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Executive summary

EU banks assets rose by 3 % between
June 2018 and June 2019. The increase was
driven mainly by the growth in loans and ad-
vances and debt securities. Loans to house-
holds increased by 3.4 %, strongly supported
by consumer lending (+ 5.3 %). Lending to
non-financial corporations (NFCs) grew by
2.8 %, with a particularly strong increase in
small and medium-sized enterprise (SME]
lending (3.1 %). Although its expansion was
rather subdued in 2019, commercial real es-
tate exposures [CREs) were the segment with
the biggest growth rates along with SME and
consumer credit since 2014. Banks’ focus on
rather riskier segments shows their search
for yield in an environment of low interest
rates and shrinking margins.

Asset quality has continued to improve, al-
though at a slower pace compared to previ-
ous years. The non-performing-loan (NPL]
ratio declined from 3.6 % in June 2018 to 3 %
in June 2019. The coverage ratio contracted
by 110 basis points (bps) to 44.9 % at the same
time. A comparison of the movements of NPL
and coverage ratios indicates that banks that
consistently apply timely and higher provi-
sioning policies might be ina better position to
dispose of NPLs, as sufficient coverage low-
ers the effect of disposals on capital. Looking
ahead, even though banks plan to increase
loanvolumes, they are at the same time more
pessimistic about asset-quality prospects.
Responses to the risk-assessment question-
naire [RAQ) show that an increasing percent-
age of banks expect a deterioration of asset
quality for the major segments. The focus
on riskier exposures over the past few years
combined with a weakening macroeconomic
outlook might complicate further asset qual-
ity improvement.

Funding conditions have improved, sup-
ported by yields at historical low levels and
narrowing spreads. The volatility registered
in the last quarter of 2018 and the beginning
of 2019 receded as expectations of further
monetary-policy —accommodation arose.
In this context, banks have progressively
moved their focus in primary-market activ-

ity from covered bonds towards minimum
requirement for own funds and eligible lia-
bilities (MREL]) instruments. The decrease in
rates have also led some banks to charge or
consider charging negative rates to NFCs and
households deposits above certain thresh-
olds.

After material progress over the past few
years, the Common Equity Tier 1 (CET1)
ratio remained broadly unchanged year
on year (YoY), standing at 14.4 % on a fully
loaded basis as of June 2019. This period
was characterised by a parallel increase of
risk-weighted assets (RWAs] (2.5 % YoY) and
CET1 (3 % YoY). Credit risk, which makes up
80 % of total RWA, increased by roughly 2.3 %
since June 2018. This is lower than the growth
in total assets (3 %) and even significantly
less than the rise in total loans (3.5 %). These
developments indicate that credit RWAs are
driven not only by trends in banks’ assets, but
also by changes in the composition of banks’
exposures and risk parameters. Buffers ap-
plied for other systemically important insti-
tutions (OSlI) vary widely among countries,
partly indicating differences in the structure
of national banking systems, but also indicat-
ing no harmonised application.

Profitability remains at low levels and, for
many banks, return on equity (RoE]) is still
below their cost of equity (CoE). The RoE for
EU banks decreased slightly from 7.2 % to
7% in 2019. The deteriorating macroeconom-
ic environment along with low interest rates
and intense competition not only from banks,
but also from financial technology (FinTech)
firms and other financial players is expected
to add further pressure to bank profitability.
In this challenging environment, banks point
at the streamlining of operating expenses as
the main area to improve profitability. How-
ever, over the past few years banks have
struggled to adapt the evolution of their op-
erating expenses to the fall in net operating
income.

The pervasiveness of technology in digi-
talised banking and increasing numbers of
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money laundering/terrorist financing (ML/
TF) cases are some of the key drivers for
constantly elevated operational risk. De-
spite the decline in losses related to opera-
tional risks, the increasing sophistication of
technology in banking and payment services

poses a challenge in terms of ICT systems
management and data protection. Cyber-
attacks and data breaches represent major
concerns for banks. In addition, the occur-
rence of ML/TF scandals may imply corre-
sponding legal and reputational costs.
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Introduction

This report describes the main developments
and trends in the EU banking sector since the
end of 2018 and provides the European Bank-
ing Authority (EBA) outlook on the main risks
and vulnerabilities ). As in 2018, the No-
vember 2019 risk assessment report (RAR)
is published along with the EU-wide 2019
transparency exercise.

e The RAR is based on qualitative and
quantitative information collected by the
EBA. The report’s data sources are the
following:

e EU supervisory reporting,

e the EBA RAQ (addressed to banks and
market analysts),

e market data as well as microprudential
qualitative information and supervisory
college information.

The RAR builds on the supervisory reporting
data submitted to the EBA on a quarterly ba-
sis by competent authorities for a sample of
183 banks from 30 European Economic Area
(EEA] countries (147 banks at the highest EU
level of consolidation from 27 countries) (2.
Based on total assets, this sample covers
about 80 % of the EU banking sector. In gen-
eral, the risk indicators are based on an un-
balanced sample of banks, whereas charts
related to the risk indicator numerator and
denominator trends are based on a balanced
sample. The text and charts in this report

(") 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 Authority), and amended by Regulation (EU]
No 1022/2013 of the European Parliament and of the Coun-
cil of 22 October 2013.

[?] Data as of the reporting date 30 June 2019.

refer to weighted-average ratios if not other-
wise indicated [%).

The RAQ is conducted by the EBA on a
semi-annual basis, with one questionnaire
addressed to banks and another addressed to
market analysts (*). Answers to the question-
naires were provided by 65 European banks
(Annex I) and 13 market analysts during Sep-
tember and October 2019. The report also
analyses information gathered by the EBA
from informal discussions as part of the reg-
ular risk assessments and ongoing dialogue
on risks and vulnerabilities of the EU bank-
ing sector. The cut-off date for the market
data presented in the RAR was 30 Septem-
ber 2019, if not otherwise indicated.

The EBAis disclosing, in parallel with the RAR,
bank-by-bank data as part of the 2019 EU-wide
transparency exercise for four reference dates
(September 2018, December 2018, March 2019
and June 2019). The transparency exercise
is part of the EBA's ongoing efforts to foster
transparency and market discipline in the EU
internal market for financial services, and
complements banks’ own Pillar 3 disclosures,
as set out in the EU’s capital requirements di-
rective (CRD). The sample in the 2019 trans-
parency exercise includes 131 banks at the
highest EU level of consolidation, from 27 EEA
states (5]. The EU-wide transparency exercise
fully relies on supervisory reporting data.

[’} There might be slight differences between some of the
risk indicators covered in the Q2 2019 version of the risk
dashboard, published on 4 October 2019, and this report
as a result of data resubmissions by banks. The EBA risk
dashboard is available online (https://www.eba.europa.eu/
risk-analysis-and-data/risk-dashboard). The annex to the
risk dashboard also includes a description of the risk indica-
tors covered in this report and their calculation, and further
descriptions are available in the EBA's guide to risk indica-
tors (http://www.eba.europa.eu/risk-analysis-and-data/risk-
indicators-guide).

[} The results of the RAQ are also published separately,
together with the EBA's risk dashboard, on a semi-annual
basis.

[’} A list of banks covered by supervisory reporting, by
transparency exercise and by RAQ is included in Annex |.


https://www.eba.europa.eu/risk-analysis-and-data/risk-dashboard
https://www.eba.europa.eu/risk-analysis-and-data/risk-dashboard
http://www.eba.europa.eu/risk-analysis-and-data/risk-indicators-guide
http://www.eba.europa.eu/risk-analysis-and-data/risk-indicators-guide
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1. Macroeconomic environment
and market sentiment

In 2019, the combination of weaker economic
indicators, an escalating trade conflict be-
tween the United States and China, geopoliti-
cal tensions in different regions such as the
Middle East and Asia, the prolonged Brexit
negotiations and political uncertainty in some
Euro area countries have deteriorated the
world economic outlook. RAQ responses also
confirm that the geopolitical risks and politi-

Figure 1: Euro STOXX volatility index
Source: Bloomberg, EBA calculations

26
4

31 Dec 2018
31 Jan 2019
28 Feb 2019
31 Mar 2019
30 Apr 2019

Subdued economic growth

These developments have also resulted in
downward revisions of growth forecasts.
Global growth is estimated to slow to levels
not seen since the financial crisis, reaching
2.9 % in 2019 and 3.0 % in 2020 (¢). Invest-
ment and demand for consumer durables
have been subdued across advanced and
emerging market economies (EMEs), mainly
because firms and households continue to
hesitate on long-term spending.

Similar to the global developments, gross
domestic product (GDP) growth remains
subdued in the EU. It was recently revised
downwards and is now projected to stand at
1.4 % in 2019, 2020 and 2021, according to the

(¥} Organisation for Economic Cooperation and Develop-
ment (OECD) Interim Economic Outlook (September 2019).

cal uncertainty both inside the EU (38 % of
market analysts) and outside the EU (46 %
of market analysts) negatively influence the
market sentiment. These developments have
in turn affected financial markets, which have
experienced several periods of elevated mar-
ket volatility in 2019 (Figure 1). During the sec-
ond half of 2019 volatility has resurged to lev-
els experienced at the beginning of the year.

31 May 2019
30 Jun 2019
31 Jul 2019
31 Aug 2019
30 Sep 2019

European Commission forecasts (7). Low in-
terest rates, modest fiscal easing and wage
growth are supporting household consump-
tion in the EU. Nevertheless, weak external
demand and low confidence put downward
pressure on investment and exports.

The labour market in the EU has continued to
improve. In the second quarter (Q2) of 2019,
employment increased by 1 % compared to
the previous year. In line with the economic
outlook, employment growth is expected to
be more moderate. Currently, a major risk
for the positive labour market conditions is
a slowdown in the manufacturing sector and
its spill over to the service sector.

[’) European Economic Forecast (Autumn 2019).



RISK ASSESSMENT OF THE EUROPEAN BANKING SYSTEM

Increased levels of corporate debt poses an
imminent risk

The outstanding amount of debt securities is-
sued by NFCs inthe Euro area has almost dou-
bled in the last 10 years, rising from EUR 0.8 tn
to EUR 1.4 tn (Figure 2). An adverse develop-

ment in the world economy could reduce NFC
earnings significantly, which could trigger a
loss of market confidence and consequently
a widespread sell-off of corporate debt. This
might particularly affect non-investment-
grade corporate debt and further amplify a
recession or a sharp slowdown of growth.

Figure 2: Debt securities issued by NFCs by currency denomination in the Euro area

Source: ECB, EBA calculations
EUR bn
1,600
1,400
1,200
1,000
800
600
400
200

0

Dec-09

Downside risks are on the rise

Looking forward, downside risks are in-
creasing. Uncertainty about trade policies
continues to increase. Currently, politically
unstable and indebted emerging markets,
for example Turkey, are the most affected.

