U.S. banks had strong capital
market performance in the
final quarter of 2017—good
prospects for 2018?
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l. State of the banking industry

In the fourth quarter of 2017, market capitalization of the global banking industry continued to grow (all banks +4.9%
goq, global top 100 +3.5% qoq), now reaching the highest value since three years. Especially U.S. banks showed a strong
capital market performance in Q4, with a TSR of +10.6% and an increase of the P/B ratio by +0.16x.

Market capitalization of the banking sector (eog, in EUR tr)* P/B ratio of global top 100 banks and MSCI World?
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TSR of industry sectors worldwide (10/2017-12/2017, in %)3) Top/lowest TSR performance among global top 100 banks
(10/2017-12/2017, in %)

msciword N - Top perf Country TSR
Technology 93 FIRSTRAND LTD South Africa 32.7
Basic materials 86 SYNCHRONY FINANC United States 24.9
STANDARD BANK GR South Africa 24.0
Consumer services 8.4
STATE BANK IND India 22.1
Oiland gas 6.7 PING AN BANK-A China 19.7
Consumer goods 5.9

Globaltop 100 banks G 5.7 Lowp County ISR
UNICREDIT SPA Italy -135

Industrial .
naustials 54 SOC GENERALE SA France 131
Health care 26 HAITONG SECURI-A China -12.9
Telecommunications 1.4 SWEDBANK AB-A Sweden -12.1
Utilities 12 GF SECURITIES-A China -12.1

1) All banks worldwide according to Bloomberg classification. Global top 100 banks contain largest banks by market capitalization on December 31, 2016. Figures are aggregated in EUR, without
adjustments for foreign currency effects; 2) P/B ratio: Price/Book ratio; Western Europe: euro area, Denmark, Norway, Sweden, Switzerland, UK. BRICS: Brazil, Russia, India, China, South Africa;
3) Total shareholder return (TSR) of industry sectors other than banking based on global sector total return indices, aggregated and provided by Thomson Reuters Datastream. Average total
shareholder retums of global top 100 banks are weighted by the market capitalization of each bank; Source: Bloomberg, Thomson Reuters Datastream, zeb.research

e In Q4, the market capitalization of the global banking industry reached its highest value in three years (all banks:
EUR 7.7 tr, global top 100: EUR 5.6 tr). The whole banking sector showed a substantial increase in market
capitalization over 2017 by +12.3%, compared to the global market (MSCI World) with just +5.6% yoy.

e The average P/B ratio of U.S. and BRICS banks continued to increase in Q4 (U.S.: 1.64x, BRICS: 1.48x). Especially
U.S. banks’ ratio jumped up by +0.16x (+0.25x yoy). The average P/B ratio of European banks slightly decreased but
remained just above the level of 1.0x.

e Among global top 100 banks, U.S. banks showed a strong TSR perfomance of +10.6% in Q4 (+22.8% yoy), driven
by increasing U.S. yields and upcoming tax reliefs in line with Trump’s tax reform. However, partly due to a TSR of
-1.7% of European banks, global top 100 banks reached a TSR performance of just 5.7%.

e Three European banks are among the TSR low performers in Q4, inter alia UniCredit with -13.5% TSR reflecting investor
concerns about the impact of the new EBA non-perfoming loan guidance on the bank’s still large bad loans portfolio.
Concerning the top performers, two South African banks are listed reflecting positive local political developments.
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Il. Economic environment and key banking drivers

Economic sentiment in the euro area reached a new peak value in Q4 of 2017 and expected growth remains robust in
Western Europe (2.3%), which also strengthened the value of the euro currency. With regard to the U.S., J. Yellen, in a
final act as Federal Reserve chair, increased U.S. interest rates by 25bp for the third time in 2017, leading to a flattening

of the USD LIBOR curve.
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1) Western Europe: euro area, Denmark, Norway, Sweden, Switzerland, UK. BRICS: Brazil, Russia, India, China, South Africa; Q4 17 based on forecasts; 2) The ifo Business Climate Balance is an
assessment of a region’s general economic situation and expectations regarding key economic indicators. In Q1 2017, the ifo Institute eliminated index values from their survey and only provided
balances. For the time t, the balance is the difference between shares of assessments with “good/better/higher” (+) and “bad/worse/lower” (-). The balance ranges from -100 points to +100
points. Data is only available for the euro area and world region; Source: Bloomberg, ifo Institute for Economic R h, Th Reuters D , Zeb. h

e Apart from slighty decreasing but still robust expected economic growth in Western Europe (2.3%, -0.2pp compared
to Q3, caused by the U.K. with -0.4pp and France with -0.2pp among other factors), expected growth is accelerating
in Germany (+0.1pp), the U.S. (+0.2pp) and BRICS countries (+0.1pp).

e The economic sentiment in the euro area continued to soar and reached a new peak value in Q4. The evaluation of
the current global economic situation is, again, more positive than in the previous quarter and reached the highest
level since Q2 2011.

