to financial markets and currencies of
emerging markets dropping

¢. Deteriorating asset quality in emerging markets
d. Withdrawal of foreign currency funding

e. Emerging markets increasing sovereign risk

. Risk of global economic slowdown

g Geo-political risks

M Dec 2014 Agree
M June 2014 Agree

You see that the most important risks for the
European banking system from the
emerging-market risks include (please
indicate yes to two risks):

1. Decreasing revenue from emerging markets

2. Losses due to financial markets and
currencies of emerging markets dropping

3. Deteriorating asset quality in emerging
markets

4. Withdrawal of foreign currency funding

5. Emerging markets increasing sovereign risk

6. Risk of global economic slowdown

0% 10%

20%

M Dec 2014 Agree
W June 2014 Agree

0% 40% 50% 0%

10% 20% 30% 40%

60 %
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of China’s banks over the past quarters fol-
lowing the rapid credit expansion over recent
years), Russia, Turkey and Ukraine.

However, European credit is, in general,
showing some resilience to emerging-mar-
ket risks as itis a very specific risk. EU banks
and business are even seeing inflows of funds
as investors switch out of emerging econo-
mies into Europe, for example looking for
yield in EU’s bond markets. Investors remain
underweighting emerging markets on slow-
ing growth, rising bad loans and geopolitical
risks. The indices of tradable CDS (CDX] for
emerging market spreads continue to widen
as geopolitical tensions between Russia and
Ukraine resurfaced. Venezuelan spreads
also widened significantly due to concerns
that falling oil prices will squeeze the coun-
try’s growth. Contagion from emerging mar-
kets could spread through several channels
such as trade links and bank lending. At the
same time, the banking assets in emerging
markets continue to be relatively large for
some EU countries or banks, for example
in terms of contribution to profits or foreign
claims (Figure 2.

Certain market risk parameters indicated a
positive market sentiment...

The initial positive market sentiment views
about the AQR and the 2014 EU-wide stress
test were maintained after the publication of
the respective results, and regard the find-
ings as positive for the European financial
sector. Some identified ‘failures’ have un-
derlined the credibility of the exercises and
an open communication of ‘failure’ banks
about their anticipated plans to cover capital
shortfalls was considered also positive by
the market participants. EU banks’ capital
positions have increased and funding condi-

tions continued to improve during 2014. Sov-
ereign debt spreads have continued to tighten
and even banks in countries with financially
stressed sovereigns have continued to ac-
cess both the debt and the equity markets.
Increased confidence is also observed in
the iTraxx euro financial credit default swap
(CDS) index and the EBA EU bank CDS in-
dex, with positive evolutions since July 2013
(Figure 3). These views reinforce a positive
stance on financial and bank bonds across
Europe, including financially stressed coun-
tries.

A positive market sentiment, despite some
volatility in November 2014, is also vis-
ible through a declining trend in EU banks’
expected-default frequencies (°) (EDF). This
evolution is in part related to the positive ac-
tions that were taken to strengthen EU banks’
capital and funding. The tightening of the EDF
quartiles and the reduction in the respective
volatility have been positive signs since the
end of 2013 and throughout 2014 in compari-
son to previous years (Figure 4).

... but confidence indicators have been
declining since mid-year and are now back
to where they were at the end of 2013

Bank debt issuance has continued to develop
positively in benign funding conditions as a
consequence of decisive policy measures
and regulatory steps, particularly for banks
in financially stressed countries, both for
large and small banks. EU banks in finan-
cially stressed countries are returning to the
markets and wholesale funding markets are
open to most EU banks.

[’} Moody's KMV EDF is a measure of the probability that a
company will fail to make scheduled debt payments over a
specified period — typically one year.

Figure 2: Banking system exposure to emerging markets — percentage of total foreign claims
— consolidated data on an ultimate risk basis (data as of Q2 2014)

Source: Bank for International Settlements (BIS], EBA calculations. Definitions of group of emerging
countries according to the BIS (Russia not shown separately for some countries).
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Figure 3: Stock index — STOXX® Europe 600 banks share price index and CDS index — EBA EU
banks CDS index (average December 2011 = 100)

Source: Bloomberg, EBA calculations.
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40 — EBA EU banks CDS Index

Euro stoxx 600 banks
20

0
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Figure 4: Expected default frequencies
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Source: EBA KRl banks — listed; Moody's KMV [Kealhofer, McQuown and Vasicek).
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2013-03-31
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However, high public debt overhang and a re-
heightening of debt sustainability concerns
together with significant amounts of domes-
tic sovereign debt on banks’ balance sheets
may fuel detrimental banks-sovereign link-
ages. Therefore, risks of realignment remain
and detrimental linkages between banks and
sovereigns persist even if less pronounced.
Moreover, despite some improvements, geo-
graphical fragmentation of lending and fund-
ing conditions continues, with significantly
different rates for similar companies in dif-
ferent countries.

2013-09-30
2014-03-31
2014-06-30
2014-09-30

2013-12-31

While some uncertainty has receded, growth
remains modest and fragile

In Europe, inthe first half of 2014, GDP growth
struggled to gather momentum, leaving the
recovery not only subdued but also fragile.
GDP growth forecasts have therefore been
revised down to reflect a reassessment of the
underlying dynamics of domestic demand,
particularly investment, which has failed so
far to emerge as a strong engine of growth.
Annual GDP growth in the EU this year is
now projected to be 1.3 %, while growth in
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the euro area is expected to be 0.8 %. With
confidence indicators declining since mid-
year and now back to where they were at the
end of 2013, it is becoming harder to see the
dentin the recovery. Lending activity remains
subdued, after a significant decline since the
crisis (around EUR 600 billion, or — 12 % ac-
cording to some market analysts), despite re-
cent stabilisation in bank balance sheet data
and lending surveys, and investors prefer to
stick to relatively liquid and safer assets and
avoid lower-rated high yield credits. Reasons
to worry are outflows and lack of liquidity in
secondary markets, especially as dealers re-
duce risk into year-end.

The weak demand will continue to contrib-
ute to low inflation. The outlook for inflation
in the EU has been lowered substantially in
the last few months and is expected to de-
crease to 1.2 % in 2014 before rising to 1.5 %
in 2015 (the decrease in the euro area is ex-
pected tobe 1% in 2014 before rising to 1.3 %
in 2015). The risk of a too-prolonged period of
low inflation deserves further attention and
subdued pressures are expected to maintain

inflation at low levels.

2.2 Regulatory developments

The numerous regulatory reforms still un-
derway continue to be an issue of concern for
investors and other market participants, well
acknowledged in the RAQ responses, par-
ticularly in regard to the timing and respec-
tive contents. As a result of the completion
of significant elements of the legislative pro-
gramme, significant execution risks remain
ahead; for example, concerns on the execu-
tion of information technology (IT]-related
risks, implementing ‘bail-in" rules or the
near-term delinking of sovereigns and banks.

The EBA's regulatory work in 2014 focused on
credit and market risk, the prudential areas
of liquidity and leverage, as well as on recov-
ery and resolution. Meanwhile, the EBA will
continue pursuing its objectives in advanc-
ing towards a single EU wide rule book and
promoting regulatory and supervisory con-
vergence across the Union, in both rules and
practices. It is fundamental to complete the
legislative process with structural and insti-
tutional reforms at European level given the
concerns on the integrity of the single mar-

Figure 5: Regulatory technical standards (RTS) and Implementing technical standards (ITS) adopted and published

Source: European Commission.

# RIS - Title Reference

Specification of the calculation of specific
and general credit risk adjustments

CRR Art 110(4)

# 115 - Title

1

Reference

Own Funds disclosure

CRR 437(2), 492(6)

Own Funds (Part 1, 2 and Gain on Sale)

CRR Art 26(4), 27(2), 28(5)(a),
29(6), 32(2), 36(2). 41(2), 52(2).
76(4). 78(5), 79(2), 83(2), 481(¢)
and 487(3)

CRR Art 99(5). 99(6). 101(4),

3 Financial conglomerates CRR Art 49(6)
4 Identified Staff CRD Art 94(2)
b Close correspondence CRR Art 33(4)

Materiality of model changes and exten-
sions (credit and operational risk)

CRR Art 143(5), 312(4)(b)Ic)

- Supenvisoryreporting 394(4), 43002, 41503
3 Reporting of Hypothetical Capital of a CCP - CRR Art 520

4 Information Exchange CRD Art 50(7)

| SrmmpE SO g

6 Supervisory disclosure CRD Art 143(3)

7 Joint decisions CRD Art 113(5)

Information exchange

CRD Art 50(6)

Passporting notifications

CRD Art 35(6). 36(6). 39(5)

Risks in activities of options and warrants

CRR Art 329(3). 3b2(6). 358(4)

Definition of materiality thresholds for
specific risk

CRD Art 77(4)

10 Definition of the term market CRR Art 341(3)

1 Determination of methods for CVA capital CRR Art 38307)
charge

12 Instruments used for variable remuneration ~ CRD Art 94(2)

13 Securitisation retention requirement CRR At 410(2)

Diversified indices

CRR Art 344(1)
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ket. The unity and integrity of the EU single
market will thereby be strengthened through
the development and implementation of uni-
form rules in key areas. At the same time, the
EBA will promote and monitor convergence
in supervisory practices through the issu-
ance of guidelines, its handbook, and through
participation in colleges of supervisors for
cross-border banking groups across the EU
as a whole.

Regulatory and supervisory efforts across
the single market will continue

The regulatory reform agenda has notched
up some significant achievements with the
adoption of a slew of landmark reforms and
the main bulk of reform is now through.
Recovery and resolution planning, remu-
neration rules, the impact of the Basel Com-
mittee’s responses to the financial crisis in-
cluding regulatory capital requirements and
liquidity issues, the development of new trad-
ing systems and other market infrastructure
regulation, derivatives reform, developments
in clearing OTC derivatives and regulatory in-
vestigations are important areas with signifi-
cant developments.

In January 2014, the European Commission
proposed a regulation on the reform of the
structure of the EU banking system, built on
the recommendations of the ‘Liikanen re-
port (4). The proposal completes the financial
regulatory reforms undertaken over the last
few years by setting out rules on structural
changes for ‘too-big-to-fail” banks.

The EBA would be consulted by competent
authorities when taking certain decisions
as set out in this proposal and would be re-
quired to assess the potential impact of such
decisions on the financial stability of the EU
and the functioning of the internal market.
This would ensure the effective and consist-
ent supervision and the development of the
single rule book in banking. In addition, the
EBAwould be required to prepare draft regu-
latory measures and implementing technical
standards, and submit reports to the Euro-
pean Commission.

With regard to the macro-prudential rules
in the capital requirements regulation [CRR)
and the capital requirements directive (CRD),
the EBA has been consulted by the European
Commission, as envisaged in Article 513 of
the CRR. The EBA answered this call for ad-

(4] High-Level Expert Group on reforming the structure of
the EU banking sector, chaired by Erkki Liikanen, 2 October
2012.

vice by issuing this Opinion (°) in the context
of Article 8(1)(a) of the EBA regulation (Reg-
ulation (EU) No 1093/2010 of the European
Parliament and of the Councill. The review of
macro-prudential instruments of CRD/CRR
is underway, with a consultation paper ex-
pected by the end of 2014 and a report to the
European Commission by mid-2015.

Regarding the extension of the transitional
periods related to own funds requirements
for exposures to central counterparty clear-
ing parties (CCPs) (CRR, Article 497), the
adoption and publication in the Official Jour-
nal was in June 2014.

Moreover, in 2013 and 2014, there were 13
regulatory technical standards (RTS) that
were adopted and published by the Euro-
pean Commission and 30 RTS are in pro-
gress. With regard to implementing techni-
cal standards (ITS), there are nine that were
adopted and published and 15 ITS are in pro-
gress (Figure 5).

Recovery and resolution legislation
continues to progress

In September 2014, the agreement on a
draft bank recovery and resolution directive
(BRRD) by the Economic and Financial Affairs
Council (Ecofin) was an important step in the
development of an effective EU bank resolu-
tion framework, including a credible bail-in
tool. Progress has also been made on sev-
eral outstanding issues, such as the treat-
ment of intragroup liabilities and the position
of market infrastructures and investment
firms. The acts should be legally adopted and
enter into force by the beginning of 2015. It is
expected that banks will have to pay their first
contribution by September 2015.

The international agreements on derivative
contracts will allow mutual access and
exchange of information

In September, the Council working group on
European Market Infrastructure Regulation
(EMIR]) met to provide a mandate to the Eu-
ropean Commission to negotiate the inter-
national agreements with several countries,
such as Australia, Brazil, Canada, Japan, the
US, etc., with regard to the mutual access to,
and exchange of information on, derivative
contracts held in trade repositories which
are established in these third countries.

[’} The EBA's opinion on the macro-prudential rules in
CRD/CRR is published here:
https://www.eba.europa.eu/documents/10180/657547/
EBA-Op-2014-06+-+EBA+opinion+on+macroprudential+rul
es+in+CRR-CRD.pdf
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3. Assets side

In 2014, the EBA's KRI demonstrate that in
general the quality of banks’ loan portfolios
did not deteriorate further. In the first half
of 2014 the ratio of impaired and past due (>
90 days] loans to total loans (weighted aver-
age) went slightly down to 6.4 %, and thanks
also to slight recovery in loans. Since mid-
2012, the average ratio has been in a range
between 6.3 % and 6.8 %. In the previous
years before mid-2012, the average ratio had
continuously increased since December 2009
from 5.1 %. The dispersion on the higher end
is becoming slightly broader again. The 95th
percentile of the ratio of impaired and past
due (> 90 days] loans to total loans goes as
high as 45 %.

There are still significant differences in as-
set quality depending on the size of the banks
as well as the regions, though the trend of
a mitigating deterioration in asset quality
can be seen all over the EU. This trend also
meets the expectations expressed in last
time’'s RAQ, according to which more than
70 % of the banks expressed their opinion
that asset quality would either improve or
at least remain stable in the near future.
The expectation of improvements emerged
for the first time in the June 2014 RAQ after
several months of rather negative prospects.
According to the results of the current RAQ,
again about 70 % of the banks as well as mar-

Figure 6: Deleveraging strategy and expected asset sales
Source: EBA RAQ for banks [left] and RAQ for market analysts (right].

