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MANAGEMENT SUMMARY

Europe’s banks face multiple hazards in an increasingly
turbulent economic climate. In “Weathering the per-
fect storm”, the sixth edition of our European Banking
Study, our comprehensive look at the banking business
in 2019 reveals that Europe’s leading banks - despite
some undeniable improvements - still do not generate
enough profit from their core banking services on aver-
age. This has been a consistent finding since we started
our study six years ago. However, there are of course
also very successful banks in the market. Especially
some mid-sized, less complex institutions focused on
specific customers, products or regions are ahead of
the pack.

Using zeb’s tried-and-tested, proprietary simulation
model to look into the future, we found that the indus-
try’s essential overall problems are even likely to wors-
en. All our scenarios paint a troubling picture for an in-
dustry facing what could be a perfect storm of adverse
economic and regulatory forces in the coming years. If
we assume constant interest rates, market conditions
from the end of 2018 and no changes to bank’s busi-
ness / operating models, the average return on equity
of Europe’s top 50 banks will halve by 2023. Even our
most optimistic and least likely “Euroboom” scenario
indicates that, on average, banks will only just meet in-
vestors’ profitability expectations.

Dr. Dirk Hollander

Senior Partner Partner

P

~al 7

Dr. Frank Mrusek

Senior Manager Manager
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Dr. Florian Forst

How can Europe’s banks avoid sinking further into stag-
nation? This latest edition of the European Banking
Study reveals if and how digitalisation - obviously the
hottest topic across the whole industry - could be the
“silver bullet” that delivers long-term profits and leads
banks into the Promised Land. We have been able to
come up with significant answers:

* Banks that are digitalisation “pioneers” outperform
less digitalised peers according to every significant
banking KPI

¢ The most profitable banks replicate five success fac-
tors found in global Tech Giants like Google and Am-
azon to a greater extent than less successful banks

* However, the “silver bullet” of digitalisation will only
work for banks that understand how to pull the trigger

We are very happy that zeb’s annual European Bank-
ing Study has established itself as the leading indus-
try research source for the region’s top 50 banks and
an indispensable guide to how they can navigate the
challenges ahead. We would be pleased to discuss our
analyses and findings with readers of our study and
offer customised analyses for individual institutions.
Please see pages 38-39 for contact details.

We hope you will find this study an enjoyable and in-
formative read!

Dr. Ekkehardt Bauer
Senior Manager

Martin Rietzel
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OUR MAJOR FINDINGS IN FIVE KEY STATEMENTS

“European banks’improwed capitalisation is good news for regulators
and politicians. But investors and executives should worry deeply about
the persistent inability af Europei‘ top banks to earn enough money. ?

Dr. Dirk Hollander, Senior Partner, zeb

<«

id-sized, less complex banks with a clear focus on particular customers

or regions are the winners in Europe. Tbey achieve higher prof its and
better market valuations.”

Dr. Ekkehardt Bauer, Senior Manager, zeb

“Our simulation of upcoming regulatory and economic pressure shows
that banks must substantially adjust their business and operating model.

Simple cost cutting and hoping for higher yields is not good enough.”

Dr. Frank Mrusek, Senior Manager, zeb

“Banks that hawve moved early fo digitalise their business and operating

model are outperforming their peers across all relevant KPIs.”
Dr. Florian Forst, Partner, zeb

“Iech Giants have delivered a blueprint for successful digitalisation.

Banks need to follow f ive key success factors based on their own digital
maturity. ?

Martin Rietzel, Manager, zeb
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1 CLOUDY WITH SOME HEAVY RAIN
The prevailing climate in European banking

y
4’ ’ Dr. Dirk Hollander, Senior Partner, zeb

“European banks’improwed capitalisation is good news ﬁ)r regulators and politicians.

But investors and executives should worry deeply about the persistent inability of

Europe’s top banks to earn enougb money. ?

Where do European banks stand a little over a decade
after the global financial crisis? The answer to this es-
sential question is not straightforward and depends in
large part on the level of scrutiny.

At first glance, Europe’s top 50 banks appear to have
achieved a gradual recovery from tough times. They
have made significant progress in improving capitali-
sation and to some degree even returns. However, a
closer look raises grave concerns. Not all banks have
shaken off post-crisis weaknesses, while some appar-
ent improvements disappear under scrutiny. Most im-
portantly, investors are understandably not buying any
sunny equity story featuring European banks. Overall,
an objective view of the current situation reveals cloudy
weather and plenty of rain.