e In Q4, the USD LIBOR curve flattened significantly. In reaction to stronger predicted economic growth in the U.S. over
the next years, the Fed decided to increase interest rates by 25bp for the third time in 2017.

e Towards the end of 2017 the exchange rate of the euro against the Swiss franc reached its highest value in almost
two years (EUR/CHF: 1.17) and the euro against the USD finished the year slightly above USD 1.20.
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In the third quarter of 2017, profitability at the global top 100 banks remained—compared to the previous quarter—almost
unchanged. Accordingly, the RoE gap between U.S. (10.4%) and European banks (8.5%) is still about 1.9pp. Q4 results
of U.S. banks as well as other global banks are expected to be negatively affected by the U.S. tax reform due to significant

write-downs of deferred tax assets in the U.S.

ROE after tax of global top 100 banks (in %)
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Customer interest rates in the euro area (new business, in %)
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Q4 2017 data not yet available; 1) Post-tax RoE (return on equity): post-tax profit to average total equity; 2) Cost-income ratio: operating expenses to total income; 3) RWA density: risk-weighted
assets (RWA) to total assets; RWA density indexed to 100 on March 31, 2016; Source: Fitch Connect, ECB, zeb.research

e Theslightincrease in U.S. banks’ profitbility of 0.1 pp was mainly driven by an extraordinarily strong improvement of
Fifth Third Bankcorp (RoE +17.3pp) due to sales of participations.

e Full year results of global banks are expected to be negatively affected by still weak trading income because of a still
historically low market volatility and by the U.S. tax reform. Especially the reduction of the U.S. corporate tax will lead
to write-downs of deferred tax assets in the U.S., which will significantly affect the Q4-results of U.S. as well as globally

active banks with U.S. operations (see Chapter 3).

e Following a continuous reduction of BRICS banks’ total assets over recent quarters, RWA density exceeded the level
of 100% in Q3. The RWA density of European and U.S. banks continued to fall.

«  Deposit rates in the euro area descended further. Compared to the beginning of 2017, deposit rates decreased by
0.09pp to just 0.36% at the end of Q3. Other customer rates stabilized slightly over the last three quarters.
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lll. Special topic
Trump’s tax reform—how will it affect the banking industry?

On December 20th, the U.S. Senate approved the long-promised Republican tax reform bill. It is the first major political
success for U.S. President Donald Trump and with his signature the legislation will come into force at the beginning of
2018. With this reform, the U.S. catches up regarding international tax competition, but the economic implications will
likely be noticeable well beyond the borders of the United States.

Corporate income tax rate (2017, in %)1) Average effective tax rate of top 10 U.S. and European banks
(2014-2016, in %)’

@ Avg. effective Avg. effective
Top U.S. banks tax rate Top Europ banks tax rate

35.0 SCHWAB (CHARLES) 40.0 BARCLAYS PLC 49.4
CITIGROUP INC 36.1 INTESA SANPAOLO 39.9
264 28 3 WELLS FARGO & CO 30.9 LLOYDS BANKING 32,5
210 GOLDMAN SACHS GP 30.1 HSBC HOLDINGS PL 30.9
BANK OF AMERICA 28.9 BNP PARIBAS 29.9
MORGAN STANLEY 28.4 BANCO SANTANDER 29.5
JPMORGAN CHASE 26.0 ING GROEP NV 26.7
BANK NY MELLON 24.8 BBVA 25.6
PNC FINANCIAL SE 24.7 NORDEA BANK AB 20.9
United States United States BRICS OECD EU 28
status quo after tax reform US BANCORP 23.3 UBS GROUP AG 19.7
. . . . 3
TSR of global top 100 banks by regions (Nov 16, 2017- U.S. 10-year breakeven inflation rate (in %) )
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1) The basic central government statutory (flat or top marginal) corporate income tax rate, average values weighted by GDP; average tax rate of OECD excludes the U.S.; 2) Average of the latest 3
years annual effective tax rates, effective tax rates are calculated by dividing the total tax expenses by the firm’s earnings before taxes; 3) Calculated by subtracting the real yield of the inflation-
linked maturity curve from the yield of the closest nominal Treasury maturity. The implied inflation rate results for the term of the stated maturity. The latest value implies what market participants
expect inflation to be like in the next 10 years, on average; Source: Bloomberg, OECD, Reuters D zeb.