If applicable, your deleveraging strategy is driven
primarily by (please indicate yes for up to 3

a. Reduced demand for credit and transactions

b. Disposal of business units and asset sales

d. Reduce reliance on central bank funding
e. Constraints to current and future capital levels

g Decisions to further de-risk business lines

¢. Funding constraints

h. Regulatory pressure to de-risk

drivers): Disagree

.

M

L
0% 10% 20% 3% 40%

1. Specific loan portfolios (e.g., CRE)

ket analysts expect a similar development,
i.e. a further stabilisation or improvement of
asset quality. Nevertheless, in some (sub-]
sectors, for example shipping, market ana-
lysts still expect a further deterioration of as-
set quality. At the same time, investor capital
returned to Europe and banks have been able
to sell NPLs to external investors.

3.1 De-risking

The gross loan volume stabilised in the first
quarter of the year and even grew slightly in
the following quarter. The development of
total assets was roughly similar. This means
that the overall deleveraging in the sector
— that could be seen in the years before —
stopped, even though banks still reduce their
exposure in certain sectors or regions.

As banks stated in the RAQ, deleveraging in
2014 was strongly driven by disposals and,
for example, closures of business units or
branches. Such a trend, for example in the
form of loan portfolio sales, could indeed be
seen in the form of ongoing NPL transactions
throughout the year which might also result
from increased market demand for such as-
sets. In contrast, inthe years before 2014, de-
leveraging of the loan portfolios has mostly
been achieved through run-off, rather than
sales of assets.

W Agree You expect more asset sales initiated by EU

banks in the next 12 months.

W Agree

M Somewhat agree
Somewhat disagree

B Disagree

If so this will happen in:

2. Specific geographies

3. Across the board
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Figure 7: Total asset and loan volumes [trillion EUR]

Source: EBA KRl and EBA calculations.
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During the first two quarters of 2014 the sec-
tor- or region-specific deleveraging can still
be understood as a trend to frontload the ad-
justments that result from the EU-wide AQR
and stress test. This could be seen as proven
by the fact that significantly in sum more than
half of the banks said in the RAQ that the
main driver for deleveraging would either be
regulatory requirements, capital restraints
or decisions of further de-risking. Market
analysts also confirmed this assumption, as
more than 40 % of them expect more asset
sales (sum of ‘agree’ and 'somewhat agree’),
and if they expect it, they see it rather in spe-
cific portfolios or regions than across the
board (Figure 6).

The financial crisis has exposed weak busi-
ness models and business lines. Even
though there is a reversal of the former trend
of decreasing asset and loan volumes for the
first time since 2012 (Figure 7], there is still
a need for adjustments in order to restruc-
ture balance sheets, to set capital for risk-
less business free and to set the basis for
a more stable and sound banking sector. In
general, with lower leverage, in a low infla-
tion and low risk environment, the RoE ratios
will necessarily fall, also influenced by regu-
latory standards.

The overall reduction of RWAs in the years
2011 to 2014 confirms the general ongo-
ing de-risking of the bank’s balance sheets
and business in parallel to the deleveraging
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(Figure 8]. One should have in mind that a
certain part of de-risking might also result
from optimization of risk-weighted assets,
for example. In percentages, the de-risking
was slightly above the deleveraging. For the
latest growth of assets, the increase in RWAs
was below the increase in asset volumes in
relative terms (Figures 7 and 8). The lower
absolute as well as relative decrease of loan
volumes compared to total assets, shows that
the deleveraging has not only been driven by
the banks’ lending business, but might also
be due to the fact that the reduction of loan
volumes takes, in general, a longer time than
reducing, for example, positions in traded
bonds. Furthermore, the off-balance sheet
items, like guarantees or loan commitments,
have shown a rather stable development (ra-
tio to total balance sheet total), i.e. their influ-
ence on the deleveraging and de-risking can
also be considered as unchanged over time
(Figure 8).

Even though an increase in loan volumes,
as could be seen in the first half of 2014, can
be understood as a positive sign, there is
still doubt as to whether this can become a
persistent trend and as to whether it is con-
sistent all over the EU banking sector. For

Comparability of risk-weighted assets

The EBA is currently developing a wider
and deeper analysis on the consistency of
RWAs across European banks. The analy-
sisis based on benchmarking exercises for
the low default portfolios (central govern-
ments, credit institutions and large cor-
porations). The objective is to identify any
material difference in banks” assessments
of risks and to understand the main drivers
of such differences.

The policy responses that the EBA consid-
ers as particularly important for address-
ing concerns about RWA consistency are
the following:

(a) enhancing disclosure and transpar-
ency of RWA-related information;

(b) supporting competent authorities (CA)
in properly implementing the single
rule book with the delivery of existing

example, more than 20 % of the banks still
responded in the RAQ, that they agree or
somewhat agree with the idea that their de-
leverage activities would principally focus on
reduced lending. It is an indication that these
banks still have a negative net growth of their
loan volumes. This could also be understood
as a signal that there are material differ-
ences between certain banks and regions
which was also an outcome of the AQR and
stress test: the results showed that several
banks will still have to focus on capital needs
instead of growing their loan book, at least in
the near future.

In any case, lending volumes are not only
driven by the supply side but also by the de-
mand from, for example, retail or corporate
clients for loan-based financing. For exam-
ple, nearly 20 % of the banks indicated in
the RAQ that deleveraging would be driven
by reduced demand for credit. The answers
also confirm that any trend in deleveraging
or balance sheet growth is not limited by any
funding constraints. Finally, the overall sup-
ply and demand are strongly influenced by
general economic dynamics which showed
some uncertainty after mid-2014.

mandates set out in the CRR and CRD
(these include the important bench-
marking work on RWA parameters
that supervisors can use to assess
model outcomes;

(c) developing additional guidance that
specifically addresses and facilitates
consistency in supervisory and banks’
practices, which includes, for exam-
ple, uniform default definitions and
harmonised treatment of defaulted as-
sets under the internal rating-based
(IRB) approach, clearer guidance on
probability of default (PDJ, loss given
default (LGD) estimations and treat-
ment of low-default assets.

The EBA considers that the understand-
ing, transparency and consistency of RWAs
will improve through the abovementioned
policy responses and will help to restore
market confidence in risk-sensitive meas-
ures of capital adequacy.
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Volatile trends in respect of de-risking:
closer supervision on risk-weighted
asset calculations is needed

Indicators show de-risking and downsizing
of banks” balance sheets since 2009, with
volatility in between. The higher decrease
of RWAs compared to the reduction in to-
tal assets can be seen as a signal for de-
risking. The ratio of RWAs to total assets
confirms this general trend, even though
it shows an increasing trend in 2012 and
2013, it becomes flat and even negative
again in 2014. At the same time, the calcu-
lation of banks” RWAs remains an area for
close supervision (Figure 9).

RWAs play an enormous role in respect of
(de)leveraging and de-risking, but also in
respect of capital allocation to segments,
etc. As suchitis not surprising that the cal-
culation of banks' RWAs was also an impor-

tant topic in the RAQ responses from mar-
ket analysts who, for example, stressed the
need for their rapid comparability in order
to create a proper level playing field across
the EU.The need for comparability in RWAs
was also a topic that many analysts men-
tioned in their comments on the results of
the AQR and stress test in October 2014.
This is also driven by the idea that capital
ratios can only be compared if the respec-
tive basis for calculation, i.e. the RWAs,
is similar. As such it remains an area for
close supervision and further deeper anal-
ysis on the consistency.

In this context it should also be noted that
the reduction of the average risk weights
does not necessarily result from a risk
reduction in the loan portfolio solely, but
also from shifts in asset composition as
well as shifts in RWAs for market and op-
erational risk.

Figure 9: Evolution of total assets and RWAs and the ratio between RWAs and total assets

(December 2009 = 100) (¢)
Source: EBA KRI.
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A trend of slowing deleverage

Banks’ plans to deleverage show a clear
trend over time according to the results of the
RAQ. In June 2013, about 25 % of the banks
envisaged asset reductions of 6 % and more,
with 15 % of the banks planning reductions in
the range between 6 % and 10 %. In Decem-
ber 2014, only 10 % of the banks still envisage
reductions of 6 % and more. The results of
the latest RAQ show that asset reduction be-
came less important as a general trend in the
banking sector: 40 % of the banks still envis-
age future deleveraging measures in general
— half of them envisaging deleveraging less
than 2 % — whereas in June 2013, more than
60 % of the banks had planned asset reduc-
tions (Figure 10).

Figure 10: Banks" actions and plans for deleveraging
Source: EBA RAQ for banks.

Even though a reduction in new lending shall
be one of the means for deleveraging, ac-
cording to the banks (in sum slightly more
than 20 % ‘agree’ and ‘'somewhat agree’), the
focus is rather on disposals and closures of
business units, subsidiaries or foreign op-
erations. This means that, for example, as-
set sales should still be expected as a means
for asset reduction. However, an increase of
asset sales is less probable according to the
RAQ results from market analysts. Their ex-
pectation of more asset sales decreased sig-
nificantly from nearly 50 % in the June 2014
results to less than 20 % in the December
2014 questionnaire. This assumed changing
trend could already be considered as at least
partially proven by the fact that loan volumes
showed a slight growth in the second quarter

I applicable, your bank's deleverage is focusing

1S W Agree
principally on:

B Somewhat agree
B Somewhat disagree

I applicable, your bank envisages achieving
an asset reduction (from your current level,
over the next 24 months) of (please indicate

W Dec 2014 Agree
W June 2014 Agree
W Dec 2013 Agree

W Disagree

a. Reducing new lending/activity E
b. Disposal or closure of business units/
subsidiaries

. Disposal or retrenchement from foreign
operations

0% 5% 10% 1% 20%

e. Between 10 % and 20 %

yes to one only):
B June 2013 Agree

3. Below 2 %
b. Between 7 % and 4 %
c. Between 4 % and 6 %

d. Between 6 % and 10 %

f. Above 20 %
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Figure 11: Asset sales expectations of market analysts

Source: EBA RAQ for market analysts.

You expect more asset sales initiated by EU banks in the next 12
months.

If so this will happen in:
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1. Specific geographies
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W Dec 2014 — Agree
W June 2014 — Agree
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Figure 12: Banks' material changes in their business model and focus of deleveraging for market analysts
Source: EBA RAQ for banks (left] and RAQ for market analysts (right].

You envisage making material changes to —

your bank's business model going forward.

a. If yes, business lines to be scaled down
would be (please disagree if you plan to grow):

1. Retail

2. Investment banking/trading across the board

3. Trade finance

4. Other wholesale lending (international
easing, shipping, etc.

. Project finance/public sector

6. Non-domestic activities outside the EU
7. Non-domestic activities within the EU
8. Domestic

9. Other

i

W Agree
M Somewhat agree
Somewhat disagree
- W Disagree

Asset deleverage will continue in the next 12
months despite an improved funding and market
climate:

1. Very slightly then will stop and revert itself

3. Will continue to include foreign credits
(to businesses and households)

4. Will continue also to include domestic loans

0% 10% 20% 30%

of 2014 for the first time in the last few years,
resulting in a growth of the loan and asset
volume in the first half of 2014 (Figure 11).

About 12 % of the RAQ respondents (RAQ for
banks) agree with the plan of making materi-
alchanges to their business models. Anyhow,
about 80 % of the banks still expect a change
of their earnings mix to match better their
risk-return targets. This implies that there
are still changes going on in detail (smaller
ratios of deleverage, risk-return idea in the
earning mix becoming even more important
on an already high level], but that material
impacts should not be rather expected. How-
ever, it also implies decreasing RoE in future.

Investment banking and foreign activities
still in the focus of deleveraging

There have been hardly any shifts in expecta-
tions about the areas in which deleveraging
will mainly take place —in case itis expected.
According to the responses from the market
analysts, in the RAQ, the rate of agreement
— which was nearly unchanged compared to
the results of the last RAQ — is the highestin
respect of, for example, investment banking
and cross-border wholesale assets.

The market analysts’ assumption seems to
fit to what the banks answered in respect of
planned material changes to their business
model. For example, the rate of agreement
was — in sum — the biggest for envisaged
scale-downs of non-domestic activities

2. Will continue mostly in investment =
banking/trading/cross-border wholesale assets

M Dec 2014 Agree
W June 2014 Agree

40% 50°%

(mainly covering activities outside the EU,
but also within the EU). The second impor-
tant part for planned scale-downs made the
investment banking and trading segment.
Other wholesale lending, like shipping or in-
ternational leasing, is last but not least also
in the focus of scale-downs (Figure 12).

There is still some ambiguity concerning
banks’ strategy, capital allocations, and a
general scepticism about the investment
banking business model, taking into account
profitability, market positioning and litigation
risks. The pressure on investment banking
continues to increase due to weak investment
banking revenues, forcing restructuring and
cost-cutting among European banks.

There are signs of a resurgent risk appetite

Despite the experience of the financial and
economic crisis there has been anincrease in
popularity of high-yield bonds in euro during
the last years, whereas European leveraged
loans have decreased in popularity. At the
same time, the share of covenant-lite loans in
companies’ financing volumes has risen dur-
ing the last years. The re-emergence of lend-
ing to leveraged clients and in the form of cov-
enant-lite loans should increase the interest
and close monitoring of the banking supervi-
sors, particularly regarding the lending prac-
tices of EU banks and the possible repetition
of excessive risk-taking. Supervisors should
challenge banks' risk appetite and test the ap-
plication of their risk appetite across all asset

0% 10% 20 % 30 % 40 % 50 % 60 %
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classes as banks could increase risk taking in
less obvious loan or asset classes [via price,
credit grade or lending terms and conditions)
as they look to improve yields.

Moreover, the real estate markets are show-
ing divergent valuations within the EU as
well as within certain countries (for example,

showing increasing price differences between
rural and metropolitan areas), reflecting a
significant heterogeneity in housing markets.
Given the fact that, in some countries and / or
regions, property prices have risen signifi-
cantly, this is raising concerns about possible
risks of overvaluation and sinking prices in the
near or mid-term future.