Large European banks remain
an exclusive club

The European Banking Study focuses on a representa-
tive group of institutions: the 50 largest commercial
banks by total assets headquartered in Europe. This
exclusive circle has shown little momentum in recent
years: the list of Europe’s top 50 banks has scarcely
changed since 2017 and there has been no significant
overall shift in their market share or total assets. The
long expected and steadily increasing pressure for more
consolidation or specialisation among large banks is
still not reflected in the overall numbers. Figure 1 shows
how little the general picture has altered since 2017,
despite the ups and downs of a few individual banks.



2018 basis?
in EUR bn

HSBC Holdings (HSBC)
BNP Paribas (BNP)
Crédit Agricole (CA)
© Banco Santander (SAN)
© Deutsche Bank (DB)
Société Générale (SocGen)
© Groupe BPCE (BPCE)
© Barclays (BAR)
Lloyds Banking Group (Lloyds)
ING Group (ING)
@ UBS Group (UBS)
© UniCredit (UniCr) ‘
© Intesa Sanpaolo (ISP) ‘ |
© Credit Suisse Group (CS) |
© The Royal Bank of Scotland (RBS) = |
BBVA (BBVA)
Groupe Crédit Mutuel - CM11 (CM)
© Standard Chartered (STAN) |
© Codperatieve Rabobank (Rabo) ‘ |
© Nordea Bank (Nordea) =|
DZ Bank (DZ) |
Danske Bank (Danske) |
Commerzbank (CBK)
© CaixaBank (Caixa) |
© ABN AMRO Group (ABN) |
© Svenska Handelsbanken (SHB) |
© KBC Group (KBC) |
DNB (DNB) |
SEB (SEB) =
© La Banque Postale (LBP) |
© LBBW (LBBW) |
@) Erste Group Bank (Erste) |
© Banco de Sabadell (Saba) |
Swedbank (Swed) |
|
I

Bayerische Landesbank (BayLB)
Bankia (Bankia)
Raiffeisen Group (Raiff) |
Nykredit Realkredit (Nykr) |
Belfius Bank (Bel) |
© Helaba (Helaba) |
Banco BPM (BPM) |
© NORD LB (NORD/LB)
Ziircher Kantonalbank (ZKB)
© OP Financial Group (OP)
© Raiffeisen Bank International (RBI)
© Banca Monte dei Paschi di Siena (MPS)
Unione di Banche Italiane (UBI)
Bank of Ireland (Bol)
Postfinance (Postfin)
Allied Irish Banks (AIB)

30.0 28.7 28.9 28.5 28.6

2014 2015 2016 2017 2018

! Long term view - market share and total assets
3 M Top 50 total assets, in EUR tr [ Top 50 market share, in %

500 1,000 1,500 2,000 2,500

M 17 universal banks 27 retail banks 6 wholesale banks — 2017

1) Sample contains 50 largest European banking groups by latest stated total assets, for 2018, all figures are based on full year numbers and
calculated with fixed FX rates as of 31/12/2018, Europe includes the 28 countries of the European Union, Liechtenstein, Iceland, Norway and

Switzerland; see appendix for further details

Source: company reports, European Banking Federation, European Central Bank, FitchConnect, zeb.research

Figure 1: Europe’s 50 largest banks by total assets, 2018



Capital and liquidity are fairly solid,
but structural risks exist

Superficially, Europe’s top 50 banks are in a strong po-
sition. Their capitalisation has risen steadily in recent
years, despite a slight overall decrease in 2018 due to
the introduction of the International Financial Report-
ing Standard 9 (IFRS9) and tightening regulatory rules
in the Nordics. The top 50’s average overall Common
Equity Tier 1 (CET1) ratio (13.9% in 2018) remained
comfortably above the average regulatory and market
minimum requirement of 12.5%.

The picture is similar for the top 50’s average leverage
ratio (LR) and average liquidity coverage ratio (LCR).
The latter had reached 146% by the end of 2018, well
above the regulatory hurdle of 100%. This is not only
due to the overwhelming amount of liquidity in the mar-
ket resulting from the ECB’s monetary policy. It is also
because many banks have problems in managing and
monitoring their liquidity position and buffers. “Buffer
management” is currently a hot topic and will remain so
in the coming years, given that banks lose a significant
amount of money by holding excess liquidity and capi-
tal because of regulatory ratios.