The tax reform bill is the most significant change of the federal tax code in over 30 years and includes a giant tax cut for
American citizens and businesses. The key element of the final tax bill refers to the corporate tax and includes a massive
reduction of the corporate “headline” tax rate from its current 35% to just 21%. With this reform the U.S.—the country with
the highest corporate tax rate among all OECD countries—will decrease its corporate tax rate below the OECD average of
22.8% (GDP-weighted, excluding U.S.) and the average level of all EU 28 countries of 22.3% (GDP-weighted). In addition,
a tax due on foreign business earnings is enacted, which means a one-time tax on the repatriation of overseas profits at
a 15.5% rate for cash and equivalents and 8% for reinvested earnings. In order to prevent U.S. companies from shifting
earnings to low-tax countries via intra-group transactions, the current bill also provides a specific tax—“base erosion and
anti-abuse tax” (BEAT)—on payments in line with group-internal services, licenses as well as interest.
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The lower tax rates will improve the conditions of the U.S. as business location. In particular, U.S. companies currently
enduring high effective tax rates and mainly U.S.-based revenues will be the big winners of the reform, including, among
other sectors, American banks. The average effective tax rates of the top 10 U.S. banks by market capitalization range
from 40% for Charles Schwab to 23.3% for US Bankcorp. By comparison, the average effective tax rate of the top 10
European banks are, in part, of similar size but ranging from 49.4% for Barclays to just 19.7% for UBS—due to the different
national corporate tax rates in the EU and heterogeneous foreign operations.

In the short term, the reduction of corporate tax by 14pp will lead to massive write-downs of banks’ deferred tax assets
which were mainly established after the financial crisis. A lower tax rate will immedialty reduce the value of these assets
which will have an one-time effect on fourth quarter results. Citigroup estimates a USD 20 billion write-down on deferred
tax assets, Goldman Sachs and Bank of America expect a massive one time hit by USD 5.0 bn and USD 3.0 bn
respectively. Moreover, some large European banks such as Barclays, Credit Suisse and UBS will also have to deal with
significant write-downs in the U.S. (Barclays: USD 1.3 bn, Credit Suisse: CHF 2.1 bn, UBS: CHF 2.8 bn). Nevertheless, the
massive decrease in corporate tax rates will, as a whole, save billions for U.S. banks and therefore increase their profits
in the future. According to estimates by Barclays, the U.S. financial industry will be the second largest beneficiary—behind
consumer staples—with an increase in earnings per share by around 10% in 2018. These expectations may also be
reflected in the TSR performance of global top 100 banks by region. U.S. banks are by far the top performer with +8.9%
since the U.S. House of Representatives passed the initial proposal of the bill on November 16 (+10.6% in Q4 in total).

While this tax reform will likely stimulate U.S. businesses, it will have consequences for foreign multinationals, in particular
within the European Union as one of America’s largest trading partners. Although European multinationals with U.S.
business will also benefit from lower U.S. corporate tax, the BEAT rule disadvantages those companies since cross-border
intra-group financial transactions between European parent institutions and U.S. affiliates shall be taxed. For instance,
U.S. affiliates of EU banks must even pay tax on interest paid on the regulatory capital coming from the parent institution
that is required by U.S. banking regulations.! Overall, these facts could increase the cost of cross-border business with
U.S. affiliates and thus could have a noticeable impact on global financial markets.

Estimates indicate that—through the U.S. tax bill-U.S. national debt will rise by around USD 1.0 trillion. This fuels inflation
expectations and further accelerates an increase to U.S. interest rates and the U.S. dollar. Closely following the final U.S.
Senate decision, the 10-year breakeven inflation rate, as a measure of inflation expectation in the U.S., reached its highest
level since May 2017. To sum up, the U.S. tax reform will have a positive impact on the U.S. economy in the short term,
the long term-effect, both for the U.S. and Europe, remains to be seen.

Overall, the new U.S. tax bill will be favorable for U.S. companies including domestic banking institutions. In addition to
weaker regulation and increasing yields, U.S. banks will benefit from a further improving economic environment. A lower
taxation of future earnings along with the increasing effort of U.S. banks to reduce their equity base (see zeb.market.flash
#23) will further enhance their profitability and capital market performance. Although the impacts on the European
economy are not clear at this point, especially multinational European banks must review their U.S. business strategies.

1 See letter from the European Banking Federation to the U.S. Congress.
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zeb.market.flash is a quarterly compilation of market data, putting the total shareholder return (TSR) performance of the
global banking industry, economic fundamentals and key value drivers into perspective. It is published by zeb. All data
and calculations of this issue are based on the date of January 2, 2018. The global top 100 banks cluster contains the
largest banks by market capitalization on December 31, 2016 and is updated on an annual basis. Data is subject to
ongoing quality assessment. As a consequence, minor adjustments could be applied to historical data as well as forecasts
shown in previous issues of zeb.market.flash.

zeb is a strategy and management consultancy specializing in the financial services sector with 17 offices spread across
Germany, Austria, Denmark, Italy, Luxembourg, the Netherlands, Norway, Poland, Russia, Sweden, Switzerland, Ukraine
and the United Kingdom. With almost 1,000 employees, zeb is the leading consultancy for national banks, private banks,
savings banks, cooperative banks and insurance companies.

For more information: www.zeb.de
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