Figure 13: Ratios of impaired and past due assets to total assets, loans and debt instruments

(weighted average)
Source: EBA KRI.
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Figure 14: Impaired loans and past due (> 90 days) loans to total loans— 5th and 95th percen-
tiles, interquartile range and median, numerator and denominator trends [December 2009 = 100)

Source: EBA KRI.
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3.2 Asset quality

The ratio of impaired financial assets to total
assets has been relatively stable since 2012.
This has been influenced by a decreasing
impairment ratio for debt instruments since
2012, on the one hand, and a — first increas-
ing and later on decreasing — ratio of im-
paired loans and loans past due (> 90 days)
to total loans, on the other hand (Figure 13).

However, it is mainly the ratio of impaired
loans and loans past due (> 90 days] to to-
tal loans that keeps the average proportion
of impaired assets to total assets at its level
of about 2 %: when the respective percent-
age for other debt instruments significantly
declined during 2012 this had no respective
impact on the average ratio as the ratio for
loans slightly increased in the same period.

Asset quality stabilising on a low level

In the first half of 2014, the ratio of impaired
and past due (> 90 days) loans to total loans
(weighted average) went slightly down to 6.4 %.
Since mid-2012, the average ratio has been in
arange between 6.3 % and 6.8 %. In the previ-
ous years before mid-2012, the average ratio
had continuously increased since December
2009 from 5.1 %. Such an average of about
5 % still looks like being far away from being
reachable as of now, taking into account the
results of the AQR and newly rising uncertain
economic developments (Figure 14).

The split of the two parameters of the ratio
shows that the recent evolution is mainly
driven by a decreasing numerator, i.e. de-
creasing volumes of impaired and past due
(> 90 days) loans, for example through as-

Figure 15: Impaired loans and past due (> 90 days] loans to total loans — country dispersion —
medians by country and by size class; banks by size class according to their average total assets

Source: EBA KRI.
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20

set sales. In contrast, the denominator, i.e.
the loan volume, remained stable in the first
quarter of 2014 and even grew in the second
quarter of 2014. The big challenge from such
a development might be that itis not yet clear
how the risk profile of the newly acquired
business will develop.

Furthermore, the dispersion on the higher
end is becoming slightly broader again: the
95th percentile goes as high as 45 %. It can
be understood as a further increasing risk
resulting from banks that show a high ratio
in this respect. This dispersion has become
broader since 2011. On the contrary, the 75th
percentile remained relatively stable during
the last quarters, but is still well above his-
torical levels for this percentile. In respect
of the country dispersion it can be seen that
banks (weighted averages) from financially
stressed countries still show the highest ra-
tios and in respect of size the top 15 banks
(in respect of average total assets) show the
lowest ratios (Figure 15).

Coverage ratios show growing divergence
across banks, with the share of banks with
a coverage ratio below 25 % increasing
from 13.2 % to 19.9 %

The coverage ratio (specific allowance only,
i.e. not taking general loan loss allowance
into account) is still within a range of 46 % to
47 %, that is, similar in the last three quar-
ters (weighted average of 46.8 %). However,
the share of banks with a coverage ratio be-
low 25 % strongly increased from 13.2 % to
19.9 % in the second quarter 2014, i.e. the
banks with relatively low coverage ratios
significantly increased. The results of the
AQR seem to have significantly influenced
the evolution of this ratio during the first half
of 2014. In parallel, dispersion on the higher
levels became significantly broader, with the
95th percentile going up to a coverage ratio
of 100 %. The last time that such a high end
of the 95th percentile could be seen was mid-
2011. It can be assumed that the results of
the AQR contributed in general to a further

Figure 16: Coverage ratio — specific allowances for loans to total impaired gross loans — 5th
and 95th percentiles, interquartile range and median, numerator and denominator trends

(December 2009 = 100)
Source: EBA KRI.
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increase of the coverage ratio (in particular
for the medium-sized banks], despite the
growing of the share of banks with a cover-
age ratio below 25 %.

Even though the numerator and denominator
had been moving more or less in parallel till
mid-2013, they showed a widening gap in the
following quarters, proving that the increase
in the coverage ratio indeed resulted from an
increase in specific allowances. The trend
of the increased coverage seems to be rela-
tively stable. In the second quarter of 2014,
the specific allowance (numerator) as well as
the impaired loan volume (denominator) went
down in parallel, again (Figure 16).

Even though the coverage ratios do not move
absolutely in parallel for the top 15 (size
class) and other banks, they at least seem to
be closer during recent quarters. This indi-
cates that after a significant increase of the
coverage ratio for the medium-sized banks
(non-top 15) in the first half of 2014, there

are no longer the large differences in cover-
age ratios between big and mid-sized banks.
The country dispersion does not show any
clear trend, but banks from five countries
still show a weighted average coverage ratio
lower than 40 % (Figure 17).

Modest improvements in asset quality are
expected in the near term

According to the RAQ as of June more than
70 % of the banks expected marginal im-
provements or no changes in asset quality
during the following 12 months. As of Decem-
ber 2013, nearly 60 % of the banks expected
an unchanged asset quality. Looking back,
such trends could indeed be seen in the loan
portfolios, as the weighted average ratio of
impaired and past due loans to total (gross)
loan volumes slightly shrunk in 2014. The re-
sults of the recent RAQ for banks and RAQ
for market analysts show that this trend is
even expected to continue: more than 70 % of
the banks expect either no changes or mar-

Figure 17: Coverage ratio — specific allowances for loans to total gross loans — country dis-
persion — medians by country and by size class; banks by size class according to their average

total assets
Source: EBA KRI.
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Figure 18: Quality of loan portfolios
Source: EBA RAQ for banks.

Looking forward 12 months, the
general trend in the quality of
your bank’s credit portfolio is
(please indicate yes to one only):

e. Materially
improving

— [ec 2014 Agree
— June 2014 Agree
Dec 2013 Agree

d. Marginally
improving
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a. Materially deteriorating

60-% You believe that the level of

h0-% impaired loans in your loan

40.% portfolio in the next 6-17 W Agree
30% b. Marginally months: Disagree
20% deteriorating

10 %

¢. Remaining steady

b. Will remain steady

3. Will increase

F

Figure 19: Expectations in respect of impairment provisions

Source: EBA RAQ for banks.

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

¢. Will decline
0% 20 % 40 % 60 % 80 %
60 %
o — Dec 2014 Agree
— June 2014 Agree
— Dec 2013 Agree
June 2013 Agree

b. Will remain at roughly
the same level

ginal improvements. Compared to June 2014
results, there has been a small shift from
marginal improvements to a 'no changes in
quality’ expectation. However, in aggregate
the sum of ‘marginal improvements’ — or
‘no changes in quality’” — expectations has
remained at 70 % in the three recent RAQs
(Figure 18).

Banks' views are similar to market analysts'".
About 70 % of the market analysts assume
a stabilisation or improvement of the asset
quality in the following 12 months accord-
ing to the results of the RAQ. Furthermore,
60 % of the banks expect an unchanged level
of impaired loans in their portfolio, and about
25 % of the banks even assume a declining
level of impaired loans. This goes in parallel
with the banks” expectation that impairment

c. Will decrease

provisions will either remain at roughly the
same level in future or decrease (Figure 19).

Based on the results of the RAQ for market
analysts, a potential further deterioration of
asset quality is neither expected for sectors
like mortgage or real estate finance, nor for
large corporates. However, market analysts
agree or somewhat agree with a rate of more
than 60 % each that such deterioration would
be in specific geographies or in particular
sub-sectors like shipping. Furthermore,
more than 40 % agree or somewhat agree
that potential deterioration would occur in
the SME loan portfolio.

From the RAQ for banks, the trends in im-
pairments are strongly driven by certain ge-
ographies. Furthermore, taking a ‘net posi-
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tion" of agree versus disagree, impairment
provisions will also be driven by the SME
segment (agreement about 50 %, disagree-
ment about 20 %), whereas, for example, real
estate developers (disagreement about 45 %
with lower agreement of about 25 %) or large
corporates (disagreement slightly above
40 % with lower agreement of above 20 %)
are not expected to contribute materially to
the moves of the impairment levels accord-
ing to the RAQ results. As such these as-
sumptions roughly correspond to the market
analysts’ answers. However, the AQR results
showed a big impact in the real estate financ-
ing portfolios. It is also considered as an as-
set class with increasing risks resulting from
possible overvaluations and sinking prices in
the near or mid-term future.

Nevertheless, it seems to be surprising that
market analysts expect further deteriora-
tion in sub-sectors like shipping (indirectly
implying increasing rates of impairments],
whereas from the banks’ side, the rate of
disagreement is even bigger than the rate of
agreement that these sub-sectors will show
moves in the levels of impairment provisions
(Figure 20). However, it always depends on
which sub-sector is considered. Further-
more it should be seen that still nearly 30 %
of the banks expect that these sub-sectors
will show moves in impairment levels. In any
case, real estate as well as sub-sectors with
high risks should stay in the focus of supervi-
sors as they have been during the AQR [e.g.
shipping portfolios).

Focus of corrective actions in a post-AQR
and stress test world on real estate and
business clients

Banks plan to focus their corrective actions
mainly on commercial real estate [(CRE],
small and medium-sized enterprises (SMEs),
residential mortgages, consumer credit loans
and on corporates in the post-AQR and stress
test environment. Taking again the difference
between the rate of agreement and disagree-
ment, the other sectors will not really be the
focus. For example, for structured or project
finance portfolios, the banks disagree at a by
far higher rate than that at which they agree.

[t might be understood as an indication and
confirmation that the sectors that are ex-
pected to be the focus for corrective actions
are those that might have beenin trouble, but
still offer the biggest chances for restructur-
ing (Figure 21).

New definitions shine a light on extent of
forbearance

According to market analysts’ views (RAQ
for market analysts), difficulties in enforc-
ing creditor rights, impediments to the sale
of collateral and general long delays in pro-
cesses are causing the main challenges in
debt restructuring (rate of agreement of
about 50 %). The second most important
challenge is immature regulations for out-
of-court debt restructuring regulations in
certain countries. Operational capacity con-

Figure 20: Drivers for asset deterioration and impairment moves
Source: EBA RAQ for banks (left] and RAQ for market analysts (right].

Moves in the Levels of impairment provisions
would occur primarily in:

a. Specific geographies

b. Specific credit sectors (please indicate
"yes" for up to two):

i. Mortgages

ii. RE developers
iii. SME loans

v. Large corporate

v. Particular sub-sectors (e.g., shipping)

Your expectation is that asset quality (AQ) will
stabilise and improve in the next 12 months

If further AQ deterioration is to occur it would
be in:

1. Specific geographies

2. Specific credit sectors (please indicate "yes"

for up to two):

W Dec 2014 Agree
W June 2014 Agree
W Dec 2013 Agree
June 2014 Agree

i. Mortgages

ii. RE developers
iil. SME loans

iv. Large corporate

v. Particular sub-sectors (e.g.. shipping)
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Figure 21: Portfolios for future corrective actions

Source: EBA RAQ for banks.

Pre / post-AQR and 2014 EU-wide Stress Test, you will focus your
corrective actions on the following sectors (please indicate "yes”
for all applicable):

a. Commercial Real Estate

b. SME

¢. Residential Mortgage

d. Consumer Credit

e. Corporate

f. Trading (i.e. financial assets at Fair Value through Profit and Loss)
g. Structured Finance

h. Sovereign and institutions

I. Project Finance

. Asset Finance (Shipping, Aircrafts etc )
k. Other

W Dec 2014 — Agree
W June 2014 — Agree
Dec 2013 — Agree

0%

straints, actually to be seen as the contrary,
are considered with a rate of about 15 % as a
challenge in debt restructuring (Figure 22).

Regarding forbearance issues, again, like
in the questionnaires before, more RAQ re-
spondents agree that forbearance is prac-
tised. The rate of agreement increased from
about 50 % to 60 % compared to the results
from the RAQ as of June. This increase might
also result from the common definitions of
‘non-performing exposures’ and ‘debt for-
bearance’ that were published in October
2013 by the EBA (") (Figure 23).

[’} The EBA published the final draft of the technical stand-
ards on NPLs and forbearance reporting requirements
[http://www.eba.europa.eu/-/eba-publishes-final-draft-
technical-standards-on-npls-and-forbearance-reporting-
requirements).

0% 20% 30% 40% 50% 060% 70%

The practice of forbearance is happening in
general and mainly seen as prevalent in resi-
dential mortgages and the business sector.
At the same time, the extent of forbearance
practices may influence the level of impair-
ment provisioning. However, the rate of RAQ
respondents that agree with the idea thatif no
forbearance had been practised, provisions
would have been higher than they currently
are, is relatively low [about 15 %). Moreover,
the number of replies agreeing that policies
are in place to govern forbearance outline
triggers and thresholds (if and when loans
which have been subject to some form of for-
bearance become subject to credit workout
procedures) has again increased (Figure 24).


http://www.eba.europa.eu/-/eba-publishes-final-draft-technical-standards-on-npls-and-forbearance-reporting-requirements
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Figure 22: Reason for challenges in debt restructuring
Source: EBA RAQ for market analysts.

Significant challenges within the EU banking sector continue due to the heavy debt
overhang in the public and private sectars.

If yes, this is due to (please indicate "yes” for one only): W Agree

1. Difficulties in enforcing creditor rights, impediments to the sale of collateral, and long
delays in processes

2. Operational capacity constraints in banks efforts to resolve non-performing Loans (not
enough people and skills to deal with many bad loans)

3. Immaturity of frameworks for out of court debt restructuring in some countries

4. (Other reasons

0% 20% 40 % 60 % 80 %

Figure 23: Forbearance practices
Source: EBA RAQ for banks.

Forbearance is practised in your bank. Forbearance is practised in your bank.
M Dec 2014 Agree
a. If so, this is mainly happening in (please - Agfee B June 2014 Agree
indicate yes to one only): W Disagree -
a. If so, this is happening in- . Dec 2013 Agree
i. Residential mortgages June 2013 Agree
i. Residential mortgages
ii. CRE
ii. CRE
jii. Loans to real estate developers
iii. Loans to real estate developers
v. Retail sector in general ) : :
v. Retail sector in general
v. Business sector in general V. Business sector in general
0% 20% 40% 060% 80% 0% 20% 40% 60% 80% 100%

Figure 24: Forbearance policies in place and practiced
Source: EBA RAQ for banks.