Figure 2 shows the development of the top 50’s capital,
leverage and liquidity ratios.

Common equity tier 1 (CET1) ratio?
in %

Min o4 13.2 13.6 14.3 13.9
CET1?)- gy - - -- -- -- -
(12.5%) .

2014 2015 2016 2017 2018

® Liquidity coverage ratio

1) Transitional CET1 ratio: CET1 capital to risk-weighted assets;

Overall, regulatory figures show a European banking
industry whose financial strength has improved signifi-
cantly and become more resilient since the years lead-
ing up to the global financial crisis. However, scrutiny of
the banks' risk situation also raises concerns. Although
the situation differed from one part of Europe to the
next, the substantial increase in spreads of credit de-
fault swaps (CDS) in 2018 signalled that investors were
increasingly worried about banks’ underlying risks.

As a result, CDS spreads for banks from Southern Eu-
rope in our top 50 sample almost doubled. The two ma-
jor reasons for this development were non-performing
loans, of which a very high proportion remained inad-
equately adjusted in value, and high levels of exposure
to only medium-grade sovereign bonds (see Figure 3) -
in most cases from the banks’ respective home coun-
try. Western European banks, Nordic banks and UK
banks last year also experienced rising credit spreads,
albeit much lower in degree. This problem will acceler-
ate in the future, as there are some signs that Europe
is heading towards the end of the current credit cycle,
which would lead to new non-performing loans and
credit losses.

Leverage ratio (LR) / liquidity coverage ratio (LCR)*

in%

Min LR 4.6 4.9 5.0 5.3 5.2
i § N B § &

2014 2015 2016 2017 2018

2) Est. market avg., individual req. for each bank; avg. consists of 4.5% Pillar 1 req. + 2.5% capital conservation buffer + 1.0% avg. countercyclical
buffer + 1.0% avg. systemic buffers (incl. G-SIB, syst. buffer) + 2.0% avg. SREP surcharge + 1.5% “manoeuvring” buffer;

3) All figures based on reported numbers;
4) Average LR req. of all G-SIB banks

Source: Bloomberg, company reports, FitchConnect, zeb.research

Figure 2: Average capital and liquidity ratios of Europe’s top 50 banks



Furthermore, there are indications that Europe’s banks
have in the last 3-4 years begun to price loans with-
out adequately factoring in default risk. A zeb analysis
based on our risk-adjusted pricing model for Europe’s
top 50 banks shows that the pricing for syndicated
loans - as one part of the overall loan business - has
fallen well below the theoretically fair price, including all
margins and risk costs. Ominously, a similar trend was
visible during the 2007 run-up to the financial crisis.
Today, the same phenomenon suggests that the willing-
ness of banks to take risks is growing amid a desperate
search for at least some positive yields in a liquidity-
flooded market. This greater appetite for risk has in turn
eroded the (risk-adjusted) profitability of lending and
the average quality of credit portfolios.

Selected drivers

Despite the positive development regarding regulatory
KPIs, our analysis shows that some banks are exposed
to significant credit risks and related losses in the event
of economic downturn driven by international trade ten-
sions, a hard Brexit or a renewed sovereign debt crisis
in Southern Europe. Whether their capital ratios are
high enough to absorb such shocks and prevent crisis-
driven bank failures is a crucial question; the reality
check is still to come.

Market view

in %

NPL ratio?
15
10
5 f/ \
0
2008 2010 2012 2014 2016 2018

— Western European banks
~ Nordic banks

— Southern European banks
— UK banks

Sovereign bonds exposure to equity?