United Kingdom withdrawal from the EU
(Brexit): short-term financial stability
risks and preparedness for a ‘cliff-edge’
scenario

The EBA, in coordination with the other
European Supervisory Authorities [(ESA)
and the EU Commission, is closely moni-
toring Brexit-related developments to un-
derstand the potential risks. In particular,
the EBA has focused on the need for effec-
tive preparations by the industry, and has
supported this work by issuing a number
of Opinions and communications (8] Whilst

() See respective documents as published by the EBA,
https://eba.europa.eu/documents/10180/1756362/EBA
+Opinion+on+Brexit+lssues+%28EBA-Op-2017-12%29.
pdf, https://eba.europa.eu/documents/10180/2137845/
EBA+Opinion+on+Brexit+preparations+%28EBA-
Op-2018-05%29.pdf,  https://eba.europa.eu/-/the-eba-
calls-for-more-action-by-financial-institutions-in-
their-brexit-related-communication-to-customers,
https://eba.europa.eu/-/eba-recommends-maintaining-
protection-of-depositors-in-case-of-a-no-deal-brexit,
https://eba.europa.eu/documents/10180/2988067/
EBA+Communication+on+Brexit.pdf

Other currencies

However, the development can spread fur-
ther across emerging, but also developed
markets. In addition, in the case of a no-
deal Brexit, the growth outlook of the United
Kingdom and EU would further deteriorate
and increase political uncertainty in the
short term.

the EU considers that the best approach is
an orderly Brexit through the ratification
of the Withdrawal Agreement, firms still
need to prepare for all outcomes, includ-
ing a possible no-deal Brexit on 31 Janu-
ary 2020.

In the June 2018 Opinion, the EBA outlined
specific areas of concern (or risk chan-
nels) that financial institutions should duly
consider in their contingency planning in
the event of a United Kingdom withdrawal
without an agreement, including: access to
financial market infrastructure; ability to
perform contractual obligations under the
existing contracts, including performance
of ancillary services or actions; access to
funding markets; transfer and storage of
personal data; use of United Kingdom law
in issuances of MREL eligible instruments
- all without a need for public sector so-
lutions, and since the prime responsibility
for Brexit preparedness is with firms. Fur-
thermore, the EBA stressed that financial
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institutions should identify and seek all
necessary authorisations and regulatory
permissions/approvals both in the United
Kingdom and the EU27 in order for them to
be in place by January 2020.

The EBA has also emphasised the need
for appropriate communication to custom-
ers, especially retail customers, by the af-
fected institutions. These messages were
further reinforced in the additional public
communication in December 2018. Moreo-
ver in October 2019, the EBA published a
communication highlighting that effective
contingency planning efforts must contin-
ue, to ensure that assets, appropriate staff
and data are in place to support relevant
authorisations and to ensure that adequate
customer communications are made.

The EBA, together with the competent
and resolution authorities, has continued
to monitor progress since the June 2018
opinion. Based on the EBA’s observations,
in response to that Opinion, there has been
progress by financial institutions in many
areas. Supervisors inform the EBA that
contingency planning has advanced and
that significant more institutions have im-
plemented the necessary parts of their
contingency plans. In particular, more in-
stitutions have applied for the necessary li-
cences and are in the process of relocating
their businesses. They claim to have made
progress in diversifying access to funding,
introducing contractual bail-in clauses into
newly issued MREL instruments and in-
troducing contractual clauses to facilitate
data transfers.

Inthe area of clearing, namely on how to ad-
dress the stock of centrally cleared deriva-
tives, where there was a financial stability
risk in case of no-deal Brexit, the Commis-
sion, working with ESAs, has adopted a
time-limited and strictly conditional equiv-
alence decision, followed by temporary

Monetary policy moving towards more
easing

In September 2019, the European Central
Bank (ECB) announced the final terms of the
new series of targeted longer-term refinanc-
ing operations (TLTRO Ill], the restart of the
Asset Purchase Programme and a further
cut in the interest rate of the deposit facility
by 10 bps. The aim is to preserve favourable
bank lending conditions and support the ac-

recognition by ESMA of the United Kingdom
based CCPs.

The EBA's Opinions and communica-
tions remain valid and the EBA stresses
the importance of avoiding empty shells
by ensuring that the movement of people,
assets, data and business effectively fol-
lows relevant authorisation requests and
is duly supervised in the EU. The EBA has
also insisted upon the need for industry to
continue with customer communications
in relation to areas that may be affected
due to a no deal Brexit, such as in relation
to payments services or to issues related
to the Funds Transfer Regulation, under
which important client detail updates may
be required. The EBA has strongly advised
industry to use the time afforded during the
extension period to close such gaps and
engage in customer communications ac-
cordingly, without relying on further public
measures.

Furthermore the EBA also highlighted the
need for adequate depositor protection and
recalls the December 2018 communica-
tion (°) which called upon Deposit Guar-
antee Schemes Designated Authorities
(DGSDAS) to ensure that depositors in the
branches of the UK credit institutions in the
EU are adequately protected by the EU de-
posit guarantee schemes (DGSs), in case of
a withdrawal of the UK from the EU with no
ratified agreement in place.

In addition to these areas the EBA has
highlighted other potential risks which
may stem from market volatility and turbu-
lence, should such cliff edge scenario ma-
terialise, and also its interaction with other
known economic vulnerabilities. Such tur-
bulence may affect liquidity, thus financial
actors should be considering this in their
planning.

[’} See https://eba.europa.eu/-/eba-recommends-main-
taining-protection-of-depositors-in-case-of-a-no-deal-
brexit

commodative stance of monetary policy. In
the United States, the Federal Reserve ('the
Fed’) lowered its interest rate for the third
time in 2019 (a cut of 0.25 %) and suggested a
pause in cuts in the near future.

Bank valuations constantly under pressure
Equity prices have, in general, increased in

both the EU and the United States (Figure 3J,
yet the stocks of banks have underperformed
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those of NFCs. This is not least related to  trading at a price to book (PtB] ratio above 1
a generally subdued profitability outlook  decreased from 55 % in September 2017 to
linked to, among other aspects, decreas- 28 % in September 2019 (Figure 3). For Unit-
ing margins, high cost structures, ongoing  ed States banks, the share of banks trading
business model adjustments and the chal-  at a PtB ratio above 1 also decreased but at
lenges related to digitalisation and FinTech ~ a much slower pace than EU banks’ percent-
(see textbox on FinTech in Chapter 5.1). Mar-  ages: 98 % in September 2017 to 81 % in Sep-
ket data shows that the share of EU banks  tember 2019.

Figure 3: United States and EU equity price indices (left] and share of United States and EU
banks with a PtB > 1 [right)
Source: Bloomberg, EBA calculations [1°)

Index
190 100%
125
120 80%
115
110 60%
105
95 — S&P-500 Index
920 Eurostoxx 600 Bank 0
8 —— Eurostoxx 50 !
—— Dow Jones Bank
80
= 0%

EU banks US banks

31 Dec 2018
31 Jan 2019
28 Feb 2019
31 Mar 2019
30 Apr 2019
31 May 2019
30 Jun 2019
31 Jul 2019
31 Aug 2019
30 Sep 2019

W sep-17 sep-18 M sep-19

(%) EU banks sample is composed of 47 banks and the United States banks sample of 63 banks. Equity prices indexed to 100
at 2 January 2019.
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2. Asset side

EU banks’ balance sheet deleveraging end-
ed as banks increased their total assets by
3 % between June 2018 and June 2019. This
was strongly supported by growing loans
and advances, which form the biggest share
of banks™ assets. Asset quality has further
improved, albeit at a decreasing pace com-
pared to previous years. Although there is
still significant dispersion in NPL ratios,
countries with heightened NPL ratios have
managed to decrease considerably both
NPLs volumes and ratios. Nonetheless, the
expansion of certain segments, in particu-
lar of unsecured exposures with histori-
cally higher delinquencies, not least driven

Figure 4: Trend of total assets volumes (EUR tn)

Source: EBA supervisory reporting data
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Loans and advances, which have the biggest
share in total assets (63 %), increased by
EUR 650 bn (or 3.5 % YoY] driven by economic
recovery, lower unemployment, strength-
ened consumer confidence and low interest
rates in many countries [(see Chapter 1) ().
The latter has in some cases induced a
search for yield, implying in particular an in-
crease in riskier exposures.

Debt securities, which represent about 13 %
of total assets, have also reversed their for-
mer downward trend and recorded the high-
est YoY increase (5.5 %). This increase is
not least explained by banks’ growing expo-
sures to credit institutions (+ 6 %) and other

(") Data is based on Template 01 of financial supervisory
reporting (Finrep), i.e. carrying amounts.

by banks’ search for yield pose a significant
risk going forward.

2.1. Asset volume developments
The end of the EU banks’ deleveraging cycle

Data indicates that, following the delever-
aging cycle of the EU banking sector in the
preceding years, asset volumes increased by
3 % between June 2018 and June 2019. As of
June 2019, total assets of the banks covered
by this report amounted to EUR 30.8 tn, up
from EUR 29.9 tn a year ago (Figure 4).

Mar-17
Jun-17
Sep-17 I
Dec-17 I

Mar-16

Jun-18
Sep-16 I

Oec-16
Mar-19 I
Jun-19

financial corporations (+ 6.5 %). Derivatives
grew by 5.4 % YoY, reflecting an increase by
EUR 130 bn. On the contrary, equity instru-
ments and cash balances decreased by 5.7 %
and 4.6 %, respectively (both YoY] (Figure 5).

Looking at longer-term trends, the composi-
tion of the asset side of the EU banking sec-
tor has not materially changed compared to
2014. Measured as a share of total assets,
the biggest changes since then have taken
place in loans (increasing from 58 % to 63 %),
derivatives (decreasing from 14 % to 8.2 %)
and cash balances (increasing from 4.5 %
to 8.2 %). Valuation effects can have a big-
ger impact on the share of derivatives than
on other financial assets. The change in
cash balances is mainly explained by banks’
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growing holdings of liquid assets with cen-
tral banks, driven by an expansionary mon-

etary policy. All other classes have remained
roughly the same.

Figure 5: Trend of volumes by asset composition and percentage of total assets (EUR tn and %]

Source: EBA supervisory reporting data
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SMEs, CREs and consumer credit led the
growth in loans and advances

Looking at the loan portfolio composition and
trends in more detail, data shows that house-
hold exposures have the biggest share in total
loans and advances (37 %) followed by NFC
lending (31 %). These two segments have ex-
panded by 3.4 % and 2.8 % YoY respectively (2.
In contrast, after a 3-year expansion period,

exposures to central banks, which have a
share of 12 % in total loans and advances, de-
clined between June 2018 and 2019 (- 5.2 %),
presumably reflecting the effect of negative
rates for deposits held at some central banks
(Figure 6). At segment level, consumer credit
led the increase in household lending (5.3 %
YoY), while loans to large corporates (3.6 %
YoY) and SMEs (3.1 % YoY] were the main driv-
ers of the increase in NFC lending.

Figure 6: Evolution of breakdown of loans and advances (EUR tn)

Source: EBA supervisory reporting data
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("?) Data is based on gross carrying amounts as reported in
Template 18 of Finrep.
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The increase in economic activity combined
with the general trend of search for yield
and a focus on the rather riskier segments
is also reflected in longer-term trends. Data
indicates that EU banks have been extending
lending to particular segments, such as con-
sumer credit, SME or CRE faster and more
extensively than to other segments. Since
2014, the growth of these segments exceed-
ed 20 %. This trend could be seen in most
countries, excluding those that have largely

deleveraged their banking sectors over the
last few years, such as Cyprus, Greece and
Ireland. However, despite their heightened
growth, these segments make up around
one third of the total loans to households and
NFCs as of Q2 2019. Related to large corpo-
rates, more attractive and easier access to
alternative sources of funding through capi-
tal markets might have contributed to the
decrease of banks’ lending towards this seg-
ment (Figure 7).

