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COVID-19 still looming large

Key topics

I. State of the banking industry

Global top 100 banks were not able to keep up with
overall capital market recovery and showed the lowest
TSR performance across all industry sectors (-1.7% qoq).
Western European banks are particularly hard hit -
average P/B ratio continues to drop, approaching the
0.40x mark end of Q3 2020.

. Economic environment and key banking drivers

The full extent of the COVID-19 crisis was shown in
economic growth in Q2 2020. Despite an aggravating
second COVID-19 wave, the economic situation is
expected to continually improve over the next quarters.
Inflation rates across all regions dropped and the
Western European rate is expected to slow to deflation
— devastating news for anyone hoping for higher euro
area yields.

¢ Global top 100 banks reported further increasing cost
of risk in Q2 2020. European banks also had to deal
with lower earnings resulting in a ROE of -0.5%.

l1l. A deceptive calm? - European banks still need
to be vigilant!

e European banks have on reported
significantly higher loan loss provisions in order to
capture the potential economic fallout from the
COVID-19 pandemic.

Risk provisioning differs significantly across banks
which cannot only be explained by obvious and clear
criteria, thus also indicating a high level of
uncertainty.

The still volatile and uncertain COVID-19 situation
requires banks to reassess the situation at shorter and
shorter intervals and act decisively and fast upon the
derived information.
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I. State of the banking industry

Global banks are not able to keep up with the overall capital market recovery. In the third quarter of 2020, shares of global banks
have come under renewed pressure, reflecting ongoing uncertainty about the economic consequence of the COVID-19
pandemic, falling interest rates as well as upcoming new money-laundering allegations. Whereas the global market was able to
make up for the losses from Q1 2020 (MSCI World +8.0% qoq, +2.1% for 2020), the banking sector again lost shareholder value
(-1.7% qoq, in total -23.0% for 2020).
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MSCl World — 50 Top performers Country TSR

Cons. discretionary 146 NORDEA BANK Sweden >3
Technology 134 DNB Norway 7

. . SEB Sweden -1.3

Basic materials 10.6
X ING GROEP Netherlands -2.3
Industrials 10.1
CAIXABANK Spain -4.6
Cons. staples 59

Health care 5.4 Low performers Country TSR
Utilities 5.1 BANCO SANTANDER Spain -26.4
Real estate 38 SOCIETE GENERALE France -235
Telecommunications 37 BBVA Spain -22.6
Global top 100 banks -1.7 HSBC HOLDINGS United Kingdom -20.4
Energy 17 STANDARD CHARTERED United Kingdom -19.1

1) All banks worldwide according to Bloomberg classification. Global top 100 banks contain largest banks by market cap. on December 31, 2019. Figures are aggre-
gated in EUR, without adjustments for foreign currency effects; 2) P/B ratio: price/book ratio, calculation as harmonic mean; 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. Avg. TSR of global top 100 banks are weighted by the market capitalization of each bank; Source: Bloomberg, Thomson Reuters

e Contrary to the general market movement (MSCI World: +3.3% qoq), the recovery of banks’ market capitalization stopped in
the third quarter of 2020. All banks’ market cap decreased by -2.2% qoq while global top 100 banks even lost all gains from
the second quarter reaching a new low point of EUR 3.8 tr (-5.8% qoq, -26.9% yoy).

e Banks' average P/B ratios remain below the 1.00x-hurdle across all regional clusters. Western European banks’ P/B ratio
continues to drop, approaching the 0.40x mark end of Q3 2020 (0.41x, -0.06X q0Q).

e In Q3 2020, global top 100 banks showed the lowest TSR performance across all industry sector (-1.7% qoq). Whereas U.S.
banks were able to keep TSR nearly constant in (+0.6% qoq), Western European banks have been additionally burdened by
the ECBs’ extended dividend ban for euro zone banks and the TSR declined by -11.7% qoq.

e Negative TSR among the European top performers again highlights the precarious situation of the banking industry. The
Spanish banks Banco Santander and BBVA are particularly affected as they suffer from the severe situation in Brazil and
Mexico, which amount to around 30% of their profits.
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Il. Economic environment and key banking drivers

In Q2 2020, GDP growth in Europe and the U.S. shows the full impact of the COVID-19-related lockdowns and reached a historic
low point. Despite an aggravating second COVID-19 wave, the economic situation supported by massive state aid programs is
expected to continually improve over the next quarters. Inflation rates across all regions dropped in Q2 2020. While U.S. inflation
rates are expected to slowly move back to regular levels, the Western European rate is approaching deflation. This is devastating

news for anyone hoping for higher euro area yields.