161  9g 164 o4 168
a8 - 122 3
2
ﬂ
_— |
Western UK Southern Nordic
European banks European banks
banks banks
M Prime [ High grade Medium grade

1) Non-performing loans to gross loans;

in bps

5-year CDS spreads of top 50 banks
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— Western European banks
~ Nordic banks

— Southern European banks
— UK banks

2) Shares of total sovereign exposure to total equity by rating class and sorted by region as of Q2/2018, without Swiss banks,
Fitch ratings as of 21/01/2019 used, prime: AAA, high grade: AA+ to AA-, medium grade: A+ to BBB;
3) Top 50 banks clustered by countries, Southern E.: Italy, Spain, Nordics: Denmark, Finland, Norway, Sweden, Western E.: all other countries

Source: European Banking Authority, FitchConnect, Thomson Reuters Datastream, zeb.research

Figure 3: Risk situation of Europe’s top 50 banks®
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Profitability is the main problem

Starting with some good news, the profitability of Eu-
rope’s top 50 banks has steadily recovered over the last
years. Post-tax return on equity (RoE) reached 7.2% in
2018, 0.6 percentage points more than in 2017 (see
Figure 4). Banks are continuing to close the gap be-
tween their performance and the returns expected by
investors, with a current cost of equity of around 8.0%.

However, closer scrutiny brings some bad news. The in-
crease in banks’ RoE over the last five years was solely
due to non-operational factors. Lower litigation costs,

Post-tax return on equity / cost of equity / cost-income ratio?
in%

12.1

W.o
B B
: :

2014 2015 2016 2017 2018

M Post-tax RoE — CoE ®CR

lowertaxes and especially reduced loan loss provisions,
which reached a historical low in 2018, improved the
overall results of the top 50 banks. Even more dramatic
is the fact that the development of the overall operat-
ing result was negative during the same time. In other
words, Europe’s largest banks are currently making less
profit from their core banking services than five years
ago. All the operational and strategic improvements of
recent years have not been substantial or sustainable
enough to counter decreasing earnings and increasing
costs such as higher regulatory charges, increasing IT
spend and rising salaries.

Post-tax profit development

in EUR bn
63.6 1211
678 -10.3
2014 A Op.result A Litigation/LLP/ 2018

development?  XO development®

1) Post-tax RoE (return on equity): post-tax profit to avg. total equity, cost of equity (CoE): yearly average of European 10-year gov. bonds as risk-free
rate plus risk premium of 6% multiplied by banks’ individual yearly average beta; CIR (cost-income ratio): operating expenses to total earnings;

2) Includes total operating earnings and operating expenses;

3) Litigation costs, loan loss provisions (LLPs), extraord. result / result from discount. op. (XO result) and tax

Source: company reports, FitchConnect, zeb.research

Figure 4: Post-tax profit and profit development of Europe’s top 50 banks, 2014-2018



Dr. Ekkehardt Bauer, Senior Manager, zeb

‘Mid-sized, less complex banks with a clear focus on particular customers or regions

are the winners in Europe. Tbey achieve /.n'g/aer prof its and better market valuations.”

Europe lacks top-performing banks

The performance of individual banks among Europe’s
top 50 offers a mixed picture but supports our overall
analysis. Most banks exceeded the capital requirement
threshold of 12.5% demanded on average by mar-
kets, investors and regulators. However, a remarkable

11 institutions failed to achieve this average target. In
addition, most banks were still not sufficiently profit-
able to cover their long-term cost of equity, which we
estimate at around 9%. Overall, only 14 of the top 50
banks achieved both a sufficient CET1 ratio and a post-
tax RoE above their cost of equity. Figure 5 below shows
the detailed picture.

22.5
B/S share? ; B/S share”
2018:156%, Nykredit | =~ AIB : : 2018: 18%,
2016: 63% ‘ i 2016: 11%
20.0 f - e b e o o o oo - | O WU NS, SO———
3 ABN AMRO
see @ ‘
LN
Lo i i ly tbs 6’5”’.’;” Danske oo Possmosssosy
n — ' ]
ﬁ. R Handelsh. ! Swedbank :
= [ ] ® i y
= : 1 ! ‘ 1/ _KBC |
c: . . ! . .NLdE? ] 0
= 150 [ .. ******** .- T---ING - S POOeCECESas R e
0 ' ' ' — : : :
- ' ' '
< P u ! f Intesa S. Erste Group Bank
2 | o | o«
£ Lo ° °® o \Rel
- ' i i i
] o
o
‘ ‘ . @
101 S A Sl A S A A
B/S share”
2018: 24%,
75 2016: 26% ””””73 777777777777 3 777777777777 3 777777777777777777777777777777777777777777777777777777777777
| B/S share?
2018: 2%,
i i i | . 2016: 0%
5.0 . . . . .
-27.0 0.0 3.0 6.0 9.0¥ 12.0 15.0 18.0 21.0
Avg. post-tax RoE 2016-2018 (in %)
@ Universal Retail M Wholesale