Figure 7: Evolution of segments of loans and advances valued at amortised cost
(December 2014 = 100) and distribution of loans and advances by segments as of June 2019

Source: EBA supervisory reporting data
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Data also shows that the composition of loans
and advances differs widely across countries.
Mortgage lending, which represents on EU av-
erage the biggest share of total loans and ad-
vances to NFCs and households, ranges from
18 % (Luxembourg) to 54 % (United Kingdom).
Exposures to large corporates are compara-
tively high in larger banking sectors, such as
Germany, France and the United Kingdom. It
might be explained by the fact that banks in

W SMEs CREs M Large Corporates

B Mortgages B Consumer Credit I Other Household Lending

these Member States serve large corporates
which are domiciled there through commer-
cial and investment banking. As regards con-
sumer lending, its share is particularly high in
centraland eastern European (CEE) countries.
In some of these, for instance Bulgaria, Esto-
nia and Latvia, as well as in countries such as
Greece, Italy and Portugal, SME lending is of
significant importance due to the relevance of
SMEs in these economies (Figure 8).
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Figure 8: Distribution by segment of loans and advances to NFCs and households valued at

amortised cost by country — June 2019
Source: EBA supervisory reporting data
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Looking forward, banks’ responses to the
RAQ show that more than 80 % of them plan
to increase their consumer credit, residential
mortgage and SME exposures. The share of
banks aiming to increase their household ex-
posures (i.e. consumer credit and residential
mortgages) has gradually increased over the
past 2 years (Figure 9). Most of the analysts

expect an increase in lending to households
and SMEs. However, they assume that CRE
and corporate lending growth will be sub-
dued in the next 12 months: around 60 % of
the analysts expect banks to reduce their
CRE exposures. About 40 % expect a reduc-
tion in corporate lending, a significant in-
crease compared to 2 years ago (5 %).

Figure 9: Portfolios EU banks plan to increase (left) or decrease (right)

Source: EBA RAQ for banks [extracts)
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Exposures to non-EU countries and
emerging market economies (EMEs) remain
significant

EU banks have substantial exposures to non-
EU countries. As of June 2019, EU banks report-
ed a gross carrying amount of EUR 6.33 tn in
loans and debt securities, up from EUR 5.85 tn
a year earlier, marking an 8.4 % increase YoY.
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Exposures to NFCs accounted to for the big-
gest portion of non-EU exposures (EUR 1.73 tn)
followed by exposures to other financial insti-
tutions (EUR 1.20 tn). The highest non-EU ex-
posures of EU banks were reported towards
United States counterparties (EUR 2.13 tn] fol-
lowed by counterparties from Japan and Hong
Kong, with amounts of about EUR 0.47 tn and
EUR 0.46tn, respectively (Figure 10).
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Figure 10: Total loans and advances and debt securities to non-EU countries (EUR tn, for the top 10

non-EU countries of the counterparty) - June 2019

Source: EBA supervisory reporting data

EME exposures performance are highly cor-
related with global economic growth and
other economic developments. In this regard,
events that may weigh on the global econo-
my, such as trade tensions or changes in US
dollar (USD] interest rates, make these ex-

posures particularly vulnerable. EME expo-
sures (] accounted for around EUR 1.24 tn,

United States
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Switzerland
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Canada

marking a 4.7 % increase from EUR 1.18 tn
in June 2018. Out of these, the highest expo-
sures were towards China (EUR 231 bn) ("),
Brazil (EUR 204 bn) and Mexico (EUR 196 bn)
(Figure 11). The bulk of EME borrowers were
NFCs (37 % of total exposures), followed by
households (18 %) and general governments
(16 %).

Figure 11: European banks' EME exposures trend (EUR bn)

Source: EBA supervisory reporting data
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[} EMEs include in the following analysis the following
countries: Argentina, Bangladesh, Brazil, Chile, China, Co-
lombia, India, Indonesia, Malaysia, Mexico, Pakistan, Peru,
Philippines, Russia, South Africa, Thailand, Turkey, Ukraine
and Venezuela.

(*) Values for China exclude Hong Kong.
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Within the EU, nearly 70 % of total EME ex-
posures were held by banks domiciled in
Spain (EUR 471 bn) and the United Kingdom
(EUR 375 bn). Spanish banks have material ex-
posures to Brazil, Mexico and Turkey, whereas
United Kingdom banks exposures are concen-
trated in China and India. Besides Spain and

Fair value exposures and levels: no major
changes in recent quarters

The distribution of financial assets among
different accounting portfolios has been
stable during the past few years. In
June 2019 financial assets accounted for
around 95 % of the total assets. Of these,
72 % were measured at amortised cost,
21 % at fair value through profit and loss
(P&L) and 6 % at fair value through other
comprehensive income (OCI). In Denmark,
mortgage loans are widely measured at
fair value through P&L, to avoid accounting
mismatches between the asset and liabil-
ity side (). Banks domiciled in Germany,
France and the United Kingdom have a
high share of their financial assets meas-
ured at fair value through P&L, driven by
the banks’ comparably large trading expo-
sures (Figure 12).

With the total amount of fair-valued assets
in the EU reaching EUR 8.1 tn in June 2019,
the levels of input parameters to respec-
tive valuations remains a key concern.

the United Kingdom, elevated EME exposures
relative to banks’ total exposures are also
observed in banks domiciled in Hungary and
Austria (6 % and 4 %, respectively, mainly due
to Russian exposures); Italy (3 %, mainly driv-
en by Turkish exposures) and the Netherlands
(3 %, driven by exposures to China).

Based on the International Financial Re-
porting Standard (IFRS) 13, which defines
different levels of input parameters for
the valuation of such instruments, one
third of these exposures is valued apply-
ing Level 1 (L1) input. The remainder are
Level 2 (L2) and Level 3 (L3) instruments,
for which quoted prices are not available
in active markets.

As of June 2019, L2 and L3 instruments
represented 64.4 % and 3.2 % of fair-
valued financial assets respectively and
80.9 % and 3.4 % of total fair-valued fi-
nancial liabilities. Derivatives accounted
for around 45 % of L2 and L3 for the asset
side, and for slightly above 50 % for the li-
ability side. The data implies that the share
of exposures, for which the application of a
valuation model is needed, and which are
as such subject to model uncertainty, re-
mains significant. Also in times of stress
these products might face illiquid markets,
implying that banks holding such assets
might not dispose them of, which adds to
the uncertainty linked to their valuations.

Figure 12: Distribution of financial assets by accounting method by country — June 2019

Source: EBA supervisory reporting data
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(*) See the Association of Danish Mortgage Banks' re-
sponse to the public consultation on the Green Paper on
long-term financing of the European economy (https://
ec.europa.eu/finance/consultations/2013/long-term-
financing/docs/contributions/registered-organisations/
association-of-danish-mortgage-banks_en.pdf).
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Figure 13: Distribution of assets at fair value measurement by level

Source: EBA supervisory reporting data
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Sovereign exposures remain stable

As of June 2019, the total exposures to
sovereign entities of EU banks stood at
EUR 4.15 tn, slightly up from June 2018
(EUR 4.13 tn). The largest share of sovereign
exposures were measured at amortised cost
(41 %), followed by fair value through OCI
(30 %) and fair value through P&L (25 %) ().
Given their relatively high weight, fair-val-
ued sovereign exposures can substantially
affect banks” P&L and equity in times of el-

Level 7 M Level 3

evated volatility of country specific risk pre-
miums. The impact from respective sover-
eign spread movements could be amplified
by the fact that around 40 % of sovereign
exposures have a maturity of 5 years and
more, which are more vulnerable to inter-
est rate moves than short-term exposures.
In contrast, 15 % of the sovereign exposures
had a maturity of less than 3 months. The
breakdown by maturity of these exposures
have been stable in the past few quarters
(Figure 14).

Figure 14: Breakdown of accounting treatment (left] and maturity (right) of sovereign exposures

(%) — June 2019

Source: EBA supervisory reporting data
4%
40%
30'%
30%
1%
0%
16%

10%

4%
6%
0% .

Fairvalue  Fairvalue  Amortised Other Financial
through P&L  through OCI Cost Assets

41%

30%
5%

(¢) Difference to 100 %: exposures, which are for instance
valued according to particular national generally accepted
accounting principles (NGAAP).

5%

0

15%

15% 14%
12%
10% 10%
8%
. I
0%

0-3M 3M-TY TY-2Y  2Y-3Y  3Y-bY BY-10Y 10Y-more



RISK ASSESSMENT OF THE EUROPEAN BANKING SYSTEM

As of June 2019, 42 % of banks” sovereign ex-
posures were towards domestic counterpar-
ties, down from 46 % 1 year ago. This trend
indicates that the link between banks and

their domestic sovereigns weakened some-
how, but still remains a potential source of
risk (Figure 15).

Figure 15: Sovereign exposures (EUR bn) and country distribution by domicile (%) — June 2019

Source: EBA supervisory reporting data
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2.2. Asset-quality trends
NPL ratio decreasing, but at a slower pace

In June 2019, the NPL ratio stood at 3 %, down
from 3.6 % in June 2018, the lowest since the
NPL definition was harmonised across Euro-
pean Member States in 2014 (when it stood at

6.5 %, as of December 2014). The NPL ratio has
improved by an average of 75 bps each year,
however the pace of adjustment has decreased
in the recent quarters (the ratio decreased by
60 bps in the last year] (7). The improvement in
the ratio is mostly attributed to the reduction
of the gross carrying amount of NPLs, which
in June 2019 stood at EUR 635 bn; around

Figure 16: Quarterly trend in NPL and non-performing exposure (NPEs] ratios (%) and NPL
volumes (EUR bn] (left) and NPL volumes and total loans (December 2014 = 100, right]

Source: EBA supervisory reporting data
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[7) See EBA 'Report on NPLs. Progress made and chal-
lenges ahead’, https://eba.europa.eu/eba-shows-efforts-
improve-eu-banks%E2%80%99-asset-quality-have-prov-
en-successful-pockets-risks-remain
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EUR 112 bn less than 1 year before. Since 2014,
NPLs have almost halved (EUR 1.2 tn). Increas-
ing total loan volumes have also helped reduc-
ing the ratio (Figure 16 and see Chapter 2.1 on
the loan volume growth).

Within the EU, all but three countries have
reported an improvement in their NPL ra-
tio during the last year. Some of the biggest
declines were reported from those facing

the highest NPL ratios. Cyprus reported the
biggest reduction, close to 13 pp, followed
by Greece with 6 pp. Banks in Ireland, Por-
tugal and Slovenia reported improvements
of around 3 pp during the same period. Italy,
which had the highest volume of NPLs in ab-
solute terms, reported a decrease of around
2 pp, and its NPL ratio stood at 7.9 %. Despite
this broad reduction, NPLs remain unevenly
distributed within the EU.

