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Economic outlook: downward revisions of growth E?l
*. AUTHORITY
= The macroeconomic environment worsened during the second half of 2018 for the EU. According
to European Commission’s Winter Forecast (February 2019), the EU28 GDP growth in 2019 and
2020 is 1.5% and 1.7%, respectively, 0.4pp and 0.1pp lower compered to autumn forecast.

Key drivers for economic slowdown: trade tensions, tightening of financial conditions (including
euro political risks), a “no-deal” Brexit and a greater slowdown in China.

* |nthe EU, economic policy uncertainty has increased and financial conditions tightened.

Economic policy uncertainty index
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Source: Policy Uncertainty (http.//www.policyuncertainty.com).

The index is based on three types of underlying components. One component
quantifies newspaper coverage of policy-related economic uncertainty. A second
component reflects the number of tax code provisions set to expire in future years.
The third component uses disagreement among economic forecasters as a proxy for
uncertainty.
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Financial conditions index (FCI)
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Source: Goldman Sachs (GS).

The FCl is defined as a weighted average of riskless interest rates, the exchange rate,
equity valuations and credit spreads, with weights that correspond to the direct
impact of each variable on GDP.
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2018 EBA’s ST results — Impact on EU aggregate CET1 ratio

Transitional — starting point 14.5% Fully loaded — starting point 14.2%
= |FRS 9 first implementation: -10bps = |FRS 9 first implementation: -20bps.
= Stress test impact: -410bps = Stress test impact: -395bps
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* All impact figures in bps shown in the text are rounded to the nearest 5bps



Improvements in capital

CET1 ratio (transitional)

and asset quality E:
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Change in NPL ratio vs. NPL ratio in 2017 (Q3 2017 - Q3 2018, by country*)
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CET1 ratio higher 18bp QoQ (at 14.7%) and flat
YoY on a transitional basis: this trend was driven
by an increase in CET1 and a decrease in total risk
exposures amounts during Q3 2018.

Continuous downward trend of the NPL ratio:

= EU banks’ average NPL ratio at 3.4% in
2018 Q3, decreased -82bp Yoy,

= the amount of NPLs declined further to
EUR 714.3bn (-EUR16.7bn Qo0Q),

= dispersion among EU countries remains
wide.
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* These are the improvements in NPL ratios between Q3 2017 and Q3 2018. For example, if the reduction of
the NPL ratio has been more than 4 percentage points, the respective country is shown in turquois.

Source for all charts: Supervisory Reporting (Q3 2018). / * Outliers not included.
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Profits still subdued

RoE (EU/EEA average, over time)
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Trend in net interest margin (NIM): weighted average, numerator, denominator
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e \umerator: Net interest income Denominator: Interest earning assets

Source for all charts: Supervisory Reporting (Q3 2018).
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Profitability has been under pressure for
many years. Since Q4 2017, the RoE has

increased by 120bps (Q3 2018) but it still
stands at only 7.2%.
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In the very recent quarters, the NIM seems
to have bottomed, but margins could
remain low for some time ahead.

Interest rate increases are not foreseeable
in the short term.

Since the first quarter last year, funding
costs have increased across the board: for
nearly all instruments, in all geographies,
and for all kinds of banks.
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Rising of funding costs was more pronounced in some Ell o
regions and for some issuers .

iTraxx Financials (senior and subordinated) u Th e

rise in funding costs has been more
pronounced for lower rated institutions.

250 4

itraxx subordinated

e |traxx Senior L]

Secondary markets have shown elevated volatility.

® Primary markets have also been affected, facing
several “windows” during which no issuance
activity was reported.

ol = Funding costs are commonly influenced by the risk
i 0§ 3 0§ 3 3 % % B O} OO i OE oD of the country in which the banks are domiciled in.

Italian sovereign yields widened in 2018 although
other countries have not been affected.

Banks’ funding costs over time (EUR Europe Banks A+, A, A- and

BBB+, BBB, BBB- BVAL Yield Curves, Jan. 2018 vs. Jan. 2019) Sovereign yields, 10Y, by country, one year history
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Source for all charts: Bloomberg.
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Pricing might become even more challenging in future 2

4
»
I

AUTHORITY

Banks’ assumed focus areas in funding
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Q14 You intend to attain more (please do not agree ‘ ‘ ‘ = Resu Its Of the EBA’S RiSk Assessment

with more than 2 options):

a. Senior unsecured funding — Questionnaire (RAQ) for banks ShOW that

F ) nstruments sigie fo el e =] they want to attain more MREL eligible

¢ subordinted debt « oebemberkots instruments in near/mid-term future,
™ June 2018 . .
= December 2017 fO”OWEd by Cl|ent depOSItS.

d. Secured funding (covered bonds)

e. Securitisation === = June 2017
7—] ® December|2016
f. Deposits (from wholesale clients) — = m June 2016
R ——————— g . .
| & Deposts(om reail chents) S22 — || = At the same time, banks consider the
e e pricing of MREL eligible instruments as
i. Short-term interbank funding . . .
R, = - increasingly challenging. Regulatory
- uncertainty has, in contrast, decreased in
Constraints to issuance of MREL eligible instruments relevance (|n banks' VieW).

0% 10% 20% 30% 40% 50% 60% 70%

Q15 Which are the main constraints to issue subordinated
instruments eligible for MREL (please do not agree with more
than 2 options)?

®* Through an increase of client deposits,

banks might also try to partially mitigate
howran | rising funding costs through debt
I securities or maturing central bank
. funding (e.g. ECB’s TLTRO, BoE’s funding
for lending & term funding scheme).

a. Pricing (e.g. spread between MREL-eligible and MREL-

incligble instruments) T ammmmnpmn

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

¢. No sufficient investor demand (due to regulatory and
supervisory uncertainty)

T

d. Uncertainty on required MREL amounts

e. Uncertainty on eligibility of instruments for MREL

Source for above charts: EBA Risk Assessment Questionnaire for banks (autumn 2018).

Risks and Vulnerabilities | EBA Staff 7



AUTHORITY

Banks’ funding mix will have significant impact on banks’ E::: e
ability to manage their net interest income

Composition of banks’ liability sides, by country and EU/EEA average
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M Debt securities issued B Deposits from credit institutions M Customer deposits M Other liabilities A Share of secured funding in debt securities issued (rhs)

Source: supervisory reporting data (Q3 2018). Customer deposits include deposits from non financial corporations, households, other financial institutions and general governments.
“Other liabilities” include central bank funding.

= |n case of rising costs for market based funding (debt securities) — not immediately be reflected in
the costs for client deposits — banks with a high share of deposit based funding might fare better.

= Pressure might also be less for banks with a higher share of covered bonds within their market
based funding.

= |n addition, banks might face challenges in placing debt securities — in particular bail in-able ones
— on primary markets, e.g. in particular mid sized or smaller institutions required to hold MREL
funding, as well as banks with weaker market perceptions.
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