1) Transitional CET1 ratio;

2) Estimated market average, individual requirements for each bank; average consists of 4.5% Pillar 1 req. + 2.5% capital conservation buffer + 1.0%
average countercyclical b. + 1.0% average systemic b. (incl. G-SIB, systemic risk buffer) + 2.0% average SREP surcharge + 1.5% “manoeuvring” buffer;

3) Average cost of equity 2016-2018;

4) Percentage of total assets held by banks in each quadrant; see appendix for banks’ individual figures

Source: company reports, FitchConnect, zeb.research

Figure 5: Profitability and capitalisation of Europe’s top 50 banks
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An analysis of these 14 top performers reveals a clear
pattern. The group comprises mid-sized (in comparison
to the overall sample), less complex banks with a clear
regional, product and/or target customer focus. They
are large enough to gain adequate economies of scale
but benefit from far less complex structures, IT systems
and regulatory rules compared with some of their larger
top 50 peers. Significantly, this finding is not just a
one-off snapshot. The pattern has been evident since
we launched our annual EBS in 2013. Over the past

six years, only one of Europe’s 10 largest banks, an in-
stitution with a strong retail focus, has ever reached the
top right corner in our profitability-capital matrix.

One key reason for the gap between the top 14 and
the remaining 36 banks is clear: the top performers use
capital and labour more efficiently. Our analysis shows
that they excel at cost and capital efficiency, while their
peers lag behind in one or both areas. As a result, the
latter banks are far less profitable (see Figure 6).

30.0 : ‘ : ‘ : ‘ ‘ : :
S R A Nykredit || R A N . I N
: A : : . Swedbank : :
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: : 3 ® 3 3 3 ‘ :
& 500 e L iNordea L / ””””” by
£ 1 1 1 Danske @ A | KeC : High overall efficiency
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= 65.0 l l l Erste Group Bank ! ' ' ' '
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Low overall efficiency } } } } } } }
100.0 ‘ ‘ : ‘ : : ‘ ‘ ‘
2.0 3.0 40 5.0 6.0 70 8.0 9.0 10.0 11.0 12.0 13.0

Capital efficiency (earnings to RWAs) 2016-2018 (in %)

® Universal A Retail M Wholesale @ /A /M Post-tax RoE < 3.5%? ©/A /W Post-tax RoE > 9.0%?

Median of all banks;

Approx. low quartile boundary;

Average costs of equity;

Cost-income ratio: operating expenses to total earnings

1
2
3
4
Source: company reports, FitchConnect, zeb.research

Figure 6: Efficiency dimensions of Europe’s top 50 banks

1 We measure a bank’s cost efficiency based on its three-year average CIR. Capital efficiency is defined as the three-year average ratio of earnings to RWA.



Of course, the degree of efficiency any bank can attain
depends substantially on its business model and other
individual characteristics.

European banks have miserable,
but fair market valuations

Putting all previous arguments together, it comes as
no surprise that capital market investors have lost their
faith in European banks. The average capital market
performance of Europe’s top 50 banks was poor in
2018 and the average valuation of the top 50 banks
remained at disastrous levels. The average price-to-
book ratio (P/B ratio) had fallen to 0.61 by the end of
2018, moving Europe’s banks further away from the im-
portant threshold of a P/B ratio of 1 and increasing the
gap to other industries. Figure 7 details stock market
performance and valuation patterns. Beyond the idi-
osyncratic factors mentioned before, the fading hopes
for higher yields in Europe, Brexit, looming trade wars
and other (geo-)political and economic problems, low
growth dynamics in the classic banking segment and
new banking litigation issues have crushed the equity
stories of many institutions.

More frustratingly, our analysis did not turn up any evi-
dence that current market valuations are unfair or the
result of some irrational exuberance. Based on a clas-
sic evaluation model (Gordon Growth Model), we find
a theoretical price that is comparable to current mar-
ket valuation. Whilst only being an approximation, the
long-term valuation of a bank can be seen as a direct
function of overall profitability and growth for a given
risk profile.