Figure 17: NPL ratios by country in June 2018 and June 2019 (%) and pp change between June 2018

and June 2019
Source: EBA supervisory reporting data
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Banks with higher NPL ratios have a higher
share of NPLs past due more than 5 years

Early acknowledgement of problematic loans
and appropriate intervention measures are
crucial in keeping NPL levels low. In this re-
gard, substantial progress has been made in
dealing with legacy assets across all coun-
tries. The breakdown of NPLs by their vintage
shows a general downward trend of NPL vol-

NPL ratio Jun-18

NPL ratio Jun-19

umes across all past-due buckets. The fallin
NPL volumes is especially pronounced in the
bucket past due by more than 1year. This has
led to an increasing share of NPLs classified
as unlikely to pay (UTP) and less than 90 days
past due within NPLs. As of June 2019, this
category accounted for 41 % of total NPLs,
while 14 % were past due between 90 days
and 1 year, and 46 % were past due for more
than 1 year (Figure 18]).
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Figure 18: NPL volumes (EUR bn) by past-due category and yearly trend of EU NPL ratio (%)

Source: EBA supervisory reporting data
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Countries with lower NPL ratios generally
report a larger share of NPLs in the UTP
category. This is in contrast to those with
higher NPL ratios, which have a larger share
in the past-due buckets of 1 year and more
(Figure 19 and Figure 20). For example, more
than 65 % of Greece and Cyprus NPLs were
past due for at least 1 year, and around 60 %
of those were past due more than 5 years as
of June 2019. Similarly, Bulgaria and Hungary
reported more than half of their NPLs as past

W Pastdue > 1 year

W Pastdue > 5 years — NPL Ratio (RHS)

due more than 1 year, of which at least half
were past due more than 5years. Italy was an
exception to this trend, with around 60 % of its
NPLs past due more than 1 year, but only one
quarter of these being past due more than
5 years. These differences might reflect the
fact that dealing with NPLs and respective
collateral might take longer in certain coun-
tries than in others. Besides other reasons,
the liquidity of secondary markets for NPLs
might also contribute to such differences.

Figure 19: NPL volumes (EUR bn) by past-due category and NPL ratio (%) by country — June 2019

Source: EBA supervisory reporting data
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Figure 20: Distribution of NPL volumes (%] by past-due category and by country — June 2019

Source: EBA supervisory reporting data

©
==

100% 45%
90% 0%
80% 50,
70% o
60%

! 5%
50% U
40% "
0% 15%
0% 10%
10% 6%

0 0%

[ I O R SO R SO R

GR CY PT IT BG HR HU SI RO PL IE ES EU MT SK FR AT LV IS BE NL EE LT DK FI DE GB CZ NO LU SE

W Unlikely to pay that are not past due or past due < 90 days
B Past due > 180 days < 1 year M Past due > 1 year < b years

SMEs, CREs and consumer credit segments
have higher NPL ratios

As of June 2019, NFC NPLs stood at
EUR 364 bn (down from EUR 434 bn in June
2018), and household NPLs at EUR 250 bn
(down from EUR 285 bn 1year earlier). SMEs,

W Past due > 90 days < 180 days

W Past due >b years « NPL Ratio RHS)

mortgages and CREs have been the largest
sub-segments by volume of NPLs. As of the
second quarter of 2019, the volume of SME
NPLs was EUR 181 bn (28.5 % of totall, fol-
lowed by mortgage NPLs EUR (141 bn, 22 %)
and CRE NPLs (EUR 117 bn, 18.4 %) (Fig-
ure 21).

Figure 21: Trend NPL volumes by lending segment (EUR bn)

Source: EBA supervisory reporting data
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The NPL ratio shows significant differences
across segments. As of June 2019, the NPL
ratio for households stood at 3.2 % compared
to 5.6 % for NFCs. Differences are even more
pronounced in the subcategories of NFCs
and households. In particular, NPL ratios for

SMEs (8.5 %), CREs (8.1 %) and consumer
credit (5.6 %) are considerably higher than
for large corporates (2.1 %) and mortgages
(2.7 %). However, SMEs and CREs also show
the biggest improvements since 2015, when
their NPL ratios were around 18 % (Figure 22).
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Figure 22: Trend in NPL ratios (%) by segment (loans at amortised cost]

Source: EBA supervisory reporting data
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The forbearance ratio has decreased in
parallel with the NPL ratio

The ratio of forborne loans (FBLs] has de-
creased constantly since December 2014.
Similar to the NPL ratio, the pace of reduc-
tion slowed down in the past few quarters.
As of June 2019, the FBL ratio stood at 1.9 %,
down from 3.9 % in December 2014 and
2.3 % in June last year. Performing FBLs,
which might in general be considered more

— Households

vulnerable assets than performing loans
without any forbearance measures, togeth-
er with NPLs ('®), can provide a more general
composite credit-weakness indicator. Data
shows also on this basis the improvement in
asset quality, as this composite credit weak-
ness indicator has decreased from 4.4 % in
June 2018 to 3.7 % in June 2019. At the start
of the time series reported by the EBA, in
December 2014 the ratio stood at 8.1 % (Fig-
ure 23).

Figure 23: A composite credit weakness ratio of non-performing loans (NPLs) and performing

forborne loans, and FBL ratio (%)
Source: EBA supervisory reporting data

w47 0% 7
% SEL T BT

30303030303u30303

IS

3

b9
0% 38% 379%

o 21880
ZOZDZUZHZ“ZuZU]
0

O I
W AT e T W T R W F R §

m FBL(non-performing) ratio W FBL (performing) ratio @ NPL (excluding FBLs) ratic ~ — FBL ratio

["®) Non-performing FBLs are included in the NPL defini-
tion.
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Coverage ratio dispersion is still wide
between countries and segments

The average coverage ratio of NPLs reported
as of June 2019 was 44.9 %, down by 110 bps
from June 2018. This recent decline was due
to a significant fall in accumulated NPL pro-
visions (- 17 % since June 2018), which was
more pronounced than the continuing decline
in NPLs (- 15 % since June 2018]).

However, in the 12 months to June 2019, the
cost of risk registered a slight increase (see
Chapter 5). There might be several explana-
tions for the diverging trends between cover-
age ratios and cost of risk. One explanation
might be that the provisioning of new NPLs is
on average lower than the provisioning of old-
er NPLs, which are, for example, recovered or

disposed of. The increased cost of risk, com-
pared to 1 year ago, might in such case be re-
flected in the fact that the NPL ratio declined
less due to the presumed inflow of new NPLs.

Another possible explanation might be that
outgoing NPLs needed additional provi-
sioning at the time of their derecognition,
for instance in case the sale price of NPLs
was below their net book value. Respective
impairments are also reflected in the cost of
risk, but might in such cases not affect the
coverage ratio, as the loans were presum-
ably derecognised soon after the additional
provisioning was booked. This explanation
would also imply that average coverage ra-
tios decreased due to the outflow of NPLs
with a higher coverage ratio than the one of
the remaining NPLs.

Figure 24: EU coverageratio (%) (left) and trends of numeratorand denominator December 2014 =100

(right)
Source: EBA supervisory reporting data
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Coverage ratios are quite different across
banks and countries, ranging from 26 % for
banks in Finland, Malta and the Netherlands
to 66 % for banks in Hungary and Romania.
These differences in ratios might reflect dif-
ferences in the collateralisation, accounting
standards, provisioning policies and types of

— Numerator: Specific allowances for loans
Oenominator: Non-performing loans

exposures. Although when assessing collat-
eral, valuation rules and enforceability should
also be considered, data indicates a link be-
tween coverage ratios and collateralisation.
The analysis shows that countries with lower
coverage ratios tend to have a higher ratio of
collateralisation and vice versa [Figure 25] (*%)

(") Over-collateralisation is not reflected by this data, as
the reported collateral is capped at the net book value.
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Figure 25: NPL coverage ratio (%) through provisions and collateral by country — June 2019

Source: EBA supervisory reporting data
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© NPL coverage ratio through impairments

Differences across countries in coverage
ratios can mainly be explained by the share
of exposures to different segments. NPLs
to large corporates, for example, have a
higher level of provisioning than mortgag-

NPL coverage ratio through collateral (incl. guarantees)

es, which have higher collateral. Hence, a
bank focused on business with corporate
clients is likely to report a higher cover-
age ratio than a bank with a strong focus
on mortgages.

Figure 26: Trend in coverage ratios (%) by lending sub-segment

Source: EBA supervisory reporting data
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Timely and adequate provisioning is a
crucial element for the resolution of NPLs

The movements in coverage and NPL ra-
tios between June 2018 and June 2019 for a
selected group of countries show the pro-
gress made in terms of improvements of as-
set quality (Figure 27). Data confirms that,
in a majority of countries with elevated NPL
ratios, banks successfully decreased them
and further cleaned up their balance sheets.
These reductions in NPL ratios came along

with contractions of the coverage ratio. Simi-
lar to the analysis above on the link between
changes in coverage ratios and cost of risk,
this trend indicates that banks seem to dis-
pose of NPLs with higher coverage ratios. It
might be explained by the composition of the
NPL portfolios, which are for instance sold,
but also by the fact that higher coverage ratios
lower the impact on banks’ profits and capital
at the time of a sale. It might be concluded that
timely and stringent provisioning supports the
clean-up of banks’ balance sheets.
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Figure 27: NPL ratio versus coverage ratio by country (* movements show June 2018 and June 2019)

for selected countries)
Source: EBA supervisory reporting data
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Low impaired loans, lower coverage ratios

IFRS 9 data and other asset-quality metrics
confirm the improvement in asset-quality

As of last year IFRS 9 replaced the previous
accounting standard for financial instruments
(International Accounting Standard (IAS) 39),
changing, among other aspects, the approach
that banks are required to follow in the calcu-
lation of credit losses. With the new account-
ing standard, provisions need to be determined
based on an expected credit-loss model in-
stead of an incurred-loss model. The introduc-
tion of IFRS 9 also requires banks to allocate
financial instruments subject to expected
credit-loss requirements in three different
stages according to their credit-risk level.

Low impaired loans, higher coverage ratios

In June 2019 banks in the EU allocated on
average 89.6 % of the loans and advances
recognised at amortised cost to Stage 1, 7 %
to Stage 2 and 3.4 % to Stage 3 (Figure 28).
These allocations compare favourably when
seen in relation to a year earlier (88.2 %,
7.7 %, and 4.2 % respectively]. The share of
Stage 3 financial assets as of June 2019 was
the highestin Greece (41 %) and Cyprus (31 %)
followed by Portugal (9 %), broadly similar to
what is reflected in NPL data. Also the share
of Stage 2 financial assets tends to be higher
for those with rather subdued asset quality.
The share of Stage 2 financial assets was the
highest for banks in Cyprus (15 %), followed
by Greece and Latvia (14 %).
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Figure 28: Distribution (%) of loans and advances among Stages 1, 2 and 3 by country — June 2019

Source: EBA supervisory reporting data
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Converging trends of asset-quality-
related indicators

Besides many others, asset quality can be
measured according to different key met-
rics based on accounting, prudential or re-
porting definitions:

e |mpaired assets, based on the ac-
counting definition (IFRS and/or local
GAAP),

e Defaulted assets, based on the pru-
dential (Capital Requirements Regula-
tion (CRR)) definition,

Stage? M Stage 3

e Non-performing exposures (NPEs],
based on the EBA definition for super-
visory reporting.

There were some divergences between
these metrics. Among others, the main
drivers for potential differences were the
automatic factors used in the NPL defini-
tion, which are not applied for default/im-
paired definitions. For example, the 1-year
cure period to exit NPL status, the strict
application in categorising 90 days past
due as NPL and the 20 % ‘pulling effect’
applies for NPLs ().

Figure 29: Quarterly trend of the NPL, default and impaired loans ratios (%) — December 2014

to June 2019
Source: EBA supervisory reporting data
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Forimpairments (IFRS 9] loans are consid-
ered on instrument level, while the default
definition is in general applied at obligor
level. Differences between impaired and
defaulted loans are also driven by a differ-
ent application of the automatic trigger of
90 and/or 180 days past due with specifi-
cally defined exceptions.