It no forbearance had been practised, provisions would have been
higher than they currently are.

W Dec 2014 Agree
W June 2014 Agree
W Dec 2013 Agree
B June 2013 Agree

Policies are in place to govern forbearance outline triggers/thresh-
olds if and when loans which have been subject to some form of
forbearance may become subject to credit workout procedures.

0% 20% 40% 60 % 80 %
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4. Capital

Over the course of 2013 and first half of 2014,
EU banks’ capital positions continued to
maintain an important increasing trend and
made significant progress in strengthen-
ing their capital positions, as the CET1 ratio
levels show in preparation for the EU-wide
stress test. In the second half of 2013 the
EU banks raised over EUR 40 billion in total
capital and between January and September
2014 alone, they raised a further EUR 53.6
billion of equity (EUR 39.2 billion net of repay-
ments and buybacks) and EUR 39.1 billion of
contingent convertible instruments (both AT1
and tier 2). That is more than some initial
market estimates (around EUR 60 billion).
However, this was also on the back of falling
RWAs (Figure 25).

Improvement of common equity tier 1
capital levels

The weighted average CET1 ratio further in-
creased in 2014, even though the growth rate
was slower. For the largest European banks,
the weighted average CET1 ratio stood at
11.8 %, in June 2014 (compared to 11.6 % in
December 2013 and 11.1 % in June 2013).
Thereis further evidence of infusions of capi-
talinto European banks, also triggered by the
2014 EU-wide AQR and stress test exercise.
Indeed, the result of the stress test after cap-
ital infusions performed in 2014 proves that
banks were anticipating their capital needs
from these European exercises. The number
of banks in the sample of the stress test that

showed a shortfall went down from 24 to 9
institutions, whereas the shortfall went down
from EUR 24.2 billion to EUR 9.5 billion, when
comparing the results of the stress test be-
fore and after capital injections performed in
2014.

Different developments in the tier 1 and
common equity tier 1 ratios

Since 2012, the KRI confirmed that the EU
banks’ capital positions continued to main-
tain an important increasing trend and have
improved significantly. In the second quar-
ter of 2014, the tier 1 capital ratio rose by
50 basis points to 12.9 %, after a decrease
of 70 basis points in the first quarter of 2014
(weighted average). This decrease in the first
quarter of 2014 was driven by a decrease of
the numerator, as well as an increase in the
denominator (i.e. the RWAs, increase e.g. due
to a growth of total assets, but also due to the
recognition of CVA charges in RWAs).

In contrast, in the second quarter of 2014, the
RWAs (denominator) slightly decreased and
the capital (numerator]) sharply increased,
mainly due to the described issuances of tier
1 and contingent convertible (CoCo) instru-
ments. In the same period, the median tier
1 capital ratio increased by 100 basis points
(from 12.3 %, in March 2014, t0 13.3 % in June
2014), after a decrease of 50 basis points in
the first quarter of 2014. Banks with a tier
1 capital ratio less than 12 % increased and

Figure 25: Common equity tier 1 ratio (till December 2013: Tier 1 ratio excluding hybrid instru-

ments) — weighted average
Source: EBA KRl and EBA calculations.
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Figure 26: Tier 1 capital ratio — 5th and 95th percentiles, interquartile range and median, and

by size class [medians)
Source: EBAKRI.
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represented 37 % of total assets in June 2014
(from around 27 % in December 2013). The
positive evolution of the tier 1 capital ratio
is also confirmed when considering the size
class of banks (i.e. for the top 15 banks) in
terms of total assets, and for the remaining
banks of the KRl sample (Figure 26).

This positive trend is also confirmed when
looking at the median of the CET1 ratio, which
increased from 11.4 % to 12.6 % in the first six
months of 2014. At the same time, banks with
a CET1 ratio higher than 10 % increased once
more and represented 93 % of total assets in
June 2014 (from 87 % in December 2013). The
dispersion of capital indicators has remained
relatively stable since March 2013, also sug-
gesting that banks in the sample stay in gen-
eralin a rather conservative solvency base.

In respect of the capital ratio, the develop-
ment of the numerator confirms the build-up
of capitalin the first half of 2014. The denomi-
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nator is at least partially influenced by Basel
[l effects in the first quarter which result in
an increase of RWAs (besides the effect from
an increase in total assets in the same quar-
ter), and then slightly decreasing in the sec-
ond quarter which also contributes to the in-
crease of the CET1 ratio. Such an effect in the
second quarter of 2014 — an increase in cap-
ital ratio at least partially driven by the de-
nominator — also shows the impact of RWAs
on the capital ratios. And it makes clear that
it should remain or become an area for closer
supervision in future, especially in respect of
the RWAs' comparability. It is a topic the EBA
is currently working on in its Task Force for
Supervisory Benchmarking, by considering
the comparability of credit and market RWAs
(Figure 27).

While capital positions for the EU banks are
stronger than in the past and are on a com-
parable basis to those of international peers,
the continuation of important risks resulting

27
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Figure 27: Common equity tier 1 ratio (till December 2013: Tier 1 ratio excluding hybrid instru-
ments) — 5th and 95th percentiles, interquartile range and median, numerator and denominator
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trends (December 2009 = 100)
Source: EBA KRI.
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from economic uncertainty is expected, in-
cluding risks from emerging markets which
may have impact on a potentially growing
impairment provisioning. In addition, the low
levels of profitability might not contribute to
a build-up of retained earnings as part of
the common equity. Therefore, there is still
no room for complacency and these aspects
have been well expressed by the results of
the EU-wide stress test in 2014.

Increase in contingent convertible and
additional tier 1 instrument issuances

In parallel to the increase of their common
equity capital base, European banks also
issued significant volumes of hybrid instru-
ments, i.e. CoCos (Figure 28]. Based on their
structure and conditions, CoCos can be con-
sidered as AT1 or tier 2 instruments. The
consideration as AT1 instrument is subject
to certain conditions, for example AT1 instru-
ments shall be perpetual (or callable subject
to approval of the supervisory authority),
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whereas tier 2 instruments in general have
a stated maturity. Furthermore, coupons on
AT1s must be fully discretionary.

This increase in issuance volumes in 2013
and 2014 could also be considered as trig-
gered by the AQR and stress test exercises,
and in parallel driven by the investors’ chase
for yield in a low interest rate environment.
Under CRD IV, CoCos are, in general, loss-
absorbing capital, either by conversion into
equity or facing write-down, when a certain
capital level is breached. This capital level
should be 5.125 % or higher for instruments
considered in AT1.

According to RAQ respondents, the cost of
equity is currently considered to be in the
8-10 % range, while the coupons on AT1 or
CoCos [considered in AT1 or tier 2) might be
about 7 % (and tax deductible], thus driv-
ing tightening spreads (Figure 29). However,
such an interest rate is still above the weight-
ed average RoE of 5.7 % as of June 2014.
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Figure 28: Total issuance of Contingent Convertibles by EU banks (billion EUR])
Source: SNL Financial, Bloomberg, EBA calculations.
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Figure 29: Cost of equity
Source: EBA RAQ for banks.

In your financial planning you estimate your bank’s cost of equity (COE).
a. You consider cost of equity has dropped in the past 12 months

b. Your current earnings are covering the cost of equity
W Dec 2014 Agree

W June 2014 Agree
I Dec 2013 Agree
B June 2013 Agree

c. You estimate COE at:

i. Below 8 %

i. Between 8 % and 10 %
ii. Between 10 % and 17 %

iii. Above 12 %

0% 0% 20% 30% 40% 50% 6%

Figure 30: Planned issuance of AT1 instruments
Source: EBA RAQ for banks.

Your bank intends to issue in the next 12 months CRD IV compliant debt
instruments with AT1 (e.g. bail-inable instruments, convertible debt].

W Agree
B Somewhat agree
W Somewhat disagree
| Disagree‘

L
0% 10% 20% 30% 40% b0 %
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The demand for hybrid instruments was
relatively high in the first half of 2014 de-
spite regulatory uncertainty and the lack of
a clear-cut standardised product. For ex-
ample, among many characteristics to take
into account, CoCos can be perpetual or call-
able (for instruments considered in AT1 their
call-ability is subject to the approval of the
competent authority), converted or written-
down, and with possible coupon suspension.
Coupon payments for AT1 instruments are
constrained by the maximum distributable
amount (MDA] which includes dividends and
AT1 coupons.

Furthermore, based on the regulations of
the BRRD, resolution authorities will have
the mandate to trigger AT1 and CoCo instru-
ments in case a bank reaches its point of
non-viability (PONV). As this trigger might be
higher than the trigger according to the con-
tract of the respective instruments, there is
an additional risk for investors.

This aspect, like the call-ability and other
characteristics of the individual instruments,
contributes to challenges when it is about
the instruments’ valuation, for example. For
investment decisions and valuations, differ-
ent factors should be considered, such as the
risk of conversion and coupon deferability,
demonstrating that CoCos remain a complex
asset class for supervisors, banks, and in-

The 2014 EU-wide stress test results

The 2014 stress test includes 123 banking
groups across the EU and Norway with a
total of EUR 28 000 billion of assets cov-
ering more than 70 % of total EU banking
assets. The EU-wide stress test was co-
ordinated by the EBA across the EU and
was carried out in cooperation with the
European Systemic Risk Board (ESRB]J,
the European Commission, the ECB as
well as competent authorities from all
relevant national jurisdictions. The EBA
developed the common methodology and
ensured a consistent and comprehensive
disclosure of results. The ESRB and the
European Commission provided the un-
derlying macroeconomic scenarios. Com-
petent authorities including the ECB were
responsible for the quality assurance
of banks’ results, as well as for the AQR
informing about the starting point of the
stress test. They are also responsible for
deciding on follow-up actions in the su-
pervisory reaction function.

vestors. They should remain and even shift
further into the focus of supervision as banks
plan to issue more instruments as could be
seen in the results of the RAQ (Figure 30).

Risks arising from the possible need and
issuance dependence of AT1 instruments

On the supply side of the market for tier
1-instruments, banks started holding back
their issuances at the beginning of the sec-
ond half of 2014 after a positive trend in the
first six months of 2014. Depending on a
more optimistic view for subordinated debt
instruments, this may create a certain risk
as banks might not be able to cover their
funding needs in AT1 and CoCo instruments.
Shortage of funding in these instruments or
an increase of these instruments’ spreads
would have a negative impact on the process
of the banks™ adoption to funding and capi-
tal structures required by new regulatory
requirements and/or the banks’ profitability.

Additional risks on the funding market for
the upcoming years might result from the re-
quirements of the total loss absorbing capital
(TLAC] for global systematically important
banks [GSIBs). These risks result from the
potential need of additional funding volumes,
for example subordinated debt instruments,
and as such a potential increase of funding
spreads in search of investors.

The impact of the stress test is assessed in
terms of the transitional CRR/CRD IV CET1
capital ratio for which a 5.5 % and 8.0 %
hurdle rate are defined for the adverse and
the baseline scenarios respectively. Whilst
the definition of capital varies somewhat
depending on national transitional rules,
the EBA has ensured all jurisdictions apply
the same rules for unrealised gains/losses
on sovereign exposures and has provided
full disclosure of the consistently defined
fully implemented capital ratios under
CRR/CRD IV.

The weighted average CET1 capital ratio as
of end 2013 is 11.5 %. After a reduction of
40 basis points due to the AQR, primarily
in SSM countries, the starting capital ratio
for the stress test is 11.1 % CET1 capital.
In the adverse scenario, the projected ag-
gregate CET1 ratio falls by approximately
260 basis points. This corresponds to a to-
tal capital depletion of EUR 261 billion over
the three years of the exercise including
the impact of total risk exposure amount
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(EUR 67 billion], after which the aggregate
EU CET1 ratio is at 8.5 % (7.6 % on a fully
implemented CRR/CRD IV basis]. The main
drivers for this impact are credit losses
(- 440 basis points impact on CET1 capital
ratio) and an increase in total risk exposure
amount (RWAs) with an impact of - 110 ba-
sis points on the CET1 capital ratio. This
more than offsets the positive net effect
on capital due to operating profits before
impairments (+ 320 basis points impact on
CET1 capital ratio), which are constrained
by the methodology and scenario, with net
interest income falling 16 %.

Another minor but still positive component
of operating profit is net trading income,
i.e. after the initial effect of the market
risk shock assumed in the stress scenario
which in many cases sees trading profits
wiped out, some recovery is projected over
the remainder of the stress test. The net
effect of losses of sovereign exposure held

as available for sale makes only a relatively
small contribution to the overall impact
(- 20 basis points impact on CET1 capital
ratio). Other drivers with less significant
impact are impairments on other financial
assets, and non-financial assets, for ex-
ample value reductions of real estate held
by banks. Transitional adjustments, i.e.
the phasing in of CRR/CRD IV provisions,
other than those concerning the treatment
of sovereign exposure held as available for
sale, have a negative effect on capital (- 30
basis points impact on CET1 capital ratio)
that is included in the overall impact.

Twenty-four participating banks fall below
the defined thresholds leading to an ag-
gregate maximum capital shortfall of EUR
24.6 billion. The additional capital raised
in 2014 by banks with a shortfall reduces
the capital needs for those banks to EUR
9.5 billion and the number of banks with a
shortfall to 14.

Figure 31: Contribution of different drivers to the change in Common Equity Tier 1 Capital

ratio from 2013 to 2016 in the adverse scenario
Source: EBA Results of 2014 EU-wide stress test.
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5. Liabilities side

Market funding data show a steady flow with
some volatility of secured and unsecured is-
suances since the beginning of 2014. Cumu-
lative issuance volumes in 2014 were higher
than in 2013 for unsecured funding (senior
debt], as well as for covered bonds. Even
though volumes of issuances were volatile
over 2014 no real shortage of market funding
could be seen.