Turning the argument around, we could also argue that
assuming an average future cost of equity of around
9% and a payout ratio of 75%, current valuations, i.e.
the market participants, imply an expected long-term
RoE of 7% and revenue growth of around zero.2 This im-
plied RoE is in line with 2018 figures and could repre-
sentthe “natural” long-term RoE rate of Europe’s top 50
banks if banks do not adjust their business or operating
model significantly.

As “sunny” as average regulatory and profitability KPIs
of Europe’s top 50 banks may look on the surface, scru-
tiny of other data reveals a rather cloudy environment
with a lot of rain. Although capitalisation and profit-
ability have improved, other KPIs have worsened, rais-
ing substantial concerns. If economic conditions were
to become less favourable, inadequately provisioned
credit risks, lack of organic growth and poor market
sentiment will combine into yet another perfect storm
for Europe’s 50 biggest banks.

2Implied revenue growth of zero is also reasonable as the banks have not generated any organic growth in the last five years.
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Total shareholder return (TSR) of listed European top 50 and Euro Stoxx 600

in%p.a.
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yield crisis 154
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Source: Thomson Reuters Datastream, zeb.research

Figure 7: Capital market performance and valuation of Europe’s top 50 banks



2 PERFECT STORM ON THE HORIZON?
A closer look at four scenarios

Dr. Frank Mrusek, Senior Manager, zeb

“Our simulation of upcoming regulatory and economic pressure shows that banks

maust substantially adjust their business and operating model. Simple cost cutting

and hoping for higher yields is not good enough.”

Looking ahead, Europe’s banks face significant vulner-
abilities and especially a very volatile future economic
environment. One issue is the still existing regulatory
agenda. Although no new game-changing rules are to
be expected, banks will have to comply with a long list
of initiatives, which will become even longer in the fu-
ture. They will not only affect banks’ capitalisation and
capital ratios. As many key initiatives will not only lead
to higher costs but also to regulatory-inflicted lower
earnings, regulation still directly affects one of the most
critical areas of banking in Europe: the ability to earn
money and to achieve a reasonable return for investors.

Another issue to discuss is the economic perspective.
Based on current developments, like global trade ten-
sions, an unresolved Brexit and rising fiscal fragility in
several European countries and other (geo-)political
turmoil just to name a few, the future direction based
on economic sentiment or forecasts is more volatile
and uncertain than ever.

These issues are of course major concerns for banks.
Therefore, we believe that it is of high importance for
bank managers

1. to still have an up-to-date view of regulatory changes
including respective quantitative impact analyses,

2. to consider several different economic scenarios in
their strategy and planning processes, and

3.to base their decision-making on sophisticated
analyses and simulations that combine regulatory
effects and different scenarios as well as their cor-
relations within a holistic approach.

In the following paragraphs, we will provide such an
analysis and simulation by formulating an integrated
outlook for the large European banks until 2023.
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New regulations exacerbate
the profitability problem

As a first step and starting point, we defined a baseline
scenario. In this baseline scenario, we examined the ef-

KPIs of each European top 50 bank. Based on this, we
developed three further scenarios to combine the regu-
latory impact on each bank with the effects from dif-
ferent macroeconomic scenarios such as interest rate
hikes or credit risk deterioration. (See separate box for

fects of the most important regulatory initiatives on the

DETAILED VIEW:

more details on zeb’s simulation approach.)

HOLISTIC ZEB.SIMULATION OF EUROPEAN BANKS

General methodology

zeb’s proprietary banking simulation model - tried, tested,
and back-tested - estimates the impact of yields, the most
important upcoming regulatory initiatives and macroeco-
nomic developments on the key performance indicators of
each individual top 50 bank. We use detailed assumptions
based on working papers, quantitative impact studies and
our expert knowledge to determine the specific impacts of
each factor on the regulatory capital, earnings, costs or bal-
ance sheet positions. It is important to highlight that our
model takes into account dependencies and connections
between the income statement, balance sheet and regula-
tory figures during the simulation periods. This allows zeb
to conduct an integrated simulation of the development of
each bank’s essential KPIs, rather than isolated, “silo” cal-
culations that do not take these very important correlations
and connections into account. For each bank, the model
uses only publicly available data.