These three ratios had significant diver-
gence as of December 2014 for loans,
with the NPL ratio standing at 6.5 %, the
defaulted ratio at 6.3 % and the impaired
ratio at 6.0 %. Since then, these ratios have

Global economic developments weigh on
asset-quality outlook and credit standards

Looking ahead, there are some signs of a
possible economic downturn (see Chapter 1).
Against this backdrop, banks are more pes-
simistic about asset quality prospects. RAQ
responses show that a rising percentage of

converged, and their difference now stands
at only 20 bps (Figure 29).

One might conclude that the introduction
of the EBA NPL definition has contributed
to the gradual convergence of the different
definitions, since the presence of a harmo-
nised EU benchmark encouraged banks to
more conservatively assess asset quality.
Supervisors encouraging banks to make
use of the NPL definition for internal risk
management and disclosure might also
have contributed towards convergence of
these metrics.

banks compared to previous questionnaires
expect a deterioration of asset quality for all
major segments, with asset finance being the
only exception (Figure 30). Even though, for
the time being, NPL ratios have not increased
for any segment, the cost of risk rose in 2019,
hence, reflecting the increasingly bleaker
outlook (see Chapter 5).

Figure 30: Portfolios for which banks expect a deterioration in asset quality

Source: EBA RAQ for banks
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This outlook is similarly confirmed by the
current tightening of credit standards and
terms and conditions for new loans across
the EU. For instance, according to the ECB's
bank lending survey, during the last two
quarters banks’ risk perceptions, increased
margins required on riskier loans, and col-
lateral requirements have driven the tight-
ening of credit standards and terms and

f) Trading

gl Structured | h] Sovereign i) Project
Finance | and institutions Finance

conditions. This is particularly evident for
consumer loans and follows an extended
period of loosening credit standards. In addi-
tion to this, an increase in rejection rates has
been observed during the last 2 years (?').

The Bank of England credit conditions survey
also reports some increase in loan pricing for
secured lending to households and corporate

(%) https://www.ecb.europa.eu/stats/ecb_surveys/bank_
lending_survey/html/index.en.html


https://www.ecb.europa.eu/stats/ecb_surveys/bank_lending_survey/html/index.en.html
https://www.ecb.europa.eu/stats/ecb_surveys/bank_lending_survey/html/index.en.html
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lending (?). Similarly, Polish banks have tight-
ened their credit standards across the board,
but they have eased the credit terms espe-
cially for consumer loans (increasing loan size
and maturity] despite the growing share of
impaired loans in this segment (%*). Hungarian
banks’ willingness to extend loans for either

(%) https://www.bankofengland.co.uk/credit-conditions-
survey/2019/2019-q3

(®) https://www.nbp.pl/en/systemfinansowy/kredy-
towy3_2019_en.pdf

consumer or household loans is similarly de-
creasing compared to previous quarters de-
spite the strong demand especially for house-
hold loans. According to the Magyar Nemzeti
Bank, this is mainly driven by the deteriorat-
ing outlook of housing market, and increased
competitive environment (%).

(%) https://www.mnb.hu/en/financial-stability/publica-
tions/lending-survey/senior-loan-officer-survey-on-bank-
lending-practices-september-2019

3


https://www.bankofengland.co.uk/credit-conditions-survey/2019/2019-q3
https://www.bankofengland.co.uk/credit-conditions-survey/2019/2019-q3
https://www.nbp.pl/en/systemfinansowy/kredytowy3_2019_en.pdf
https://www.nbp.pl/en/systemfinansowy/kredytowy3_2019_en.pdf
https://www.mnb.hu/en/financial-stability/publications/lending-survey/senior-loan-officer-survey-on-bank-lending-practices-september-2019
https://www.mnb.hu/en/financial-stability/publications/lending-survey/senior-loan-officer-survey-on-bank-lending-practices-september-2019
https://www.mnb.hu/en/financial-stability/publications/lending-survey/senior-loan-officer-survey-on-bank-lending-practices-september-2019
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3. Liability side

Banks continued with a strategy of a slight
reduction of market funding in favour of cus-
tomer deposits. As regards market-based
funding, banks focused on building loss-
absorbing capacity (MREL]). The share of
secured debt in the funding mix slightly de-
creased between June 2018 and June 2019,
reversing a trend observed in the previous
year. Central bank funding has also remained
popular and attractive, but it might become
less relevant in the coming years.

Primary funding activity reflects improving
market conditions

Following a period of elevated volatility for
banks’ funding at the very beginning of 2019,
the situation improved from early March.
Since then, pricing for bank funding instru-
ments gradually improved and spreads cur-
rently stand at some of their lowest levels
recorded (Figure 37). Against this backdrop,
issuance volumes increased significantly.

These improved funding-market conditions
were mainly driven by central bank commu-
nications of further prolongation of the ac-
commodative monetary policy stance. In par-
ticular, the ECB announcements of 7 March
to launch TLTRO Ill, and of 12 September to
restart its Asset Purchase Programme and
to further reduce the deposit-facility rate
(see Chapter 1), were important milestones
for improvements in market sentiment and
for further reductions in bank funding in-
struments pricing. Ample investor liquidity
positions coupled with a search for yield in
the context of very low interest rates were
also supportive factors. In the same vein,

improved banks fundamentals, such as de-
creasing NPL ratios (see Chapter 2.2}, pro-
gress to build MREL and sound capital po-
sitions (see Chapter 4] further supported a
generally positive sentiment on bank-funding
markets from Q1 2019.

The distribution of issuances was uneven
across the first three quarters of 2019. After
a strong focus on covered bonds in a more
volatile Q1 2019 and only limited unsecured
bond issuance, covered bond placements
have decreased since then and unsecured
issuance have surged. While, in general, no
major constraints could be observed in se-
cured and unsecured funding, reluctance to
place subordinated instruments persisted
for some banks, and was mainly connected
to heightened pricing. Reluctance particu-
larly affected small and medium-sized banks
domiciled in countries which had experienced
financial stress, or banks with idiosyncratic
risk perceptions.

Long-term central bank funding

For the Euro area, outstanding volumes of
the ECB’s second targeted long-term refi-
nancing operation (TLTROJ, remained high
at ca. EUR 668 bn in September 2019 (Fig-
ure 31) (®). It is expected that banks replace
outstanding volumes of TLTRO Il by obtain-
ing TLTRO Ill, which commenced in Septem-
ber 2019, or by issuing debt securities. Con-
cerning the latter, bank-funding-plan data
shows that maturing TLTRO Il volumes are
higher than planned net issuances of debt
securities (Table 1) (*). Over the forecast pe-
riod 2019 to 2021, banks plan net issuances

Table 1: Net issuance volumes of debt securities (Euro area banks only) versus maturing TLTRO

[l volumes (EUR bn)

Source: EBA funding plans report, ECB [77], EBA calculations

Debt securities: net issuances
Maturing TLTRO Il volumes

2019 2020 200
151 207 197
3 438 3

(%) The amount includes outstanding volumes from TLTRO
Iland TLTRO Il

(%) See EBA, Report on Funding Plans, 28 August 2019,
based on a sample of 160 EU banks (https://eba.europa.eu/
documents/10180/2908903/EBA+2019+Report+on+Funding
+Plans.pdf).

[77) The ECB data also reflects early repayments.


https://eba.europa.eu/documents/10180/2908903/EBA+2019+Report+on+Funding+Plans.pdf
https://eba.europa.eu/documents/10180/2908903/EBA+2019+Report+on+Funding+Plans.pdf
https://eba.europa.eu/documents/10180/2908903/EBA+2019+Report+on+Funding+Plans.pdf
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of debt securities reaching EUR 555 bn, com-
pared to a total outstanding TLTRO Il volume
of EUR 664 bn at end-September 2019. This
comparison suggests that banks plan to re-
place over 83 % of outstanding TLTRO Il with
debt securities. However, funding-plan data
largely does not reflect the ECB’s announce-
ment to launch TLTRO IIl.

Some indications point towards a reducing
relevance of long-term central-bank fund-
ing via TLTRO, in contrast to it long being
an important element in long-term fund-
ing mixes. The take-up in the first ECB
auction of the new TLTRO Il in Septem-
ber 2019 was low at only ca. EUR 3.4 bn.
Additionally, voluntary early repayments

of TLTRO Il strongly increased to a total of
ca. EUR 58 bn in June 2019 and Septem-
ber 2019, after very limited repayments at
previous windows. Ample liquidity posi-
tions of banks with only limited long-term
funding needs, and possibilities to obtain
long-term funding at even more attractive
conditions than TLTRO may be among the
factors explaining the reduced interest.
For example, banks that are in a position
to issue covered bonds with negative yields
might opt for issuing this type of securities
rather than refinancing maturing TLTRO Il
funds with TLTRO Il funding. Increased ag-
gregate covered-bond issuance volumes in
the first half of 2019 may support these ex-
pectations.

Figure 31: Main refinancing operations, marginal lending facility, LTRO, lending to Euro area

(EUR bn)
Source: ECB, EBA calculations
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Sustainable finance: rising relevance in
banks” asset and funding mix

European banks have issued almost
EUR 10 bn of green bonds between January
and September 2019. This amount sums up

02/2019
03/2019
04/2019
05/2019
06/2019
07/2019
08/2019
09/2019

3
28
28
7
23
20
18
15
12

to EUR 16.5 bn and EUR 9 bn (both year-
ly) in 2018 and 2017, respectively, corre-
sponding to an average issuance volume of
EUR 13.0 bn in the last 3 years (Table 2] (%8).

(%8) 2019 year-to-date figures have simply been extrapo-
lated, without considering any potential seasonality.
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Table 2: Green bond and asset-backed security (ABS) issuances by country (as of 30

September 2019) (EUR m)

Source: Climate Bonds Initiative, EBA calculations

2017 2018 2019
Austria 333 h39 757
Belgium b34
Denmark 519
Finland 1,293
France 3.287 1,801 2174
Germany 1043 3,048 b26
Italy b13 b1b
Netherlands 612 4190 1527
Norway 2729 1,469
Poland 141 61
Spain 1,099 1,069
Sweden 1,536 1,314
UK b33 1,301
Grand Total 9,098 16,555 9,910

RAQ results show that for banks the main
reason for issuing green bonds is to at-
tract new and/or diversified investors (49 %
agreement). It is followed by reputational
benefits (39 %). Other aspects, including
pricing advantages, play a less significant

role (Figure 32).

Looking at disadvantages, banks point
mainly to the costs related to their place-

ment and that they do not offer any advan-
tage in pricing (41 % agreement]. Moreo-
ver, banks do not see enough appetite from
investors for this kind of products (25 %).
Two other drivers are the lacking definition
of what is green and the insufficient trans-
parency and data quality issues (each with
17 % agreement] (Figure 33).

Figure 32: Main reasons for issuing green bonds

Source: EBA RAQ for banks
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Figure 33: Main reasons for not issuing green bonds

Source: EBA RAQ for banks

Concerning the asset side, RAQ results
show that the vast majority of banks al-
ready offers or plans to offer green prod-
ucts. Most banks grant green mortgages
and energy-efficient mortgages (80 %
agreement]. Green commercial building
loans or other types of green loans for
retail customers are provided by nearly
half of the banks. Banks are however less
advanced or interested in the categories
of green car loans or green cards. A low
number of banks offers no green products
(Figure 34).