The figures on balance sheet funding instru-
ments confirm, on the one hand, that the
banks could slightly increase their general
funding basis (increase of overall debt in-
strument volume in Figure 32 between De-
cember 2013 and June 20714). On the other
hand, they show that in the first half of 2014
the share of funding through market instru-
ments as well as through deposits from cus-
tomers remained rather stable: the share of
funding through bonds and debt certificates
was nearly unchanged with 23.1 % as of June
2014 whereas the share of customer deposits
slightly decreased from 64.2 % (December
2013) to 63.5 % in June 2014 (Figure 32).

Financial institutions, especially from finan-
cially stressed countries, benefited from the
strong investor demand for European banks’
debtin combination with the reduction of their
issuance volume. Like in the first half of 2014,
spreads on average have decreased further
for secured, as well as unsecured euro fund-
ing since mid-2014. In parallel to the decline
of the average spreads, and for instance Eu-

Figure 32: Mix of debt instruments
Source: EBA KRI.

ribor benchmark rates, deposit rates were
also decreasing on average during 2014. At
the same time, the spreads for lower tier 2
instruments did not show a clear trend.

The total funding volume through the ECB’s
long-term refinancing operations (LTROs)
decreased in 2014. Even though the general
trend in respect of the outstanding LTRO
volumes has been negative in 2014, the tar-
geted LTRO (TLTRO]) in September was used
by banks. However, as of mid-November
2014, the ECB'’s covered bond purchase pro-
gramme 3 has been used to a low degree only
(purchase volume of about EUR 10.5 billion).

The level of dependency from ECB funding
(measured by the ratio of provided liquidity
to total assets volume] differs from country
to country, but is more pronounced for finan-
cially stressed countries. Nevertheless, also
for these countries, the dependency from
ECB funding declined in 2014. Target 2 imbal-
ances also slightly decreased in 2014.

The results from the RAQ show that the
share of market analysts who believed that
the availability of funding and its conditions
will remain benign or continue to improve
increased compared to the first half of 2014.
This included an expected improvement of
the funding conditions also for non-core
countries and the expectation that the link-
age between banks and their sovereigns will
decrease in the near future. Interestingly,
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Figure 33: Expectations in respect of funding volume and conditions

Source: EBA RAQ for market analysts.
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suances from outside the EU has lessened
compared to the first half of 2014 (Figure 33).
In addition, in the RAQ, nearly half of the mar-
ket analysts indicated that they would expect
ashift of the funding sources, mainly to unse-
cured funding as well as subordinated debt.

As a summary, like in the first half of 2014,
decisive policy measures and central banks’
engagement in unconventional policies to
support macroeconomic stability and bank
funding have improved market sentiment,
reduced the perceived equity risk premium
and helped ease funding pressures. How-
ever, the conditions for the issuance of AT1
instruments deteriorated until the end of
October 2014 mainly due to general market
trends and, despite improvements also in
fundamentals, some banks still face contin-
ued structural funding challenges, in par-
ticular in countries having experienced some
sovereign stress. Regardless of benign fund-
ing conditions in general, financial markets
remain in an overall fragile state and more
volatile. Banks should continue repairing
their balance sheets to be able to withstand
adverse changes in funding conditions.

Since mid-2014, funding markets have showed
higher volatility of pricing and issuance vol-
umes compared to the first half of 2014. The
volatility results from uncertainty in respect of
the AQR and stress test, as well as a slightly
deteriorating general market sentiment which
is influenced by weakening actual and fore-
casted economic data.

However, the pricing of both short-term and
long-term funding that could be seen in the
first half of 2014 has continued to improve on
average. Investors have been looking for yield
in a low interest rate environment, resulting in
ongoing demand, especially for bonds issued
by banks domiciled in financially stressed
sovereigns. In combination with the reduced
funding volumes (influenced or driven by the
deleveraging process and reduction of to-
tal assets) this contributed to the fact that
spreads of some of these banks have reached
pre-crisis levels. In late 2013 and also during
2014, smaller banks domiciled in financially
stressed countries returned to the unsecured
funding markets.

60 %
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Conditions for secured and unsecured
funding have improved but uncertainty
has created high volatility of pricing and
issuance

Funding activity in 2014 has been more fo-
cused on unsecured funding than on se-
cured funding. Issuance volumes of unse-
cured funding have been relatively high in
early 2014. However, they decreased after
the summer break. The lower funding levels
since mid-2014 result — besides further de-
leveraging — from substantial pre-funding
levels in the first half of 2014 and increased
central bank funding: ECB funding through
(TILTRO and asset purchase programmes
were considered more attractive funding in-
struments by most of the banks.

EUR denominated covered bond issuance is
net negative. However, in total, issuance vol-
umes of covered bonds are above the funding
levels of previous years, whereas the fund-
ing level of European securitised products

(asset-backed securities [ABS) and similar
products) is nearly at the same level as pre-
vious years. As such, the share of the issued
secured funding instruments in overall issu-
ance volumes (secured plus unsecured fund-
ing issuances) increased compared to the
beginning of 2014.

The debt maturity profile is relatively similar
to the data one year ago, i.e. in 2015, the ma-
turing unsecured debt makes more than EUR
500 billion, whereas the maturing of outstand-
ing secured funding (covered bonds] is nearly
EUR 200 billion. In case there will be no major
changes in the general funding market condi-
tions and in the general market assumptions
compared to 2014, the data show that the re-
sulting refinancing volume of secured and un-
secured funding in 2015 could, in general, be
fundable again for the banks (Figure 34). The
answers from the market analysts to the RAQ
could be also taken into account by saying
that they expect unchanged or even improved
funding conditions in the future.

Figure 34: Bonds — Aggregated debt maturity profile — 20-year breakout and next 12-month

breakout (billion EUR; data as of October)
Source: SNL Financial data, EBA calculations.
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Deleveraging can also be seen on the and increasing volumes of total equity (de-
liability side nominator). In respect of the debt-to-equity
ratio the differences within the considered
peer group remained stable on a relatively
small level since mid-2013, after having sig-
nificantly contracted between March 2012

and June 2013. In the second quarter of

During the first six months of 2014 the
weighted average of debt-to-equity ratio
slightly decreased from 16.5 % to 16.1 %, i.e.
the decline that started in mid-2012 (19.4 %
in June 2012) has further continued. This de- 2014, the differences within the peer group,

cline since mid-2012 resulted from reduced i.e. the dispersion, even contracted further
debt volumes, on the one hand (numerator),  (Figure 35).

Figure 35: Debt-to-equity ratio — 5th and 95th percentiles, interquartile range and median, and by

size class — medians (as of June 2014); banks by size class according to their average total assets
Source: EBA KRI.

120
105
90
75
60
. 1
30 I
%llllllllll ERREEE
-L'L'L'L'L-L.L_LJ_J__L.L'L'L'L'L-L-L'L
U@@ED@#%%#NNNNWC"?MM\‘I’Q
S £ 5 58 8 £ 5 8 8 £ 5 8 8 £ 5 8 8 £ 58
125
120 —— Numerator
Denominator
115
110
105
100
QBO\DDEE————NNNNO’?W("?C’?\‘F\W’
225 88 £ 588258582588 :5 s

Banks have started to adapt their

funding and capital structures to the new
regulatory requirements

results of the RAQ for banks. The respective
share of banks that plan such issuances has
again risen compared to the last question-
naires. More than 50 % of the market ana-
lysts also expect a further growth of subor-
dinated debt issuances. These plans and
expectations are mainly driven by regulatory
requirements. As such, in the funding mar-
kets there lies a certain risk in the need for
furtherissuances in this segment (Figure 36).

Issuances of AT1 instruments significantly
picked up in the beginning of 2014 and vol-
umes were already reaching the levels of
2013. Even though this trend did not continue
between July and October 2014, nearly half of
the banks still plan to issue convertible debt
and bail-inable instruments, according to the
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Figure 36: Issuance of convertible debt and bail-inable instruments during 2014
Source: EBA RAQ for banks [left] and RAQ for market analysts (right).
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You expect changes in the sources of
funding banks intend to attract in the next
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12 month. W Agree
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CRD IV compliant debt instruments with AT1 =

(e.g. bail-inable instruments, convertible debt).
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Spreads narrowed for secured and
unsecured funding

Even though funding costs have evolved dif-
ferently for the different main instruments
over 2014, several general trends could be
identified. Spreads for euro-based funding
decreased, and spreads for banks within the
EU narrowed for secured as well as unse-
cured issuances. One of the reasons for the
spreads’ reduction and narrowing was the
decline of overall funding volumes needed

Figure 37: Euribor 3 months rates
Source: Bloomberg.
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from the banks on the supply side (negative
net funding volumes] in combination with the
search of investors for ongoing investment
opportunities on the demand side. This trend
supports the positive expectation for the fur-
ther development of this market segment.

In addition to the decrease of the spreads
for secured and unsecured funding, the ba-
sis rates showed also a decline, for instance
for the three months’ rate of the Euribor
(Figure 37).
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Sovereign-bank link decreasing and signs
of reduced fragmentation

Indications of a further weakening correlation
between sovereign and bank CDS spreads,
a further stabilisation of deposit flows in fi-
nancially stressed countries (though still, on
average, a negative growth), as well as a con-
tinued decrease of Target 2 imbalances are
the first signs of weakening links between
banks and sovereigns (Figure 38]).

Cross-border lending of European banks
became more stable after a falling trend in
the previous years. However, it remains sub-
dued indicating the continuation of market
fragmentation. Despite converging costs of
funding, smaller banks domiciled in finan-

cially stressed countries in particular con-
tinue to face higher funding costs than their
peers in other EU countries. Market analysts
also confirmed in the RAQ the existence of a
sovereign-bank linkage by confirming a rela-
tively strong correlation in market sentiment
on banks and their respective home countries’
sovereign debt, nevertheless expecting a gen-
eral relative further de-linking (Figure 39).

The re-emergence of an active cross-border
interbank market would be a strong sign of re-
gained confidence in the EU banking system.
Despite some encouraging signs of stabilisa-
tion, cross-border interbank activities remain
at low levels, signalling still a fragmentation of
single market funding conditions.

Figure 38: Average correlation of CDSs for 17 major EU banks and respective sovereigns — 60

day rolling window
Source: EBA calculations, Bloomberg data.
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Figure 39: Evidence of fragmentation of the EU single market: Consolidated total foreign claims
(ultimate risk basis) of reporting European banks vis-a-vis selected countries, Q4 2010 = 100
Source: Bank for International Settlements (BIS), EBA calculations.
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Figure 40: Cross-border borrowing and lending
Source: EBA RAQ for banks.

You have reduced your cross-border
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Figure 41: Costumer deposits to total liabilities — 5th and 95th percentiles, interquartile range

and median, numerator and denominator trends (December 2009 = 100)
Source: EBA KRI.
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In comparison with previous periods fewer
respondents report that they are reducing
their cross-border interbank lending. At the
same time, the number of respondents af-
fected by reduced cross-border activity as
takers of funding has fallen significantly.
This might result from the fact that banks
have accommodated less cross-border in-
terbank funding.

The main reasons for the reduced cross-
border interbank activity continue to be
higher general risk aversion and fear of un-
certainty in the EU, and the apprehension
about specific bank or banking markets. In
some jurisdictions, supervisory measures
have also impacted on cross-border lend-
ing. Despite continuing to be a less impor-
tant factor, the view that pricing does not
reflect the true risk level of the transactions
has now increased and is at the same level
as June 2013 (Figure 40). It shows a risk if
pricing and risk perception might no longer
coincide.

5.2 Deposits

The pressure on European banks to restruc-
ture their balance sheets, de-risk their posi-
tions, and align their business models hardly
decreased in 2014. Finding the right balance
between adjustments of the funding struc-
tures to the current market conditions, on the
one hand, and the banks’ funding needs, on
the other hand, are forcing banks to pay great-
er attention to long-term funding sources.

In general, the dependency from funding
through deposits remained relatively stable
during the first half of 2014 compared to 2013.
This implies an unchanged risk from maturity
mismatch in the funding structure, as deposits
are rather short term compared to, for exam-
ple, long-term secured and unsecured funding
through bond issues. The share of customer
deposits in the overall funding volume slightly
decreased during the year, whereas the share
of deposits from financial institutions slightly
increased (Figure 32 and 41).

Figure 42: Customer deposits to total liabilities — country dispersion and by size class (medians])

Source: EBA KRI.
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Figure 43: Loan-to-deposit — 5th and 95th percentiles, interquartile range and median, and by
size class —; banks by size class according to their average total assets

Source: EBA KRI.
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Shares of deposit funding have stabilised
after anincrease in previous quarters

In absolute terms, the banks’ deposit vol-
umes did not materially change in the first
half of 2014. However, there is a different
evolution if considering regions, for example.

In financially stressed countries, a decline in
deposits could still be recognised. This decline
was mainly driven by a reduction of deposits
from financial institutions. Interestingly, some
financially stressed countries showed an in-
crease of customer deposit volumes.

Even though the general development of av-
erage stable deposit volumes is allowing EU
banks to attain lower loan-to-deposit ratios
and leading to greater balance sheet stabil-
ity, it also results in an unchanged liquidity
risk: a bigger share of deposit funding might
increase the risk that parts of the funding can
be withdrawn in a rather short term whereas
many of the assets are fixed for longer terms.

A country-by-country level comparison still
shows a different general reliance on deposit
funding between geographies. The higher
the dependency on deposits, the higher the

implicit liquidity risk might be, especially
in countries that are not yet financially fully
stable. There are also concerns about the
behaviour of large depositors that are not
covered by deposit guarantee schemes, es-
pecially when new resolution and bail-in re-
quirements come into force, and they might
withdraw parts of their deposits due to the
upcoming new regulations (Figure 42).

The loan-to-deposit ratio is relatively
stable

The loan-to-deposit ratio remained nearly
unchanged in the first half of 2014 at 112.9 %
(weighted average in the second quarter
2014), which is a result of parallel trends in
loan and deposit volumes in this period. As
such, the ratio has not continued its former
downward trend that could be seen since
March 2012 which supports the idea of a
generally stabilised funding ratio through
deposits. However, the dispersion of the
loan-to-deposit ratio has remained relatively
broad, as it was for the country dispersion
that showed a range between about 60 % and
about 160 %, supporting the idea of big differ-
ences in funding through deposits for differ-
ent countries (Figure 43).
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Decreasing interest rates for all term
structures

Euribor, as a benchmark for interbank inter-
est rates, declined for all terms in 2014. In
the second half of the year, short-term Eu-
ribor rates (one-week and two-week terms)
even became negative (information as of Oc-
tober 2014). In parallel, rates for customer
deposits were decreasing on average during
the year for all term structures. This trend
seems to continue as, based on the results
of the RAQ, most of the banks do not plan to
increase their deposit rates or the terms.