Unlike other forecasts, we project each bank's results with-
out factoring in assumed operational changes or improve-
ments (e.g. cost cutting, earnings measures or balance
sheet changes). This enables us to calculate scenarios for
each bank that help senior executives determine the re-
quired management actions in the future.

Two-stage modelling approach

In our two-stage modelling approach, we first focused on
simulating the bank-specific effects of the most important
regulatory initiatives. We identified 15 major initiatives
through our regulatory analyses tool zeb.regulatory-hub,
based on more than 500 regulatory initiatives, rules and
laws from different standard-setters that are currently rel-
evant for European banks.

Next, we broadened our baseline simulation by modelling
three different macroeconomic developments with interest
rate and credit risk changes and their effects on bank KPIs:
an optimistic “Euroboom” scenario, developments in line
with market expectations and a “Eurogloom” crisis scenario.

Finally, we took each bank’s individual impact and simula-
tion results and combined them into the overall findings for
the aggregate of Europe’s top 50 banks. More detailed im-
pact findings for any bank are available and can be provided
to interest parties upon request.



Our baseline scenario for Europe’s top 50 banks fore-
casts adecline in the average capital ratio and a halving
of ROE over the next five years. This scenario assumes
banking executives will take no additional measures in
reaction to developments, and that interest rates, profit
margins and loan loss provisions will remain at the lev-
els seen at the end of 2018.

The capital strength of Europe’s top 50 banks will be hit
dramatically by pending regulatory initiatives. In par-
ticular, the implementation of the final Basel Ill reforms
will have a major negative impact on the CET1 ratio.
Based on our calculations, average banks’ RWA will in-
crease by around 27%. As banks will be able to only
partly offset the effect by retaining earnings, the aver-
age CET1 ratio will decline almost to the minimum ratio

of 12.5%. This would leave banks without any room to
embark on either substantial growth or transformation
strategies.

In the longer term, profitability will remain the funda-
mental problem for banks. From an already low start-
ing point, their average RoE will still only be 3.5% in
five years’ time. The EU’s Revised Directive on Payment
Services (PSD2) alone looks set to lower average RoE
by 1.2 percentage points. Disregarding the additional
downward impact of the existing low yield environment,
PSD2 will substantially lower retail earnings from pay-
ments services, as third parties will have free access to
banking clients’ account and transaction data via APIs.
Figure 8 summarises these effects.

Capitalisation
in %
“RWA inflation”:
Final Basel Ill: -3.4% +27%IRWEIIAt:,from
TLAC/MREL: -0.1% 2018 to 2023
2.7
39 202 T
35 03
CET1 ratio Retained Yield Capital Other regulatory CET1 ratio
2018 earnings? environment requirements? initiatives® 2023
Profitability
in %
PSD2: -1.2%
Additional regulatory costs: -0.4%
2.
07 08 N T ____ 3.5
RoE Retained Yield Capital Other regulatory RoE
2018 earnings? environment requirements? initiatives® 2023

1) Retained earnings incl. non-operating adjustments (i.e. tax adjustments and adjusted litigation costs (reaching bank-representative value

of the last 3 years at the end of 2020);
2) Incl. final Basel Il (calc. fully phased-in) and TLAC/MREL;

3) Incl. earnings effects of PSD2 and additional regulatory costs for the implementation of IT & digitalisation and risk management initiatives

Source: zeb.research

Figure 8: Impact of regulatory initiatives - baseline scenario
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Hoping and waiting for higher yields
will not save all banks

In a second step, we combined three economic sce-
narios with the baseline results. This allowed us to add
the effects of a very optimistic scenario (“Euroboom”),
an average development according to current market
expectations and an economic downturn and crisis
(“Eurogloom”). We chose four key parameters to model
these scenarios: (1) scenario-specific developments in

interest rate structure, (2) corresponding developments
of loan and deposit margins, (3) possible funding sur-
charges, (4) the development of loan loss provisions.

Each economic scenario was defined by different set-
tings of these parameters, capturing interest rate dy-
namics and credit events. As with our baseline sce-
nario, these three economic scenarios did not include
explicit management actions. Figure 9 shows the main
modelling assumptions and scenario characteristics.