B Increased costs and no pricing advantage
in green bonds

Lack of investor appetite
W [ack of definition of what is green

B Insufficient transparency and data quality issue

By the beginning of 2020, the EBA intends
to publish its Action Plan on sustainable
finance, outlining the EBA's plans on de-
liverables and activities related to sus-
tainable finance. The document aims to
highlight key policy messages in order to
provide some clarity to relevant banks on
the EBA's high-level policy direction. Fur-
thermore, the EBA is developing its advice
to the European Commission, assess-
ing potential undue short-term pressures
from capital markets on NFCs, as part of
Action 10 of European Commission’s Action
Plan on sustainable finance (¥).

Figure 34: Banks' providing green products, by category

Source: EBA RAQ for banks
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0% 30% 40% 0% o60% 70% 80% 90% 100%

a. Green mortgages and energy-efficient mortgages || AR

b. Green commercial building loans || G

¢. Green car loans, e.g. preferential loans to encourage the I
purchase of cars that demonstrate high fuel efficiency

d. Green cards, e.g. debit and credit cards linked to I

environmental activities

e. Other types of green Loans for retail customers | RN

f. No green products |l

(%) See the EU Commission’s action plan for a greener
and cleaner economy (https://europa.eu/rapid/press-
release_|P-18-1404_en.htm) and also the EBA's work
programme (https://eba.europa.eu/about-us/work-pro-
gramme/current-work-programme).
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This preparatory work will lay down the foun-
dation to support the delivery of future EBA
mandates in the areas of risk management,
strategy and governance and the identifica-
tion of key metrics and associated Pillar 3
disclosure of economic, social and govern-
ance-related risks. The EBA has legal man-
dates for disclosing and assessing the poten-
tialinclusion of these risks in the supervisory
review and evaluation process (SREP) (in-
cluding risk management and stress-testing,
in line with Article 98(8) of the CRD) but will
push for earlier actions by banks to identify
key metrics and their use in strategy and risk
management as soon as possible. The EBA
will also be gathering evidence to assess if a
dedicated prudential treatment of exposures
related to assets or activities associated
with environmental and/or social objectives
would be justified (Article 501c of the CRR).

Deposit base still increasing

The relevance of deposits in bank funding has
continued to increase, in spite of average de-
posit rates at historically low levels in 2019.
The share of customer deposits in total lia-
bilities further rose from 55.3 % in June 2018

to 55.6 % in June 2019, its highest level

since December 2014. The strong increase
in deposits, at a faster pace than the rise in
loans, resulted in a decreasing loan-to-de-
posit ratio, which is now standing at 116.4 %
(June 2018: 118.3 %; Figure 35). These trends

confirm the strategy of EU banks to focus on

Moreover, as part of the EBA Action Plan
on sustainable finance, the EBA aims to
develop a dedicated climate change stress
test with the main objective of identifying
potential implications of climate-related
risks on banks in the long term and assess
their resilience.

In the short term, as part of the regular
risk assessment of EU banks, a sensitiv-
ity analysis for climate risks is planned
to be undertaken by the EBA in 2020. The
sensitivity analysis intends to shed light
on the climate-related risks in the bank-
ing sector and aims to help to get a better
understanding of banks’ vulnerabilities to
climate risks.

more stable sources of funding, in particular
on retail deposits.

Responses to the RAQ indicate that retail
deposits are expected to remain an impor-
tant element in banks’ funding strategies,
as they were the second most mentioned
type of liability banks intend to attain more of
(Figure 39]). Data collected on funding plans
confirms that banks expect deposits from
households and from NFCs to grow strongly
(by more than 10 %) over the forecast period
2019-2021 (Figure 38) [*9).

Figure 35: Loan-to-deposit ratio dynamics [trends of numerator and denominator)

Source: EBA supervisory reporting data
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(%) See EBA, Report on Funding Plans, 28 August 2019,
based on a sample of 160 EU banks (https://eba.europa.eu/
documents/10180/2908903/EBA+2019+Report+on+Funding
+Plans.pdf).


https://eba.europa.eu/documents/10180/2908903/EBA+2019+Report+on+Funding+Plans.pdf
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https://eba.europa.eu/documents/10180/2908903/EBA+2019+Report+on+Funding+Plans.pdf
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Impact of negative rates on bank deposits

Strategies aimed at further increasing the
deposit base may prove challenging in an
environment of more widely used negative
interest rates. A growing number of banks
has introduced or is considering introduc-
ing negative deposit interest rates or fees
in 2019 and 2020. In the case of household
clients, these announcements usually ap-
ply to deposits above a certain threshold,
for instance exceeding EUR 100 000 (or
the equivalent in local currency). However,
there are also uncertainties over depositor
reactions and the implications for volumes
of deposits, should negative interest rates
or fees related to deposits be introduced
more widely.

To date, the volume of deposits subject to
charges is still low in relation to total de-
posit volumes. Data indicates that around
3 % of EU banks charge negative rates
on household deposits, and around 22 %
on deposits from NFC clients (*'). Some

reluctance to charge for deposits can be
observed, mainly driven by legal consid-
erations and uncertainties about depositor
responses to negative rates. Should banks
refrain from charging deposits, they might
find it more attractive and cheaper to re-
sort to negative yielding instruments, e.g.
TLTRO Il or covered bonds. If this were the
case, funding strategies to attract more
deposits would be challenged.

The impact on banks from negative rates,
as well as their ability to potentially replace
them with market-based instruments,
depends mainly on their current funding
structure (Figure 36). In particular, smaller
banks with a less frequent presence on
wholesale markets might face more dif-
ficulties to attract market-based funding
and, hence, the advantages of substituting
deposits for debt securities fades away.
Moreover, banks that are more reliant on
deposit funding might refrain from charg-
ing negative rates in order to not endanger
this funding source.

Figure 36: Breakdown of financial liabilities composition by country — June 2019

Source: EBA supervisory reporting data [*?)
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(') Share of banks reporting more than insignificant
interest income from respective deposits as of Q2 2019.
Interest income from deposits might not only result from
negative rates, but e.g. also from corrections of wrongly
charged interest and other effects.

M Other financial liabilities

(32) Other debt securities include those, which are not
covered bonds.
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Market-based funding: declining spreads,
but persisting volatility

Spreads of all market funding instruments
have been on a decreasing trend for most of
2019, after they had gradually increased until
January 2019. ITraxx data for European finan-
cials for both senior unsecured and subordi-
nated debt indicate a gradual tightening in
2019. Spreads between unsecured and cov-
ered bonds, and between senior unsecured
and subordinated instruments have also nar-
rowed. In an environment of very low interest
rates, narrowing spreads might be attribut-
able to increased demand of investors for

higher yielding debt instruments, which are
lower in the hierarchy of capital stack.

Several bouts of spread volatility material-
ised in 2019 and were often related to politi-
cal events such as elections in EU Member
States or Brexit uncertainties and global
trade tensions (see Chapter 1]. Volatility was
also related to bank sector specific factors
such as a deteriorating outlook for profitabil-
ity and changing investor risk perceptions
about bank debt instruments. Trading mar-
ket liquidity has mostly displayed resilience
throughout the year, including in times of
heightened market uncertainties.

Figure 37: iTraxx financials [Europe, senior and subordinated, 5 years, bps]

Source: Bloomberg, EBA calculations
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Strong liquidity positions, but some
challenges loom

EBA monitoring of liquidity coverage require-
ments indicates overall strong liquidity posi-
tions. A weighted average liquidity coverage
ratio (LCR) of 149 % at end-December 2018
implies ratios well above the minimum LCR
requirement of 100 % (*°). Steadily improv-
ing ratios since September 2016 have been
driven by an increase in the banks’ holdings
of high quality liquid assets (HQLAs). Large
volumes of these holdings now carry nega-
tive yields, which increases banks’ costs. It
might also incentivise banks to optimise their
liquidity buffers.

Some banks hold significant amounts of for-
eign (non-domestic] currencies in their fund-
ing profiles. Among the significant foreign
currencies, the EBA liquidity monitoring has

(¥) See EBA, Report on Liguidity Measures under Ar-
ticle 590(1) of the CRR, 2 October 2019, based on a
sample of 136 banks, [(https://eba.europa.eu/docu-
ments/10180/2551996/EBA+Report+on+Liguidity+Measure
s+under+Article+509%281%29%200f+the+CRR.pdf].

Apr-19 - May-19 Jun-19  Jul-19 Aug-19  Sep-19  Oct-19

identified that USD and pound sterling (GBP)
are those that show the lowest LCR levels for
EU banks. While banks can, in general, swap
foreign currencies, the ability to do so may be
constrained in stressed conditions with po-
tential challenges to access liquidity.

Focus on loss-absorbing capacity in banks’
primary-market activity

Market data suggests that the total issu-
ance volume of unsecured funding, senior
and subordinated, slightly increased in the
first 8 months of 2019 compared to the year
before. The increase is mainly attributable to
additional Tier 1 (AT1) instruments and bail-
in-able senior debt instruments, while issu-
ance volumes of preferred senior debt instru-
ments and Tier 2 (T2} instruments broadly
remained stable compared to last year.

Data collected on bank funding plans con-
firms that banks expectunsecured long-term
debt instruments, which include loss-ab-
sorbing instruments, to be the type of liabil-
ity with the highest growth rate in 2019 and


https://eba.europa.eu/documents/10180/2551996/EBA+Report+on+Liquidity+Measures+under+Article+509%281%29 of+the+CRR.pdf
https://eba.europa.eu/documents/10180/2551996/EBA+Report+on+Liquidity+Measures+under+Article+509%281%29 of+the+CRR.pdf
https://eba.europa.eu/documents/10180/2551996/EBA+Report+on+Liquidity+Measures+under+Article+509%281%29 of+the+CRR.pdf
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Figure 38: Bank funding plans — expected growth in selected liability classes, 2019-2021 (F =

forecast]
Source: EBA Report on Funding Plans
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the following years (Figure 38). The volume
of unsecured long-term debt instruments
is expected to grow strongly (by more than
14 %) over the period 2019-2021. Long-term
secured funding is also expected to grow by
10.9 % in this time period.

Reaching the required amounts of MREL-el-
igible instruments is essential for EU banks.
Since 2016, resolution authorities across the
EU have gradually set MREL targets, starting
with the largest banks. Some form of MREL
targets have meanwhile been communicated
to all global systemically important institu-
tions (G-Slls) and other systemically impor-
tant institutions (0-Slls) in the EU, and some
banks have already reached the required tar-

(original maturity <1 year)

2020F  w 2001F

gets. Also looking forward, volumes of MREL-
eligible instruments banks need to attain per
year will be affected by the pace at which reso-
lution authorities require banks to meet tar-
gets for loss-absorbing capacity, in particular
after the introduction of a transitional period
up to 2024 by the recently agreed Banking
Package (). There is an additional possibility
of exceptional prolongations beyond this point.

The revised Bank Recovery and Resolution
Directive [(BRRD 2] may have an additional
impact on the required volumes of MREL.
BRRD 2 requires greater levels of subordina-
tion, which may further explain expectations
of increased issuance volumes of subordinat-
ed debt. Among other things, some long-term

Figure 39: Intentions to attain more funding via different funding instruments

Source: EBA RAQ for banks
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(%) See https://ec.europa.eu/commission/presscorner/de-
tail/en/MEMO_19_2129.
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deposits that might have been eligible for
MREL prior to BRRD 2, will now be excluded.
These long-term deposits are expected to be
substituted by unsecured debt.