This is a significant change compared to the
years before and will consequently reduce
competition, at least temporarily. Should de-
posit volumes and/or other funding channels,
like secured or unsecured issuances, result in
significant liquidity outflows, pricing of depos-
its might abruptly go up again and impact the
already small interest margins (Figure 44).

Figure 44: Deposits
Source: EBA RAQ for banks.

5.3 Asset encumbrance and
collateral

In the last few years, the reliance on secured
funding has increased the amount of encum-
bered collateral. When the market fund-
ing conditions was most challenging, banks
needed to rely on secured funding from mar-
kets and central banks resulting in signifi-
cant amounts of encumbered assets in their
balance sheets.

Further secured and central bank funding
will keep the pressure on collateral use

Especially the trend of decreased funding
from central banks in the first six months
contributed to a decrease of encumbered as-
sets. The increased use of central bank fund-
ing through, for example, TLTROs and the
ECB’s asset purchase programmes resulted
in an inversion of this trend in the second
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Figure 45: Central bank funding
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Source: EBA RAQ for banks (left] and RAQ for market analysts (right].
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Figure 46: Secured funding
Source: EBA RAQ for banks.
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asset encumbrance.

Figure 47: Securitisations
Source: EBA RAQ for banks [left] and RAQ for market analysts (right).
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half of the year again (information as of Oc-
tober 2014). In future, new liquidity and capi-
tal regulations will put additional emphasis
on collateralisation. However, high levels of
asset encumbrance can be harmful and self-
reinforcing.

Looking ahead, several banks remain de-
pendent on central bank support, and future
withdrawals of public funding sources con-
tinue to be a challenge for some of them. In
the RAQ for banks, the majority expect that
the share of central bank funding in the next
6 to 12 months will remain the same. In fact,
more than 20 % of the banks expect that the
share of central bank funding will increase
due to use of central bank collateral arrange-
ments and central bank medium- and long-
term operations. From another perspective,
almost 40 % of the respondents disagree that
the share of central bank funding in the next

1. Will not grow in importance

3. Will grow and increase in
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as funding source: W Dec 2014 Agree

W June 2014 Agree

sophistication
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6 to 12 months will decrease. In the RAQ for
market analysts, nearly half of the respond-
ents expect that the share of central bank
funding in the next 6 to 12 months will in-
crease (Figure 45).

Moreover, the number of banks expecting to
rely more than in the past on secured fund-
ing has increased again. On the other hand, a
reduced number of respondents said that the
level of collateral necessary for new funding
is increasing, and there is also a significant
reduction in the number of banks that are
concerned about higher asset encumbrance
(Figure 46).

Regarding securitisations, the RAQ for banks
shows that only a minority of the banks agree
or somewhat agree that the volume of assets
they will securitise in the next 6 to 12 months
will increase. More than 40 % disagree that



RISK ASSESSMENT OF THE EUROPEAN BANKING SYSTEM

the volume of assets used for securitisations
will increase. The answers to the RAQ for
market analysts show that the securitisations
are expected to be simple and transparent,
i.e. the former trend of complex securitisa-
tions is not expected to return, and a minority
of the respondents are now referring for the
first time, in comparison with June 2014, to
the idea that the growth in securitisations as a
funding source will gradually displace covered
bonds (Figure 47).

The RAQ for banks and the RAQ for market

analysts refer to the same main obstacles to
increase the securitisation of assets, name-

Figure 48: Securitisations

ly: the existing retention requirements and
regulatory treatment; regulatory uncertainty.
In addition, the RAQ for banks refers also to
market demand and liquidity as another main
obstacle to increase the securitisation of as-
sets (Figure 48).

These results of the RAQs, aswell as the latest
trends in the last months of 2014 are slightly
increasing concerns regarding the levels of
encumbered assets (i.e. assets earmarked as
collateral for specific secured funding). The
level of pledged assets should be followed
carefully during the upcoming months.

Source: EBA RAQ for banks (left] and RAQ for market analysts (right].
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6. Profitability

During 2014, EU banks™ income and prof-
itability levels have continued to face sig-
nificant headwinds. These challenges are
not likely to disappear in the near term and
some question marks over some institu-
tions’ future profitability and viability - both
driven by structural as well as cyclical fac-
tors - are evident. In the first half of 2014,
the total profits (after tax and discontinued
operations]) declined EUR 13 billion (- 24 %
compared to June 2013). The total operating
income declined EUR 19 billion (- 7 % com-
pared to June 2013). The main drivers were
asset quality concerns and the balance sheet
clean-up of EU banks as pre-emptive meas-
ures in preparation for the EU wide AQR and
2014 EU-wide stress test exercise, as well as
litigation costs.

The continued balance sheet repair and pro-
visioning for NPLs, as well as increasing
costs associated with past business miscon-
duct in combination with a low interest rate
environment and a disappointing economic
growth may further affect banks” income and
profitability.

Banks will need to adjust expectations and
manage risks strictly in accordance with
their risk appetite, which also means manag-
ing expectations about returns. A process of
consolidation and resizing has already been
ongoing since 2008 and fundamental struc-
tural issues will make it impossible to main-
tain business as usual, thus a smooth exit of
the weakest and non-profitable banks would
contribute to competitive efficiency as part
of this cleansing process and might have to

continue further with a view to eliminating
excess capacity in the industry and restore
adequate profitability.

Consequently, supervisors will need to as-
sess banks' profit and funding models,
risk pricing, business mixes, management
strengths and strategies, and engage with
banks’ management on appropriate action
where sustainability is in question.

Challenges continue as the profitability and
viability of some banks remain subdued

Despite a small increase of the net interest
income (+ 2 % in comparison with June 2013,
EU banks have seen their net interest mar-
gins compressed while the fragile economic
environment continues to provide limited
new lending opportunities. In some cases,
earnings may not be sufficient to cover high
levels of bad loans adding some uncertainty
and leaving some question marks over some
institutions’ future profitability and viability.
In addition, the low interest rate environment
continues to put pressure on the business
model sustainability of some banks which
find overall net interest margins squeezed,
contributing to profitability challenges.

Moreover, banks with an RoE of less than
8 % continue to increase and represented
76.3 % of total assets in the sample in June
2014 (up from approximately 69 % and 75 % in
June 2013 and December 2013, respectively).
More specifically, banks with an RoE of less
than 3 % represented 14 % of total assets in
June 2014 and more than 50 % of total assets

Figure 49: RoE by bucket and percentage of banks’ total assets

Source: EBA KRl data and EBA calculations.
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Figure 50: Net interest income to total operating income — 5th and 95th percentiles, interquar-

tile range and median, numerator and denominator trends (December 2009 = 100)

Source: EBA KRI.
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present an RoE of less than 6 %, a perturb-
ing situation that is recurrent in the last few
years (Figure 49).

Net interest margins continue to be under
pressure. However, it is possible to observe
a stabilisation since June 2013, after a down-
ward trajectory initiated in December 2011,
and they are approximately at the levels of
2009 (- 7 % and - 4 % in comparison with
December 2011 and December 2012, respec-
tively]. There are also less outliers and the
dispersion is decreasing which could indi-
cate that the industry earnings are becoming
more stable and more predictable (Figure
50). Fees and commission income in pro-
portion to total operating income stayed, on
average, the same. A general decrease has
been recorded in some EU countries, while
anincrease of feesin the income is presentin
other EU countries. Contributions from trad-
ing and other income to the total operating
income have neither changed on average.

Total operating income has maintained the
downward trajectory since March 2013 and
presents one of the lowest levels in the last
4.5 years (- 11 % and - 3 % in comparison
with June 2011 and June 2012, respectively).

The first half of 2014 points to improved capi-
tal positions owing to run-offs of non-core
assets and cost-containing efforts flowing
through. Nevertheless, it is necessary to
continue to maintain a cautious outlook on
revenues in light of the weak macroeconomic
environment and expected generally weak
business generation towards the first months
of 2015. The banks’ possible attempts to in-
crease lending rates in order to achieve a full
repricing of assets may prove not plausible,
and is possibly insufficient, to address the
current low interest rate environment. The
economic downturn is affecting customer
capacity to bear higher lending rates and po-
tential full repricing of assets, limiting banks’
possible actions. At the same time, there is

4h
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at least for several banks a persistent risk
on litigation costs especially connected to
trading misconduct and mis-selling and ac-
cording to market predictions more litigation
costs are expected.

The return on equity (RoE) continues to
decrease

The RoE decreased once more in the first
half of 2014 in comparison with the same pe-
riod in 2013. The weighted average RoE has
decreased (down from 7.6 % in June 2013 to
only 5.7 % in June 2014). The median and the
75th percentile have also decreased since
June 2013 (from 6.4 % and 10.4 % to 5.5 %
and 9.5 %, respectively, in June 2014). The
total profit or loss after tax and discontinued
operations (annualised) continues to show
strong volatility and presents lower levels
than in the previous year (- 24 % in compari-
son with June 2013). In addition, the disper-

sion continues to decrease and banks from
eight countries continue to present median
values of RoE less than 5 % (and 11 countries
below the EU median of 5.5 %], and without
significant differences per banks’ size class
(Figure 51).

In comparison with the median and the 75th
percentile (5.5 % and 9.5 % respectively in
June 2014), an increasing majority of RAQ for
banks continue to consider a RoE value in the
range of 10 % to 12 % as the target for the
long-term viability of their businesses. In the
last few years, the median presents a RoE of
around 5.5 %, a declining trend and signifi-
cantly lower than the target for the long-term
viability mentioned by RAQ respondents. In
addition, the number of respondents that
agree to consider a RoE value below 10 %
stabilised and in the range of 12-14 % has
significantly been reduced, maintaining a
downward trend since June 2013. This con-

Figure 51: Return on equity — 5th and 95th percentiles, interquartile range and median, nu-
merator and denominator trends (December 2009 = 100)

Source: EBA KRI.
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Figure 52: Return on equity — 50th and 75th percentiles and comparison with RAQ for banks

Source: EBA RAQ for banks and EBA KR.
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Figure 53: Evolution of specific allowances for loans (billion EUR]

Source: EBA KRl data and EBA calculations.
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tinues to provide strong evidence of a signifi-
cant reduction in terms of RoE expectations,
nevertheless far from median levels of RoE in
the last 4.5 years (Figure 52).

For RAQ respondents from banks, the main
factors that will influence the RoE in coming
months continue to be operating expenses,
net interest income and the level of impair-
ments (another increase in comparison with
the previous semesters). The percentage of
respondents that agree with the expecta-
tion of an overall increase in their respective
bank’s profitability in the next months has
been reduced. The increased cleaning of bal-
ance sheets, ahead of the AQR and EU wide
stress test exercise, shows significant front-
loading impairments during 2013 with addi-
tional provisioning of EUR 25 billion between
June 2013 and December 2013 and the main-
tenance of such levels during the first half of
2014 (Figure 53).
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The percentage of market analysts (RAQ for
market analysts) that strongly believe in an
improvement of banks’ profitability in the
short term decreased from 30 % to 20 %
(compared to June 2014). Furthermore, the
percentage of market analysts that agree that
both overall cost efficiency will improve and
total revenues will increase have also signifi-
cantly diminished. Interestingly, the percent-
age of market analysts that agree that net
interest margins will increase, regarding the
short-term earnings expectations is higher
than in December 2013. Regarding provisions
from impairments, the percentage of market
analysts that expect an increase in the short
term has significantly diminished. This indi-
cates an increase in optimism about future
prospects that started in the previous six
months. The reference to net interest income
as an area to achieve higher levels of prof-
itability points to a realignment of revenue
streams since net interest income is under

RAC from banks: Long-term

viability between 10 % and 12 %

—7hth

50th
- = - Linear (75th)
- = - Linear (b0th)
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Figure 54: Evolution of profitability in the next months and main drivers
Source: EBA RAQ for banks [left] and RAQ for market analysts (right).

You expect an overall increase in your bank’s
profitability in the next months

You primarily target this area for increasing
profitability in your bank in the next months:

a. Net interest income

b. Net Fees and Commissions income
¢. Other operating income

d. Operating expenses

e. Impairments

f. Other

—

h W Dec 2014 Agree

L W June 2014 Agree
Dec 2013 Agree

Short term earnings expectations for
banks are:

1. Overall profitability will improve

2. Overall cost efficiency will improve

3. Total revenues will increase

4. Net interest margin will increase

. Provisions/Impairments will increase

W Dec 2014 Agree
B June 2014 Agree
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pressure in the currently low interest rate
environment due to the tightening margin be-
tween deposits and loans (Figure 54] (2.

Selectivity needed in cost cutting

In addition, for the RAQ for banks, the vast
majority of respondents agree that they are
reducing costs through reductions in over-
heads and staff costs. The cutting of non-
profitable units is also another factor men-
tioned, whereas the outsourcing of some of
the administrative and development depart-
ments are the least expected area for reduc-
ing costs (with higher levels of disagreement
from the respondents).

From a supervisory perspective, in the cost-
cutting plans mentioned, banks will need
to take into account possible problems cre-
ated by previous cutbacks due to the growing
need for some specific and definable skills
in certain areas such as cyber-security,
anti-money laundering, internal audit, and
risk management areas (see also Chapter 7.
Consumer issues, reputational concerns and
IT-related operational risks). Many banks are
now involved in outright reductions in oper-
ating cost levels, but also improvements in
cost-efficiency metrics such as the cost-to-
income ratio as initiatives aiming at reducing
their cost base.

[®) When interest rates fall, deposit rates have to remain
non-negative, while loan rates are compressed. A floor on
deposit rates imposes a tightening margin to a deposit-
funded bank that has floating rate loans.