GDP growth (real GDP, year-over-year rates, in %)" Inflation rate (CPI, year-over-year rates, in %)"
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1) BRICS: Brazil, Russia, India, China, South Africa; forecasts: average of market country-individual forecasts; Source: Bloomberg, Thomson Reuters Datastream,
zeb.research

o Afteradismal Q2 2020, latest GDP growth forecasts indicate that economies are beginning to recover. GDP growth is steadily
increasing but remains negative for most countries until Q1 2021. However, current estimations are still very volatile,
essentially depending on the development of infection rates and are therefore not very reliable, of course.

e Due to the economic crisis, customer prices dropped clearly and are expected to decrease in Germany and Western Europe
even further in the next quarters nearly reaching zero and increasing the risk of deflation in the next months.

e Asthe U.S. Fed confirmed it plans to keep interest rates in a range between 0.00%-0.25%, the U.S. yield curve remained at a
remarkably low level and became even flatter compared to June 2020.

e The euro area yield curve shifted downwards, stayed super-flat and now matches the previous low at the end of Q3 2019,
negating all yield improvements of the past. Lower pressure from U.S. yields along with massively increasing government
debt, the further need for economic stimulus and now even the possibility of deflation destroys all hopes for higher yields in

Europe for the next months and even years.
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After taking a first huge hit in the first three months of 2020, global banks reported further significantly increasing loan loss

provisions (LLPs) in Q2 2020. Yet, the overall development and the ability to cope with massively increasing costs of risk was

regionally quite different. U.S. banks were able to compensate higher LLPs through higher earnings (especially in securities
business) and to keep their profitability stable. European banks, however, had to deal with a fatal combination of higher LLPs
and also lower earnings even resulting in a negative return on equity in Q2 2020.
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Q2 2020 data not yet available; Western Europe: euro area, Denmark, Norway, Sweden, Switzerland, UK; 1) Post-tax RoE (return on equity): post-tax profit to average
total equity, annualized values; 2) Cost-income ratio: operating expenses to total income, annualized values; 3) Loan loss provisions to average total assets, annualized
values; Source: Fitch Connect, ECB, zeb.research

e U.S.banks again faced strongly increasing loan loss provisions (+27% qoq) in Q2 2020 but managed to keep their profitability

stable and above 5% (Q1 2020: 5.4%, Q2 2020: 5.5%). Key to this were clearly increasing earnings (+10%) with only moderately

increasing costs. The cost-income ratio improved in the second quarter from 63% (Q1 2020) to 61%.

e European banks showed a quite different picture: LLPs increased by 16% qoq but as earnings decreased in addition (-6% qoq),

profits were negative for the first time leading to a return on equity of -0.5% in Q2 2020. Strongly decreasing costs (-11% qoq)

offset these negative effects to some degree but were not able to keep profits in the positive.

e The recent development of customer interest rates, especially declining rates in the corporate business, might surprise to

some degree. From our perspective, this is more driven by lower credit lines and early repayments of loans from Q1 2020

instead of a trend reversal. We still think that, on an overall level, the pandemic should lead on average to higher customer

interest rates in the next quarters continuing the trend that started in April 2020.
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I1l. Special topic
A deceptive calm? — European banks still need to be vigilant!

Almost eight months after the COVID-19 pandemic hit Europe, the crisis has left a very deep and fundamental mark — companies
from all industry sectors and their employees were affected. For European banks, the consequences are twofold: banks are —
together with governments and central banks — an essential part of the rescue team trying to mitigate the economic damage by
giving out new loans or increasing credit lines. However, due to the massive economic downturn, banks also have to deal with
significantly increasing credit loss provisions in their P&L.