Responses to the RAQ confirm that the im-
plementation of MREL requirements is a key
driver of funding strategies, and indicate in-
struments eligible for MREL are the most im-
portant source of funding that banks intend to
attain (Figure 39). Analysts share expectations
that instruments eligible for MREL are of high
relevance in banks’ funding strategies.

Challenges to meet MREL requirements

RAQ responses from autumn 2019 show that
banks still consider the pricing of instru-
ments eligible for MREL as the most relevant
constraint to issue these instruments, al-
though the share of pricing as most relevant

argument has decreased compared to the
previous RAQ iteration. Conversely, the share
of RAQ responses pointing to doubts about
sufficient investor demand has increased
strongly, and points to persisting concerns
about market capacity to absorb all the MREL
volumes banks still need to issue.

Challenges to attain the required volumes of
MREL via debt issuance might persist, in par-
ticular for banks with weaker market percep-
tions and some medium-sized banks domiciled
in countries affected by the sovereign crisis.
These challenges could be amplified by the low
profitability that these banks often face. How-
ever, investor search for yield has resulted in a
benign funding-market sentiment. Banks with
larger MREL shortfalls should take advantage
of these conditions to accelerate the issuance
of loss-absorbing instruments.

Figure 40: Constraints to issuing subordinated instruments eligible for MREL

Source: EBA RAQ for banks
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Banking sector risks related to
benchmark rate replacement initiatives

Several initiatives are ongoing in the area
of benchmark rate replacements. They
include the introduction of the euro short-
term rate (ESTR), which the ECB published
for the first time on 2 October 2019 (*).
Further initiatives deal with the replace-
ment of other reference rates, which are
commonly referred to as Interbank Offered
Rate (IBOR) benchmark rates. These rates
have a key role in banks’ client business as
well as treasury and other functions, where

(%) https://www.ecb.europa.eu/stats/financial_mar-
kets_and_interest_rates/euro_short-term_rate/html/
index.en.html

d) Uncertainty
MREL amounts

n eligibili straints

instruments for MRE

they are applied as a point of reference in
lending, refinancing and derivative related
activities (*¢). As such, they implicitly affect
banks’ risk management and other back
office functions, including their considera-
tion in banks” valuation models.

When asked in the RAQ about challenges
and risks in the preparation for the bench-
mark rate replacements, banks mainly
point to those related to existing business
on the asset side, such as issues related to

(%] See also last year's risk-assessment report, cov-
ering the risks related to the benchmark rate re-
placements, p. 41 onwards [https://eba.europa.eu/
documents/10180/2518651/Risk_Assessment_Report_
December_2018.pdf).


https://www.ecb.europa.eu/stats/financial_markets_and_interest_rates/euro_short-term_rate/html/index.en.html
https://www.ecb.europa.eu/stats/financial_markets_and_interest_rates/euro_short-term_rate/html/index.en.html
https://www.ecb.europa.eu/stats/financial_markets_and_interest_rates/euro_short-term_rate/html/index.en.html
https://eba.europa.eu/documents/10180/2518651/Risk_Assessment_Report_December_2018.pdf
https://eba.europa.eu/documents/10180/2518651/Risk_Assessment_Report_December_2018.pdf
https://eba.europa.eu/documents/10180/2518651/Risk_Assessment_Report_December_2018.pdf

RISK ASSESSMENT OF THE EUROPEAN BANKING SYSTEM

Figure 41: IBOR benchmark rate replacements: areas of biggest challenges and risks for

banks
Source: EBA RAQ for banks

70%
N 6%
60%
50%
0%
30% \\28%
20%
10%

0%

Autumn-19
Autumn-18

Spring-19
Autumn-19
Autumn-18

g &
Ef

usingss on | ii. Related to existing funding [e.g
riable rate | debt securities issued with variable
rates)

variable rate loans (63 %, unchanged com-
pared to June 2019). It is now followed by
challenges and risks related to internal op-
erations, capabilities and systems, includ-
ing valuation models, which saw a strong
increase from 37 % in spring to 46 % now.

Challenges and risks related to existing de-
rivative contracts and similar issues (sec-
ond place in June 2019) still have a similar
share (45 % now and 43 % in spring). The
fact that the topic is now broadly discussed,
with the introduction of new benchmark
rates and similar developments, might be
the reason why the challenges and risks
related to new business have continued
their decline with a slight decrease from
19 % in spring to 18 % now (Figure 41).
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The RAQ results also show that a majority
of banks is now working on solutions for the
replacement of IBOR benchmark rates (97 %
agreement, up from 85 % in spring 2019).
Out of those agreeing with this statement,
97 % (88 % in spring 2019) are working on
solutions related to existing business, which
comprise the replacement of references to
benchmark rates in existing contracts. This
is followed by work on banks’ internal op-
erations, capabilities and systems, such
as valuation models (87 %, up from 72 % in
spring). 81 % of the banks are working on
solutions related to new business (82 % half
a year ago; Figure 42]). The results indicate
that the vast majority of banks seem to be
aware of the changes of benchmark rates
and are now dealing with the related chal-
lenges for their existing and new business.

Figure 42: IBOR benchmark rate replacements: areas in which banks are working on

Source: EBA RAQ for banks
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4. Capital

Capital ratios have remained unchanged in
the past year

European banks have maintained their capi-
tal ratios despite a pick-up in RWAs in the
past year. As of June 2019, the average CET1
ratio stood at 14.6 % (on a transitional basis),
almost unchanged compared to June 2018
(14.5 %). Based on a fully phased-in defini-

Figure 43: Capital ratios (transitional definitions)

Source: EBA supervisory reporting data
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tion, the CET1 ratio showed a similar trend,
rising slightly from 14.3 % to 14.4 % YoY
(June 2019).

The same trend applies to the total capital
ratio, which remained at a similar level to
that of 2018 (18.9 % as of June 2019 vs 18.8 %
1 year before]. The AT1 component has main-
tained the level of 1.5 % (%), while the T2 com-

8.0%
7.5%
7.0%
6.5%

6.0%
5.5%
5.0%
4.5%

4[]%

Jun-1 Dec-17 Jun-1 Dec-18 Jun-1

— Leverage ratio (ths)

Figure 44: CET1 ratio dispersion, 5th and 95th percentile, interquartile range and median (left)

and by country (June 2019; right]
Source: EBA supervisory reporting data

48%
40%
32%
4%
16%

ignini
TILRSLALEE 0000000
8%

0%

25%

20%

15%

10%

30%

£

0%
EELVISHRLULTBG IE SIMTCZDKROSE FI NLHUPLBENQCY GRSKGBFR AT DEPT IT ES

[¥7) 30 % of the banks in the sample reported AT1 capital of
at least 1.5 %, which is nearly unchanged compared to last
year (32 %).
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ponent stood at 2.7 % (*8]. As of June 2019,
the leverage ratio stood at 5.4 % and as such
remained nearly unchanged compared to
June 2018 (5.3%; Figure 43).

Notwithstanding a still wide dispersion,
banks on the lower ends have increased their
ratios. For the 5th percentile the CET1 ratio
increased from 11.5 % to 11.8 %, and for the
first quartile from 13.5 % to 13.9 % between
June 2018 and June 2019 (Figure 44). It in-
dicates that banks with rather lower capital
ratios constantly aim to improve them. This
trend might also be explained by supervisory
requirements.

The level of capital eligible as CET1 as of
June 2019 has increased by 3 % compared to
2018. Retained earnings and other reserves,
which together make up almost 70 % of total
CET1, have both increased by 7 % and as such
were the main driver behind the overall in-
crease. The increase in retained earnings and
other reserves was partly offset by a decrease
in capital instruments and higher deductions
compared to 2018 (Figure 45). The decrease in
capital instruments (paid-in capital and share
premium) suggests that banks are still reluc-
tant to issue new shares and that some banks
have performed share buy-back programmes
as seen in previous years (*°).

RWA increasing at same pace as capital

The increase in CET1 was matched by an
increase in RWA, which grew by 2.5 % com-

pared to June 2018. Similar to the develop-
ment in asset volumes, this marks a sig-
nificant change in trend after several years
of declining or flat RWA. Credit risk, which
makes up 80 % of total RWA, increased by
roughly 2.3 % since June 2018, which is low-
er than the growth in total assets (3 %) and
even significantly less than the rise in total
loans (3.5 %, see Chapter 2.1). These devel-
opments indicate that credit RWA are not
only driven by trends in banks" assets, but
also changes in the composition of banks’
exposures and risk parameters such as
probabilities of default (PDs) and loss given
defaults (LGDs). Similar to credit RWA, also
operational risk, which accounts for 10 %
of total RWA, has increased by 1.5 % YoY
(June 2019). Market risk, on the other hand,
has decreased by almost 4 %, continuing
a long-term trend that could be observed
since 2015 (Figure 46).

Focusing on credit RWA, which represent
the biggest share of banks” RWA, data shows
that the increase was stronger for retail ex-
posures, in particular mortgages (+ 3.5 %
since June 2018), and corporates (+ 3.3 %
since June 2018). This also mirrors the find-
ings on lending trends (see Chapter 2). Other
exposures not allocated to any of the major
exposure classes have increased by almost
5% over the last year. Among these other ex-
posures, RWA growth was stronger for items
that are associated with particular high risk,
which include investments in venture capi-

Figure 45: Evolution of CET1 components (EUR bn)

Source: EBA supervisory reporting data
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(*) 45 % of the banks in the sample reported T2 capital of at
least 2 %, which compares to 50 % 1 year ago.

(¥) As identified, for example, in RAR 2017 (https://eba.eu-
ropa.eu/risk-analysis-and-data/risk-assessment-reports).
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Figure 46: Evolution of RWA, by risk type (EUR tn)

Source: EBA supervisory reporting data
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Figure 47: Credit-risk RWA, by main (loan) exposure classes, excluding e.g. securitisation and

equity holding related RWA (EUR tn)
Source: EBA supervisory reporting data
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tal firms and in private equity (+ 18 %] (“°). In
contrast to retail and corporate exposures,
RWA for institutions, central governments
and central banks have declined since 2018,
by 9 % and 1 % respectively (Figure 47). Also
the latter reflects a development identified in
asset volume trends, showing declining ex-
posures to central banks (see Chapter 2.1).

Capital buffers are widely dispersed among
countries

In addition to minimum capital requirements,
banks are also required to build up capital
buffers to guard against systemic or other

[“9) A list of exposures classified as high risk is included in
Article 128 of the CRR. See also the EBA Guidelines on spec-
ification of types of exposures to be associated with high risk
[https://eba.europa.eu/regulation-and-policy/credit-risk/
guidelines-on-specification-of-types-of-exposures-to-be-
associated-with-high-risk).

Jun-1 Dec-1 Jun-1 Dec-1 Jun-1

W Retail mortgages M Retail other
M Corporates M Institutions

risks in the banking sector. The capital con-
servation buffer (CCoB) is set at 2.5 % of RWA
according to the primary legislation, corre-
sponding to EUR 290 bn. Other buffers are left
to the discretion of the competent authorities
and are widely dispersed. Buffers for G-Sllis
and 0-Slls amounted to EUR 120 bn of capital
and correspond to around 1 % of RWA. While
the buffer for systemically important institu-
tions is applied in many countries, it varies
significantly across jurisdictions (Figure 48).
This is mainly due to differences in the struc-
ture of national banking systems, for instance
the number and relevance of 0-Slls in a coun-
try or where a G-Sll is domiciled. However, dif-
ferences in the application and setting of the
O-SlI buffer also contribute to this distribution.