0% 10% 20% 30% 40%

There are prudential risks — primarily op-
erational and strategic risks — which require
supervisors” attention. The simplest chang-
es, and not necessarily the least risky, with
a limited impact on existing business prac-
tices, are driven by front-loaded cuts, for ex-
ample in real estate units or staff expenses.

More fundamental actions change the op-
erating model and processes of banks,
which should ultimately drive a lower staff
requirement in the medium to longer term.
This may affect the organisational structure,
resources and processes, and create less
tangible risks. For example, an ill-executed
cost-reduction programme may lead to le-
gal penalties, the size of which may be easy
to measure. On the other hand, the outcome
of cost-reduction programmes will be more
uncertain when the risks do not only stretch
to the current income statement but also to
the future income-generating capacity in the
form of strategic risk.

Therefore, while acknowledging that well-
implemented change initiatives can have
positive medium-term and long-term impli-
cations for a bank’'s value and capital genera-
tion, it is also important to take into account
that cost-reducing measures can be highly
complex, can require material changes to a
bank’s business model and may pose signifi-
cant risks.
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Figure 55: Return on equity and cost of equity
Source: EBA RAQ for banks.

Your bank can operate on a longer-term basis with
a return on equity (ROE):
a. Below 10 %

b. Between 10 % and 17 %

d. Between 14 % and 16 %

c. Above 16 %

W Dec 2014 Agree
W June 2014 Agree
W Dec 2013 Agree

June 2013 Agree

c. Between 17 % and 14 % ;

In your financial planning you estimate
your bank's cost of equity (COE).

a. You consider cost of equity has dropped
in the past 12 months

b. Your current earnings are covering the
cost of equity

¢. You estimate COE at:

i. Below 8 %
i. Between 8 % and 10 %
ii. Between 10 % and 17 %

jii. Above 12 %

The cost of equity (CoE] is decreasing but
not enough which may make some business
models unviable

In regard to the cost of equity (CoE], in the
RAQ for banks most respondents believe
current CoE to be in the 8-10 % range (a
reduction in comparison with the previous
range, i.e. 10-12 % in December 2013). In ad-
dition, the dispersion decreased, with fewer
respondents answering both additional pos-
sibilities (i.e. CoE between 10 % and 12 % and
CoE above 12 %). A downward trend is clearly
visible, with a reduction of the range 10-12 %
(the same range for the RoE that is expected
a bank can operate on a long-term basis)
and a similar increase of the range 8-10 %.
Moreover, only around 30 % of the respond-
ents agree that their current earnings are
covering the cost of equity (Figure 55).

On the one hand, the number of respondents
that agree that cost of equity has dropped
in the past 12 months has increased. On the
other hand, there are still limited and less
flexible levers available to meet minimum
returns in the context of a general slowdown
in economic activity. Persistently low real
economic growth combined with a low infla-
tion and low interest rate environment may
further affect banks” income and profitability.
At the same time, banks need to provide a re-
turn to investors at, or above, their CoE and
a significant percentage of respondents still
mention a current CoE to be in the 10-12 %
range, which may make some business mod-
els unviable.

0% 20% 40% 60% 80%

W Dec 2014 Agree
W June 2014 Agree
B Dec 2013 Agree
June 2013 Agree

No clear trend of improvement identifiable
for the cost-to-income ratio

The cost-to-income ratio decreased from a
weighted average of 63.1 % in December 2013
to 60.3 % in June 2014. However, it continues
to show higher levels than in previous years
(Figure 56). Interestingly, the 75th percentile
has significantly decreased (from 75 % in De-
cember 2013 to 67.2 % in June 2014) after an
upward trend since March 2010 (from 62.1 %
to 71.6 % in December 2012 and 75 % in De-
cember 2013). The reduction of administra-
tion costs and depreciations has been evident
since June 2011 (- 8 %).

Nevertheless, the top 15 banks still main-
tain an upward trend (weighted average of
67 % in June 2014 and 64 % in June 2013
in comparison with a downward trend since
June 2012 for the remaining banks in the KRI
sample (weighted average of 55 % in June
2014 and 60 % in June 2013). It is obvious
that for a number of banks, the reduction in
administration costs has not been sufficient
to compensate the decrease of total oper-
ating income. The dispersion of the median
by country is high. In June 2014, banks from
seven countries presented median values
of cost-to-income ratios higher than the EU
median of 59 % (Figure 57).

In this context, supervisors need to be par-
ticularly vigilant to moves by banks to stretch
their risk appetite or move outside their
stated risk appetite in terms of both revenue
generation and sustainable cost reductions.

0% 10% 20% 30% 40% 50% 60 %
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Figure 56: Cost-to-income ratio — 5th and 95th percentiles, interquartile range and median,
numerator and denominator trends (December 2009 = 100)

Source: EBA KRI.
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Changes to business models in search of
solid profitability is still not clear

The changing regulatory environment is ap-
plying pressure on the parameters within
which banks have been operating, prompt-
ing a paradigm shift in some metrics and as-
set/liability structures and respective busi-
ness models. At the same time, the fragile
macroeconomic environment in some areas
does not allow for growth of revenues. The
low interest rate environment supports re-
payments by borrowers by reducing interest
costs, but negatively impacts the net interest
margin generation by banks, as banks’ loans
are alsosuppressed. Moreover, the increased
capital which has bolstered the European
banking system and rendered it safer has led
to pressures on the cost of equity. In addition,
the search for yield by investors may lead
them away from bank bonds towards other
asset classes, and sectors such as insurance
or shadow banking. These challenges imply

significant changes to some business models
in search of solid profitability; however, this
search is still not clear for banks that may not
be able to survive in the long run.

The RAQ for banks on changes to business
models show that banks continue to reduce
their intention of making material chang-
es. The main reason is that banks consider
that they have already implemented change
programmes and have adapted to the new
environment. For the minority that envis-
age making changes, the business lines to
be scaled down continue to reflect, to some
extent, the refocusing on core activities and
markets. For this reason, non-domestic ac-
tivities, both within the EU (which has market
fragmentation as a side-effect] and especial-
ly outside the EU, continue to be a prevalent
choice for scaling-down. With respect to the
banks’ earning mix, respondents continue to
anticipate changes in order to match better
their risk-return targets (Figure 58).
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Figure 57: Cost-to-income ratio — KRI by size class (banks by size class according to their aver-
age total assets) and country dispersion (median by country; the name of the country is disclosed

if there are more than three reporting institutions)
Source: EBA KRI.
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Figure 58: Changes to the business model
Source: EBA RAQ for banks.

You envisage making material changes to your
bank’s business model going forward.

a. If yes, business lines to be scaled down would
be (please disagree if you plan to grow):

1. Retail

2. Investment banking/trading across the board

W Agree
3. Trade finance

4. Other wholesale lending (international leasing,

nat M Disagree
shipping, etc)

. Project finance/public sector

6. Non-domestic activities outside the EU
7. Non-domestic activities within the EU
8. Domestic

9. Other
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B Somewhat agree
B Somewhat disagree

With respect to your bank's earnings mix,
you anticipate:

W \gree
I Disagree
a. Changing it to boost profitability
b. Changing it to increase the degree of
earnings predictability
¢. Changing it to match better your
risk-return targets

d. Keeping it unchanged
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With respect to your bank's earnings mix,

W Dec 2014 Agree
you anticipate:

W June 2014 Agree
B Dec 2013 Agree
B June 2013 Agree
a. Changing it to boost profitability

b. Changing it to increase the degree of
earnings predictability

¢. Changing it to match better your
risk-return targets

d. Keeping it unchanged
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/. Consumer Issues, reputational
concerns and I T-related

operational risks

Risks related to detrimental business practic-
es of EU banks have been high on the agenda
of both supervisors and institutions for some
time. The recent substantive materialisation
of these risks, with a further increased fre-
quency and a magnitude of costs of identified
and alleged mis-conduct, have led to wider
debates and further prioritisation of related
risks on supervisory agendas. Since some
banks are coping with further rising materi-
alised and potential redress costs, addressing
these risks has been identified as a priority
not only for soundness of banks, but also for
systemic stability. In addition to conduct con-
cerns, intensity, sophistication and frequency
of information, technology-related operation-
al risks remain a significant concern.

7.1 Consumer issues and
reputational concerns

An increasing scope and numbers of inap-
propriate conduct have already been men-
tioned in previous reports. Adverse practices
of mis-selling of banking and other products
to consumers, failures with regard to rate
benchmark setting processes, violations of
trade sanctions and misconduct related to
foreign exchanges have been identified to
have the biggest impact on the banks con-
cerned.

Many such practices remain an issue of sub-
stantive supervisory concern. The scope of
alleged inappropriate practice remains wider
and additional cases of alleged malpractice
continue to come to the fore in addition to a
range of previously identified or alleged cas-
es of malpractice.

Further widening scope and impact of
inappropriate practices

Responses to the RAQ indicate an ongoing
widening of the scope of banks affected by
conduct concerns, while the magnitude of
financial impact from misconduct increases
at the same time. In the ongoing financial
year, almost all (96 %) participating banks

had to render some compensation, litigation
and similar payments. Thirty-five per cent
of participating banks paid out litigation and
similar payments of over EUR 100 million in
the ongoing financial year, and 16 % had to
render such payments of over EUR 1 billion.
Such high payments have increased substan-
tially; in the December 2013 RAR, only 8 % of
participating banks paid out amounts of over
EUR 1 billion in the respective financial year.

The increasing magnitude of compensation,
litigation and similar payments can signifi-
cantly affect profitability and capital-gener-
ating capacities of banks concerned, and can
also lead to substantial reputational damage.
When taking into account a longer time hori-
zon, it can be noted that since the end of the
financial year 2007/08, 28 % of participating
banks have meanwhile rendered such pay-
ments of more than EUR 1 billion.

Looking forward, uncertainty over the scope
of potential further financial and reputational
impact stemming from pending and poten-
tially new misconduct cases casts a shadow
on banks involved in alleged misconduct, and
reputational and financial concerns are not
expected to abate soon. Accordingly, 68 %
of respondents to the RAQ see an increas-
ing reputational and legal risk in the banking
sector in general, and a negative trend in the
banks” image with public opinion. Such con-
cerns may also impact consumer confidence
and financial stability, and conduct concerns
should therefore remain high on the supervi-
sory agenda.

Provisioning and disclosure of conduct risk

Some growing awareness of conduct risk can
be identified at institutions, and a trend of
modest improvement in provisioning on con-
duct risk indicated in the last risk report is
continuing. Thirty-nine per cent of respond-
ents indicate that they set aside contingent li-
abilities for potential compensation, redress,
litigation, and potentially similar payments.
Only 28 % of respondents set aside such con-
tingent liabilities in the previous RAQ.
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However, it should be noted that banks of-
ten do not capture specific litigation provi-
sions, but appear, rather, to make general
provisions which are internally marked for
litigation purposes, often on a probability-
weighted basis for a range of potential con-
duct costs.

Disclosure on conduct risks remains limited,
albeit improving. Eighteen per cent of re-
spondents indicate that they provide specific
Pillar 3 disclosure, compared to 11 % in the
previous RAQ. Only a minority of respond-
ents (now 39 %, and 38 % in the previous
RAQ) provide estimates on specific contin-
gent liabilities, in spite of International Ac-
counting Standards (IAS) stipulations to set
aside contingent liabilities with no impact on
the income statement if reliable estimates
of actual and potential redress costs cannot
be made and therefore provisions cannot be
recognised. This may be driven by reputa-
tional concerns which may arise when indi-
cating actual and potential redress costs af-
fecting the bank.

An increasing number of respondents con-
sider it necessary to build up contingency re-
serves for related risks, and 37 % of partici-
pating banks are building up such reserves,
compared to 18 % in the previous RAQ. How-
ever, the number is still rather low in light of
elevated risk and the scale conduct of busi-
ness concerns that have in some instances
materialised. Since a large majority of re-
spondents identify increasing legal risk in the
banking sector, building up further contin-
gency reserves should be a priority for insti-
tutions, and an issue of supervisory scrutiny
(Figure 59).

Addressing conduct risk

In line with heightened risks, institutions
should further adjust and improve risk cul-
tures, and strive to further anchor conduct
of business concerns in their governance
and risk management arrangements. These
arrangements in the past often fell short of
preventing issues of conduct concerns from
arising. This includes that banks should take
conduct risk into account in their internal
capital adequacy assessment processes
(ICAAP), irrespective of approaches used
for the purposes of calculating regulatory
capital for operational risk, under which con-
duct risk is usually covered. As regards op-
erational risk, risk models banks use should
capture conduct risk and its events, and it
should also be included in institutions’ stress
testing programmes.

Following the issue of recommendations and
principles on rate benchmark setting by the
EBA and ESMA, administrators of key inter-
est reference rates continue to make signifi-
cant progress in enhancing the governance,
transparency and reliability of their bench-
marks, as also pointed out by the Interna-
tional Organisation of Securities Commis-
sions (I0SCO). The number of panel banks
submitting their data for the Euribor bench-
mark nevertheless has continued to drop.
This is anissue of supervisory concern asitis
increasingly jeopardising the representative-
ness and credibility of this benchmark.

Figure 59: Reputation/legal risk for the banking sector

Source: EBA RAQ for banks.

You see an increase in the fEDUTBtiOﬂ/LGQH\ risk for the baﬂk'\ﬂg sector in =
general and also a negative trend in banks image with public opinion, media

and the political spectrum

i. You are aiming to adjust the culture and risk/conduct governance within the

a. If yes:

W Agree

B Somewhat agree
Somewhat disagree

W Disagree

organisation

ii. You are building contingency reserves

—

0% 5% 10% 15% 20% 25% 30% 35% 40% 4b%

b3



EUROPEAN BANKING AUTHORITY

b4

7.2 Information and
communications technology-
related operational risks

Operational risks related to information and
communications technology for institutions
have increased further since the last risk re-
port. Dependencyonandusage of information
technology continues to grow, for example in
retail payment systems through mobile and
online banking, while IT systems of institu-
tions are becoming increasingly complex and
interconnected. At the same time, IT-related
threats have become more complex and in-
tense. They increasingly target the confiden-
tiality and integrity of information systems,
by, for example, aiming to access institutions’
internal information systems. Sophistication
and intensity of risks is therefore increasing,
and the vulnerability of institutions is grow-
ing as the potential impact of disruptions of IT
systems increases. Accordingly, over 80 % of
respondents to the RAQ agree that increased
sophistication and complexity of threats is
a major challenge to increased resilience
against cyber and IT-related risks. Also, the
European Commission has emphasised cy-
ber risk as a major risk area (°).

