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1. Profitability: key risk for the banking sector

SSM institutions are affected by the developments in macro-
financial, economic, competitive and regulatory landscape

» Weak operating profitability remains by

far the most important risk, magnified

e by the ultra-low / negative interest rate
environment, as well as overcapacity,
capital
adequacy high competition and in many cases
high levels of NPLs.
business model
and profitability
risk
risk » Followed by credit risk, which is driven
= and by lacklustre economic growth in the EU
data quality and high unemployment levels in some
Tiquidity countries

» SSM supervisory priorities 2017 are

ECB Banking Supervision: SSM priorities 2016 expected to be publlshed at the end of

the year
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1. Profitability: key risk for the banking sector

Banks face a very demanding environment...

Competitive landscape Structural changes

* High competition in many EU countries / » Challenging demographics

overbanking » Regulatory environment: New set of binding

» Market entry of non-bank firms and constraints targeted to:

i * Reduce probability of failure: RWAs, new minimums
shadow bankmg system and buffers, leverage ratio, LCR, NSFR, etc.
* FinTech / BigTech

; ) ) » Reduce severity of failure: resolution plans,
» Related risks: search for yield, loosening TLAC/MREL, OTC derivatives in CCPs, etc.

credit standards, operational, reputational | « Related risks: RWAs optimisation
& cyber risks

Macroeconomic environment Legacy issues

« Ultra-low / negative interest rates » High level of NPLs in some countries
* Uneven and anaemic growth * Misconduct cases
* High unemployment in some countries » Related risks: vulnerability to shifts in
« Geopolitical / country risk market sentiment

 Related risks: search for yield, loosening
credit standards, cost cutting affecting control
functions
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1. Profitability: key risk for the banking sector

...and survival requires not only adaptability but also rethinking of

business
Banks’ actions and business model change
Short term viability > Long term sustainability >
Increase in capital and provisions, more @ Forward looking strategy focused on
liquidity and higher capital ratios, cut sustainability through the cycle in terms
costs, more transparency: recognise of profitability, capital generation, and
losses and disposal of legacy assets stable funding base.

« Some banks need to scale back (cost structure, business lines / regions)
« Differences in BMs are essential for an efficient and resilient financial
ecosystem, but sustainable BMs will require:
 Very good governance, risk management, products, services and pricing
« Profitable (risk adjusted, with realistic ROE goals) business lines,
products, and geographies; winding down the others
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2. Overall profitability of SSM banks

Current profitability levels of SSM banks
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 RoOE remains below the cost of equity.

* Recurring banking revenues remain under pressure: both NIl and NFCI decreased
year on year.

* Reduction of impairment flows seems to have lost momentum, although the cost of risk
still decreased year on year.
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2. Overall profitability of SSM banks

ROE positive on aggregate in almost all jurisdictions

RoE by home country
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Sample: 102 Sls; Source: SSM Risk Analysis Division

e Spanish banks’ RoE just above SSM average and similar to 2015Q4
e Evolution of recurring revenues for Spanish banks similar to SSM average
e Spanish banks remain more cost-efficient than the euro-area average
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2. Overall profitability of SSM banks

Interest income is the main source of revenues

Income structure of Euro Area Sis by country
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Sample: 103 Sls; Source: SSM Risk Analysis Division

« Trading income more volatile nature impacts income distribution
» Spanish Sls display a higher reliance on interest income compared to the SSM average
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2. Overall profitability of SSM banks

Not clear trend in the SSM average cost to income ratio
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SSM average cost to
income ratio level
indicates there could
be room for efficiency
gains

Spanish Slis display
the lowest cost to
income ratio of the
biggest SSM countries
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2. Overall profitability of SSM banks

Cost of risk is on a downward trend in the last few quarters
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Spanish banks keep experiencing
cost of risk levels twice as large as
the SSM average

Cost of risk remains on a downward
path for Spanish Sls

SSM average also shows year-on-
year drop but stabilization quarter-on-
quarter.
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3. SSM BMA Methodology

Assessment of Global Business Model as part of SREP

2. Governance and 4. Assessment of | N | | ne w | t h E B A

1. Business model

Risk Management [l 3-Assessmentof W ... iquidity
assessment

assessment ek to Copital and Funding SREP Gu | d el | nes

Categories: e.g. Categories: e.g. ]
Credit, Market, Short Term Liquidity

Operational Risk and Risk, Fundi
et | Examples of -
identified business

Sustainability of Governance and Risk

Viability and Adequacy of
Business Model Management

models

SREP Decision

Quantitative capital Quantitative liquidity Other supenvisory
measures measures measures

Custodian, diversified lender, small
domestic bank, universal bank.

3-phase approach

# Purpose: gather # Purpose: Evaluate the # Purpose:
information and bank’s capacity to Comprehensive
understand materiality generate profits analysis — supervisory
of business areas judgement
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4. SSM supervisory actions

The SSM’s 2016 priorities included initiatives focused on business
models and profitability drivers which will be carried into 2017

Ol o

o

Business models &
profitability drivers

Creditrisk
focus on NPLs and concentrations

Capital adequacy

Challenge banks’ business models

Assess banks’ profitability drivers (thematic review)

Implement a consistent approach to NPLs
Evaluate impact of IFRS 9 on provisioning (thematic review)

Track exposure concentrations, in areas such as real estate

Follow-up on capital quality and
implementation of harmonised SSM OND approach

Focus on quality and consistency of banks' ICAAP

Targeted review of banks' internal models (TRIM)

Risk governance &

In-depth analysis of risk governance for selected Sls
(follow up on “internal governance and risk appetite” 2015 thematic review)

» Thematic review of

banks’ profitability
drivers at firm level and
across business models
Will facilitate the
assessment of banks’
ability to mitigate
weaknesses in their
business models

An area of supervisory
focus will be examining
whether profitability is
achieved through, among
other things, a weakening
of credit standards, greater

data qua"ty Assess compliance with BCBS principles reliance on Short'term
on risk data aggregation and risk reporting (thematic review) funding or an increase in
Liauidit Reliability of banks' Internal Liguidity Adequacy Assessment Processes r|Sk eXpOSU res not
iquidity .
Lor) commensurate with the
bank’s stated risk appetite.
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4. SSM supervisory actions

Thematic review on profitability drivers

2017

Development of tools and _
methodologies JSTs in-depth assessment

» Breakdown of the different
P&L components and
comparison with peers.

[« Facilitates BM analysis, in
particular peer group

comparisons and cross-
sectional analyses

Business
% model P&L y
classificat./ @ analyser
peer group tools
tools
Forecasting AVEWAIS
e exercise @ guidance N\

Supports JSTs in the
Zissessment of profit
sustainability and steering

* Information on P&L & BS
projections as well as on
underlying assumptions in a
3-year horizon

. J

J
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Thank you
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