The systemic-risk buffer [SyRB) and the
countercyclical capital buffer (CCyB), which
amounted to EUR 45 bn and EUR 30 bn, re-


https://eba.europa.eu/regulation-and-policy/credit-risk/guidelines-on-specification-of-types-of-exposures-to-be-associated-with-high-risk
https://eba.europa.eu/regulation-and-policy/credit-risk/guidelines-on-specification-of-types-of-exposures-to-be-associated-with-high-risk
https://eba.europa.eu/regulation-and-policy/credit-risk/guidelines-on-specification-of-types-of-exposures-to-be-associated-with-high-risk
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Figure 48: Capital buffer requirements as % of RWA, by country - June 2019

Source: EBA supervisory reporting data [*')
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Figure 49: Percentage of banks that intend to issue more capital instruments in the next

12 months
Source: EBA RAQ for banks
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spectively, corresponded to 0.4 % and 0.3 %
of RWA. The SyRB has been applied predomi-
nantly in smaller economies. In the case of
institutions in small economies with a focus
on their home market, the application of the
SyRB might have been driven by the systemic
risk of their domestic exposures. In the case
of institutions in small economies, which are
strongly geographically diversified, the ap-
plication of the SyRB might derive from their
exposures in certain foreign jurisdictions or
regions. As regards the CCyB, its application
could be justified by the substantial credit
growth reported in recent years by some Eu-
ropean banks [more details on lending trends
are covered in Chapter 2.1).

(4] The buffers requirements are added up in this chart,
and do not necessarily show the combined buffer require-
ment, which is indicated separately in the Figure.

— CETVinstruments
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Banks do not expect to raise CET1 capital

Despite the expected rise in capital require-
ments driven by the completion of the Ba-
sel Ill reforms, banks do not expect to issue
more CET1instrumentsin the near future (“?).
Based on the RAQ results, the percentage
of banks that envisage issuing CET1 instru-
ments in the following 12 months decreased
to about 6 %, the lowest level recorded since
2015 (Figure 49). Besides other factors, this
might also be explained by banks low mar-
ket valuation. With PtB multiples below 1 for
a big part of EU banks [see Chapter 1], banks
might find it challenging to raise new capital.

[©2) See on the impact estimates from Basel Ill reforms on
EU banks the EBA report Basel Il reforms: impact study
and key recommendations (https://eba.europa.eu/docu-
ments/10180/2886865/Basel+ll+reforms+-+Impact+study+
and+key+reccomendations.pdf].
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0. Profitability

Despite some improvement in the past few
years, profitability remains at low levels.
Low profitability limits banks’ capacity to
generate capital organically and to fund loan
growth as well as to pay dividends. As of
June 2019, the average return on equity (RoE])
was 7.0 %, slightly below the level observed
in June 2018 (7.2 %). In the latest RAQ less
than 60 % of the banks answered that their

Figure 50: RoE by country - June 2019
Source: Supervisory reporting data
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RoE was above their CoE and, more than
80 % of the responding banks acknowledged
that their CoE was above 8 %. Similarly to the
RoE, the average return on assets (RoA] and
return on risk-weighted assets (RoRWA] de-
creased marginally YoY to 0.47 % (0.48 % in
June 2018) and 1.20 % (1.24 % in June 2018),
respectively.
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Backtesting of RAQ results: how banks
meet their expectations

Forecasts, such as the expectations ex-
pressed in the RAQ, regularly raise the
question about their explanatory power. It
comes without doubt that they can hardly
be 100 % accurate. An analysis of the RAQ
results between 2015 and 2018 shows that
the share of banks (measured as a net per-
centage of those answering) which expect
an overall increase in their profitability in

the next 6 to 12 months has been above
40 % for nearly all periods since 2015 (“%).
However, the share of banks (again meas-
ured as a net percentage of the same sam-
ple] that actually increased their profitabil-
ity, has been constantly lower at around
20 % for several periods between 2016 and
2018, and even in the negative territory in
2015 and 2018 (Figure 51) (“4).

() The net percentage is applied to show whether the
proportion of banks expecting an increase in profitability
is higher or lower than the share of banks expecting a
decline, with those having no opinion or answering n/a
li.e. assuming that profitability levels do not change] not
directly considered in the net position. The results are
not weighted for this analysis.

[“) The actual change of profitability is measured as an
average of banks’” RoE in the three quarters following the
respective RAQ, vs the average of the preceding three
quarters.
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Figure 51: Changes in overall profit expectations — net percentage of banks expecting an
increase in profits vs net percentage of banks seeing an actual increase in profits in the

respective forecasted period

Source: EBA RAQ for banks, supervisory reporting data
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Considering all periods covered in this
analysis on a bank-by-bank level, on aver-
age 12 % of the banks included in the RAQ
exceed their expectations [i.e. they actually
increased their RoE), even though they had
expected a contraction of their profitability
for the same period (*°]). The share of banks
that miss their expectations (i.e. banks that
expected an increase in profitability, but
actually saw a contraction of their RoE) is
on average 35 %.

These results show, on the one hand, that
uncertainties are always inherent in fore-
casts. On the other hand, they might indi-
cate that banks are presumably rather am-

() Whereas the former analysis looked at the group of
banks, this analysis provides a comparison on the level
of individual banks whether they met their expectations
or not.

The contribution of each item of the profit and
loss [P&L]) account to the RoE in 2019 (cal-
culated as the ratio of each P&L item to to-
tal equity) was broadly similar to June 2018
(Figure 52). Nonetheless, on the income
side, a spike is observed in the contribution
of trading income (3.8 % in June 2019 vs 2 %
in June 2018). On the cost side, other admin-
istrative expenses [i.e. those besides staff

2017 Spring 2017 Autumn 2018 Spring \, 2018 Autumn

Profits - Actual

bitious in their plans, since if they were not,
they would lack targets for their manage-
ment and employers. These targets might
be set rather higher than lower, to reflect
an ambitious managerial approach.

However, even though the results indicate
that 35 % of the banks might be too opti-
mistic, it cannot be judged whether they
are as such also overly ambitious. Such
judgement might then depend on the con-
crete targets set, which is not covered by
the RAQ, and the question, if certain banks
constantly miss their targets. The latter
is the case for a rather small share of the
banks in the RAQ sample, with around 13 %
of them showing for five periods a missing
of their targets. None of the banks actu-
ally misses their forecasts more than five
times.

expenses) dropped (7.3 % vs 8.1 % a year be-
fore), which might indicate that banks have
applied cost-saving measures or that one-off
expenses were reduced in 2019 compared
with 2018. Staff expenses did not change sig-
nificantly. Conversely, the negative contribu-
tion of impairments rose from 2.1 % to 2.7 %,
in line with the increase observed in the cost
of risk (Figure 52).
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Figure 52: Contribution to RoE of the main P&L items, calculated as a ratio to total equity,

June 2018 (left) vs June 2019 (right)
Source: Supervisory reporting data
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Figure 53: Contribution to the improvement in RoE of the main P&L items, calculated as a ratio

to total equity, since December 2014
Source: Supervisory reporting data
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Comparing longer-term trends, the increase
in profitability has mostly been driven by de-
clining costs, mainly impairments, which
came in parallel to the banks’ general im-
provement in asset quality (see Chapter 2.2).
Operating expenses, including staff and other
administrative expenses as well as deprecia-
tion, contributed with 1.8 pp to the increase
of the RoE observed between 2014 and 2019.
However, this latter contribution has been
far outweighed by the negative trend of net
operating income (NOI) (*] (- 3.4 pp), driven
mainly by a drop in net interest income (NII).

(4] NOI includes net interest, net fee and commission in-
come and net trading income as well as other operating
income.

5.1. Revenues

Rising interest income driven by increasing
volumes

In a context of decelerating economic growth
and decreasing interest rates, banks manage
to increase their NOI by 1.1 % from June 2018
to June 2019. However, the ratio between NOI
and total assets fell from 2.08 % to 2.03 %,
as the denominator increased more than the
numerator.
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Figure 54: Breakdown of NOI as a percentage of total assets - June 2019

Source: Supervisory reporting data
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The increase in NOI is mainly explained by
the rise in NII, which forms a key part of
banks" NOI (57.9 % in June 2019, up from
56.8 % in June 2018). Against the backdrop
of low margins, NIl rose by 1.8 %, due to a
2.5 % increase in interest earning assets
(see Chapter 2.1 on trends in asset volumes).
The net interest margin (NIM) was stable
YoY at 1.43 %, its lowest level for a second
quarter of the year since data is available.
Nonetheless, there are material differences
in NIM between countries. Generally, they

Figure 55: Evolution of net interest income [NI1]
Source: Supervisory reporting data
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are more elevated in CEE countries where
official central-bank rates are higher and
the share of consumer lending in total loans
is comparatively high (see Chapter 2.1). For
instance, banks in Hungary, Poland and Ro-
mania show NIMs above 3 %. On the other
end, NIMs are below 1 % in countries such
as Denmark and Finland, where rates have
been low or even negative for a prolonged
period of time and where banks are rather
focused on domestic business and are less
geographically diversified.
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Figure 56: Evolution of net fee and commission income (NFCI)

Source: Supervisory reporting data
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Net fee and commission income declined in
2019 amidst intense competition

Net fee and commission income (NFCI) con-
tracted by 1.6 % from June 2018 to June 2019,
stopping the upward trend observed since
2016. Despite a significant yearly increase
in the fees related to payment services
(+ 10.9 %), payment services (+ 10.9 %), the
decreases in fees from other sources, name-
ly asset management (- 2.5 %) and customer
resources distributed but not managed (- 3.2
%), negatively affected this P&L line.

On the key contributing parts of fee and com-
mission income, similar to previous years,
payment services, asset management and

FinTech: Banks apply different means to
keep up with technological developments

EU banks continue to explore potential
FinTech opportunities through different
means. RAQ results from banks show that
commercial partnerships with non-bank
FinTech firms/start-ups and developing
in-house their own products/services are
the most important forms of engagement
(agreement of 85 % and 83 %, respective-
ly; multiple answers possible). Breaking
these figures further down shows that two
out of three banks embrace FinTech both
by forming commercial partnerships with
non-bank FinTech firms/start-ups and, at
the same time, developing in-house their
own products/services without cooperat-
ing with non-bank FinTech firms/start-ups.
The combination of these two is the most
common strategy compared to having only
commercial partnerships (14 %) or only de-
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customer resources distributed but not man-
aged, with a combined share of fee income
around 45 %, were the main sources. These
are areas, in which competition from FinTech
firms and other non-bank financial interme-
diaries [NBFI) is more intense.

The decline in NFCI, combined with the in-
crease in NIl and net trading income (NTI),
has reduced its share in NOI to 28.1 % as of
June 2019 (28.6 % in June 2018). Although
the weight of NFCI has always been signifi-
cantly lower than that of NIl (around 26-29 %
versus 54-59 % respectively), by focusing on
fee-generating activities, banks were able to
partly offset the effects of declining NIMs.

veloping in-house own products/services
(17 %).

According to the RAQ results, more than
50 % of EU banks support their in-house
development through the establishment
or sponsorship of FinTech incubators/ac-
celerators to provide prototype solutions
on topics such as artificial intelligence
and machine learning. Compared YoY, the
RAQ results also show that EU banks are
slightly reducing their investmen