Information Systems and Communication In-
frastructures are susceptible to disruptions
caused by a variety of technical and non-
technical issues. Disruptions of IT systems
especially can be caused by cyber and other
malicious attacks upon systems, or by is-

[’} The Commission identifies large-scale cyber-attacks as
one of the main challenges to the EU in the field of secu-
rity. See, for example, ‘Europe’s future security challenges’,
http://europa.eu/rapid/press-release_IP-14-693 en.htm.

sues with legacy and heterogeneous systems.
While legacy and heterogeneous systems
have to be updated or refitted to mitigate risks,
in some cases the update and patch process
itself can lead to disruptions. Such risks can
be increased by an investment backlog. Banks
have been affected by further high-profile at-
tacks such as distributed denial of service
(DDoS), and by other outages. Exposure to
risks appears to be widespread, and indus-
try surveys indicate that more than half of the
world’s largest banks” websites have been hit
by security incidents in the past eight years. In
the retail sector, IT-related attacks like for ex-
ample phishing or drive-by attacks of infected
websites are not only causing financial dam-
age for the institutions concerned, such as
recovery and liability costs, but can also sig-
nificantly undermine consumer confidence in
the institutions concerned, and in the financial
system as a whole.

Responses to increasing risks

An awareness of institutions to the need to
address [T-related risks can be identified,
and 74 % of respondents to the RAQ agree
to have increased spending on IT security
and resilience of IT systems. However, in the
June 2014 RAQ, more respondents (87 %]
indicated to have increased such spending.
Banks’ responses to risks are often aimed at
increasing the resilience of IT systems and
online banking systems against disruptions
such as DDoS attacks. Efforts also include
employing technologies such as transaction-
filtering systems, which can detect and de-
ter potentially fraudulent transactions at an
early stage.

Figure 60: Information technology related operational risk

Source: EBA RAQ for banks.

Your institution is responding to growing information technology related
operational risk, including connectivity and dependency on the Internet and
risks of related malicious attacks (please indicate yes for up to two):

a. Increase spending on IT security and resilience of IT systems

b. Strengthen business continuity plans

\_ [ ] Agree

Disagree

. Integrate IT security and resilience into risk models
d. Enhance IT testing requirements (e.g. Pre-product launches; sharp increase

e. Strengthen governance and risk culture on related risks

_

_
of business volumes)

_

. Cover risks under general operational risks

g. No specific response yet
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The RAQ also shows that institutions’ efforts
to respond to heightened [T-related risks
have become more targeted and focused
(Figure 60). While in the previous RAQ most
respondents indicated risks coverage under
general operational risks as a main response
to growing IT-related risks (64 % of respond-
ents), a higher number of respondents now
indicate more targeted responses. More re-
spondents are strengthening governance
and risk culture on related risks (58 % of
respondents) or are strengthening business
continuity plans (42 %), rather than coverage
of IT risks under a general operational risk
only (21 %).

In an environment of protracted low profit-
ability in the banking sector, it will be impor-
tant to ensure that spending on IT systems
and security are safeguarded against budg-
etary pressures to reduce costs and that
related internal controls remain robust. In-
stitutions should maintain an increased pri-
ority to address related risks and reinforce
IT controls and audits, not least since IT risks
still appears to not sufficiently be understood
across EU banks, and continues to evolve and
become more complex.

Policies, institutions’ approaches to address
IT risks, should be broad-based and not only
focus on prevention of risk, but also on iden-

tification and recovery procedures, as well as
on procedures to response to risks. Policies
and procedures should also reconsider the
relevance of IT risks for all operational pro-
cesses in institutions. IT audits and controls
should cover all parties along the value-add-
ed chain of IT at institutions, such as third-
party IT providers and outsourcing providers.

Supervisory responses

Supervisors are encouraged to ensure that
banks devote adequate resources and due
care in the proper management of their IT
environment and risks. Supervisory efforts
should also be stepped up to fully recognise
[T-related risks, and to factor their mitigation
into regular risk assessments. Mitigation
measures should also include IT inspections
with a necessary scope and depth.

It would also be desirable for more super-
visory authorities to intensify activities re-
lated to the Computer Emergency Response
Teams (CERT]J, which have been launched in
some jurisdictions. Coordination and coop-
eration of authorities involved in addressing
[T-related risks is increasingly important,
not least on a European level. The scale of IT
challenges often exceeds the domestic level
and adequate expertise might be scarce.
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8. Policy implications and possible

Mmeasures

The stress test will inform on a range of su-
pervisory actions. Some capital and liquidity
actions will take place in the short term to
cover shortfalls, but in other cases, weak-
nesses in capital and funding plans may lead
to other types of capital strengthening, in-
cluding restrictions on dividends. In prepara-
tion for the stress test, EU banks have made
significant progress in strengthening their
capital positions. European banks have ac-
complished significant adjustments on the
asset side by cutting risky assets, front-load-
ing impairments and shrinking their balance
sheets. These are positive developments but
there is still no room for complacency. There
is a broad range of other actions that might
be considered including changes to banks’
strategies, reducing concentrations, cost re-
duction and continued cleaning or reduction
of balance sheets by disposing of non-per-
forming and other assets.

The consistency of the calculation of banks’
RWAs remains an area for close supervision
and attention in the near future. A clear pic-
ture of the quality of European banks™ assets
was necessary in order to dispel persistent
concerns and reassure potential investors
about the robustness of the EU financial
system. There is strong evidence that the
EU wide AQR were an important catalyst for
addressing uncertainties surrounding EU
banks’ asset quality in the current context
and that they will support future monitoring
changes in asset quality after the 2014 EU
wide stress test exercise. At the same time,
the consistency of the calculation of banks’
RWAs is another area for close attention and
the EBA is currently developing a wider and
deeper analysis of the RWAs across Euro-
pean banks. The objective is to identify any
material difference in banks’ assessments of
risks and to understand the main drivers of
such differences. The regular benchmarking
exercises will be animportant tool in enhanc-
ing the comparability of the banks” RWAs.

Supervisors need to develop a coordinated
analysis of banks’ business models across
the EU. Some EU banks are facing strong
challenges in adapting to the many changes
derived from the emerging new economic,

regulatory and financial landscape. The EU
banks’ income and profitability levels and
the sustainability of some business models
remain a cause for concern and it is still un-
clear where some EU banks’ future profit-
ability drivers will originate from. Some EU
banks business models are experiencing
pressure through stronger competition and
supervisors are required to have an accu-
rate assessment of core banking risks and to
challenge banks’ business plans. For these
reasons, supervisors will need to assess
banks’ profits and funding models, business
mixes, management strengths and strate-
gies, among other issues, and taking into ac-
count there are banks which are not planning
to change their business model.

The EBA will continue to foster and promote
convergence in European banking regarding
the development of recovery and resolution
plans by institutions. The resolution and re-
covery plans will help the respective bank
and the supervisory authorities in prepar-
ing for crisis situations and potential resolu-
tion of the bank. The resolution and recovery
plans will be also instrumental in assessing
the viability of current business models and
will provide an opportunity to tackle issues
such as banks’ profits and funding models,
business mixes, management strengths and
strategies. The EBA will continue to provide
guidance and assist competent authorities in
the assessment of such recovery plans, and
develop a comprehensive library of recovery
best practices in European banking.

The EBA will continue to be actively involved
in the establishment and monitoring of reso-
lution colleges that will be created under the
BRRD mandate. Resolution colleges will pro-
vide a forum to exchange information and for
the coordination of resolution measures, in
order to ensure coordination at cross-border
or EU level between all the national authori-
ties involved in the resolution of institutions.
In the event of disagreement between nation-
al authorities on decisions to be taken with
regard to institutions, the EBA will have a
role of mediation similar to that which it plays
in supervisory colleges.
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Supervisors should pay additional attention
to monitoring if adequate provisioning for
reputational and legal risks has been made,
and if contingency reserves are being built.
The EU banks’ reputational and legal risks
remain a concern due to potential prudential
impact of conduct-related issues. A number
of detrimental business practices of some
European banks have significantly affected
consumer confidence and had an adverse im-
pact on the respective banks involved. In light
of indications of insufficient and decreasing
disclosure of conduct risks, auditors and su-
pervisors should pay additional attention to
monitoring if adequate provisioning for re-
lated risks has been made. A more general
reassessment of the relationship between
banks and their customers remains a priori-
ty. Further educational efforts to improve the
financial literacy of consumers are also im-
portant. Supervisors should assess whether
prudential risks stemming from banks’ busi-
ness practices are adequately reflected in an
institution’s ICAAP. Likewise, an assessment
of such risks should be increasingly reflected
in the supervisory review and evaluation pro-
cess [SREP).

Supervisors need to develop a coordinated
analysis of IT-related risks and should factor
these risks into regular risk assessments.
IT controls and audits should be reinforced,
and institutions should strive to integrate IT
security and resilience into the risk models
they apply. This includes IT inspections with
a necessary scope and depth, while institu-
tions should give increased priority to related
risks. The evolving nature of IT-related risks
and rapid technological advances highlights
the need for sound management practices
and a strong, professional risk culture which
can swiftly react to new threats and deliver
appropriate levels of employee awareness
about evolving risks.

The need for continued regulatory and su-
pervisory convergence across the EU will
remain a key challenge for the EBA. The in-
stitutional reforms at EU level are crucial in
the establishment of the banking union, in-
cluding the implementation of a more inte-
grated framework for bank resolution and an
appropriate single deposit guarantee system
scheme. A coordinated policy action remains
fundamental for the coherence of the single
market and new regulatory requirements for
banks (for example the CRD IV-CRR and the
BRRD) are fundamental for the ongoing re-
pair of the EU banking system.
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Annex | — Samples

Below is a list of the banks that made up the sample population for the Risk Assessment Ques-
tionnaire (RAQ) and the Key Risk Indicators (KRI).

Risk assessment questionnaire

Bank name Home country
1 Erste Group Bank AG AT
i Raiffeisen Zentralbank AT
3 KBC Group BE
4 Bank of Cyprus Public Company Ltd Y
b Bayerische Landesbank OF
b Commerzbank AG 0E
7 Deutsche Bank AG Dk
8 DZ BANK AG DE
9 Hypo Real Estate Holding OE
10 Norddeutsche Landesbank Girozentrale NORD/LB DF
I Danske Bank A/S DK
12 Alpha Bank AE fL
13 Eurobank Ergasias tL
14 National Bank of Greece EL
15 Piraeus Bank fL
16 Banco Bilbao Vizcaya Argentaria SA £S
17 Banco Santander SA £S
18 BNP Paribas FR
19 Crédit Agricole Group-Crédit Agricole FR
20 Société Générale FR
i OTP Bank NYRT HU
2 Allied Irish Banks plc IE
3 Bank of Ireland IE
2% Gruppo Bancario Intesa Sanpaolo T
5 Gruppo UniCredit I
2 ABN Amro NL
7 ING Groep NV NL
28 Rabobank Group-Rabobank Nederland NL
il ONB Bank NO
30 Banco Comercial Portugués PT
3 Nordea Bank AB (publ) St
3 Skandinaviska Enskilda Banken AB St
33 Svenska Handelsbanken AB SE
34 Swedbank AB St
3 Barclays plc UK
3 HSBC Holdings plc UK
37 Lloyds Banking Group plc UK
3 Royal Bank of Scatland Group plc (The) UK
39 Standard Chartered plc UK
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Key risk indicators (')

Bank name Home country Bank name Home country

T tErste Group Bank AG AT 30 HSBC Holdings Plc 6B
1 Oesterreich Volksbanken AT 3 Royal Bank of Scotland Group PLc (The) 6B
3 Raiffeisen Zentralbank AT 32 Nationwide Building Society 6B
4 KBC Group BE 33 National Bank of Greece GR
b Dexia BE 34 Alpha Bank AE GR
6 Bankof Cyprus CY 35 Piraeus Bank GR
7 Marfin Popular Bank Y 36 EFG Eurobank Ergasias GR
8  DIBANKAG 0t 37 OTP Bank NYRT HU
9 WestlB AG 0F 38 Bankof Ireland IE
10 Landeshank Baden-Wuerttemberg I3 39 Allied Irish Banks ple IE
11 Deutsche Bank AG ]2 40 Gruppo UniCredit T
12 Commerzbank AG DE 41 Gruppo Monte dei Paschi di Siena T
13 Norddeutsche Landesbank GZ DE 42 Gruppo Bancario Intesa Sanpaolo T
14 Bayerische Landesbank Dk 43 Gruppo Banco Popolare T
15 Hypo Real Estate DE 4 Bank of Valletta (BOV) MT
16 Danske Bank A/S 0K 4 ABN Amro NL
17 Banco Santander SA ES 46 ING Groep NV NL
18 Banco Bilbao Vizcaya Argentaria SA £S 47 Rabobank Group-Rabobank Nederland NL
19 laCaixa £S 48 DnBNOR NO
20 Banco Financiero y de Ahorro £S 49 PKO Bank Polski PL
N 0P-Pohjola Group Fl 50 Banco Comercial Portugues PT
27 BNP Paribas FR b Caixa Geral de Depositos PT
23 Crédit Agricole Group-Crédit Agricole FR b2 Espirito Santo Financial Group (ESFG) PT
2 Société Générale FR 63 Skandinaviska Enskilda Banken AB S
25 Credit Mutuel FR b4 Nordea Bank AB (publ) St
26 Group BPCE FR 85 SWEDBANK AB SE
27 Barclays Plc 6B b6 Svenska Handelsbanken St
28 Lloyds Banking Group Plc 6B 57 Nova Ljubljanska Bank (NLB) Sl
29 Standard Chartered Plc 6B

(") During recent years there have been a small number of changes in the
data basis delivered by the banks, e.g. banks in restructuring are not further
considered.
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