The fundamental question is how much will loan loss provisions (LLPs) finally increase and eat up banks’ already low profit
cushions? We addressed this question in our European Banking Study published in September by analyzing the current LLP
developments of Europe’s largest 50 banks.! Looking at these institutions, two aspects are observable. In the first six months of
2020, most of the banks have reported significantly higher loan loss provisions in order to capture the potential economic fallout
from the COVID-19 pandemic. Furthermore, LLP increases differ clearly across the top 50 banks. A deeper view of current figures
underlines this. Postings of loan loss provisions of Europe’s top 50 banks for the first six months of 2020 are already higher than
the FY 2019 value - in total, approximately EUR 60 bn at the end of Q2 2020 vs. EUR 47 bn in FY 2019. However, while some
European banks reported in Hr LLPs more than 10 times higher than previous year’s levels, other banks have made almost
unchanged or just slightly increased provisions.

This raises some further questions: are there concrete or obvious criteria which can explain the very different ways in which risk
provisions are formed by the institutions? Or are these current differences rather the result of complete uncertainty in the
banking sector about the severity of impacts from the COVID-19 crisis? Based on the latest available reports of Europe’s top 50
banks we analyzed the heterogenous COVID-19 induced risk provisioning by testing the impact of different factors that could be
used as explanatory variables. The COVID-19 induced risk provisioning is measured by the percentage change of LLPs in the first
half of 2020 compared to the first half of 2019. As an explanatory variable we used 25 factors in total, including geographical
information (country or region of domicile), the fundamental basic business model, the financial resilience of the bank (profit
and capital cushions), the historical risk provisions and reserves (e.g. coverage of non-performing loans), information on the
pre-pandemic loan portfolio quality (measured by portfolio PDs and LGDs) and the estimated impact of the crisis across industry

sectors.
LLPs to total assets of Europe’s top 50 banks 2019 vs LLP Average profit cushion of Europe’s top 50 banks vs LLP
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1) Profit cushion: potentially tolerable additional credit losses, 4-year average of operating pre-tax profit (2017-1Q20/2Q20) to total IRB & SA credit risk exposure at
default; Source: company reports, EBA transparency exercise, FitchConnect, zeb.research

' For more information please visit our study homepage at https://zeb-consulting.com/en-DE/european-banking-study-2020-2-edition
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The overall result of this analysis is clear, but perhaps unsatisfactory. Altogether, from all these variables studied, only two
variables - profit cushion and the level of LLPs before the pandemic — can provide any information on the increase in risk
provisioning. Institutions with a previously high profit cushion generate significantly higher provisioning than banks with a
lower cushion. At the same time, institutions with a historically higher risk provisioning build up further reserves to a lesser
extent than banks with a very low starting point (see Figure above). However, considering these two variables in a multiple
regression model, only about 22% of the variance can be explained. Beyond this, none of the geographical characteristics, the
general business model, the initial portfolio quality and the exposure split across industry sectors can significantly increase the
explanatory power of the model.

There is currently a deceptive calm. The economy has begun to recover in Q3 2020 and many expect no further total lockdown
leading to a somewhat speedy recovery towards the end of 2022. However, European banks are by no means operating in a
normal environment. Large parts of the economy are supported by the expensive intervention of the European states — a lot of
bankruptcies have seemingly been avoided, but many might only have been postponed until later. Whether the situation will
worsen in the next few months or even weeks will strongly depend on the handling of the current “second wave” of the COVID-
19 pandemic and the corresponding further economic development towards the end of the year. This rather volatile and
uncertain COVID-19 situation requires banks to be vigilant, that is, to reassess the situation at ever shorter intervals and act
decisively and fast on the information derived.
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About zeb.market.flash

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 October 1, 2020. The global top 100 banks cluster contains the largest banks by
market capitalization on December 31, 2019 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.

As aleading strategy and management consultancy, zeb has been offering transformation expertise along the entire value chain
in the financial services sector in Europe since 1992. In Germany, we operate offices in Frankfurt, Berlin, Hamburg, Munich and
Miinster (HQ). Our international locations are in Amsterdam, Copenhagen, Kiev, London, Luxembourg, Milan, Moscow, Oslo,
Stockholm, Vienna, Warsaw and Zurich. Our clients include European large-cap and private banks, regional banks, insurers as
well as all kinds of financial intermediaries. Several times already, our company has been classed and acknowledged as “best
consultancy” for the financial sector in industry ranking.

For more information visit www.zeb-consulting.com
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