“Euroboom”
10-15%"

“Market expectations”

60-70%"

“Eurogloom”
20-25%"

« Regional yield curves

rise and slopes steepen
Interest rate

significantly
structure
« Rising interest rates result
Loan and in increasing deposit
£ deposit margin margins
‘aE‘a sensitivity « Constant loan margins
g
o
]
E « No additional funding
p . surcharge
‘s  Funding
= surcharge
« Loan loss provisions (LLPs)
stay at historically low
Loan_ I?ss levels
provisions
« Increasing domestic
demand due to structural
Economic reforms / fiscal stimulus
rationale « Free trade agreements

(US/China/UK) revive
trade

« Moderate increase of
regional yield curves based
on market expectations

« Rising interest rates result
in increasing deposit
margins

« Constant loan margins

« No additional funding
surcharge

o LLPs return to long-term
average as economic
growth decreases and
interest rates increase

« Economy still grows, but at
a slower pace - decreasing
net trade surplus as major
driver (e.g. international
trade tensions)

« Regional yield curves
flatten further (Japanese
interest rate conditions)

« Assumption of constant
loan and deposit margins

« Significant funding
surcharge based on
rating category (only for
long-term capital market
funding)

« Calculation based on bank-
specific NPL ratio estimates

« Impact of NPL on LLPs
based on regression
analyses

« Recession driven by an es-
calating international trade
war, a hard Brexit and
increasing fiscal fragility in
European countries

1) Average expected probability of occurrence

Source: research institutes, zeb.research

Figure 9: Overview of simulated economic scenarios



In the “Eurogloom” crisis scenario, a flattening or in-
verting yield curve, higher loan loss provisions (LLPs)
and funding surcharges will significantly reduce bank-
ing profits. (Figure 10 presents the results of all three
economic scenario analyses.) While unlikely, it is not
impossible that banks will see average returns dip
into the red, albeit for a short period, before returning
to moderate average profits. The model forecasts the
banks’ average RoE down at just 1.9% in 2023, with
an average CET1 ratio of only 10.9%. In this scenario,
capital appears once more to be turning into a problem.

CET1 ratio

European banks’ lack of profitability features promi-
nently in the most likely scenario, based on current
market expectations about economic growth. Moderate
increases in interest rates will not be sufficient to fully
make up for the effects of regulation and normalising
loan loss provisions. In 2023, average RoE is forecast
to be 5.8%, more than two points above the baseline
result but still far below the cost of equity. However, Eu-
rope’s top 50 banks will remain adequately capitalised
over the next five years, with the average CET1 ratio fall-
ing by just 0.6 points to 13.3% in 2023.

in %
Retained earnings

16

Fin. Basel Ill effect |uu—
/

15 e
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B Marketreq125%“\\ ,,,,,,,,,,, —
2
:
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Post-tax return on equity

in %
12 Increasing yields
7o L —— IW'
8 ﬂi

°
4

3.5%

2 Lower yields + LLP peak |—|
JoJ) —  fund. surcharge | 1.9% |
-2

2018 2019 2020 2021 2022 2023
~ “Euroboom” — Market expectations — Baseline — “Eurogloom”

1) Estimated market requirement

Source: zeb.research

Figure 10: Simulation results - averages of Europe’s top 50 banks
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In the least probable “Euroboom” scenario, the banks’
average profitability will improve significantly and just
cover their cost of equity. Positive effects from strongly
increasing and steepening yield curves and a favour-
able credit environment will more than make up for the
negative impact of regulation. As a result, banks’ aver-
age RoE will rise to 9.0% in 2023 and support efforts
to build up capital to offset negative regulatory effects.
This scenario suggests that most of Europe’s top 50
banks would have a comfortable capital situation with
an average CET1 ratio of 13.9% in 2023. There would,
however, still be several banks that would remain below
the average and therefore below their costs of equity.

Cost cutting cannot be the only lever

Given that Europe’s economic growth will most likely be
in line with current market expectations, banks must
take urgent measures to address the industry’s key
problem: profitability. Undeniably, banking executives
have already taken such measures and will continue to
do so in the future. The question is whether the mea-
sures are adequate to address the challenges set out
by our simulation model.

Our market expectations scenario indicates that Eu-
rope’s top 50 banks need to significantly improve their
profitability to cover the longer-term cost of equity. To
achieve this target, they will have to increase post-tax
profits by a massive 56% over the next five years, or by
a cumulative total of EUR 62 bn.

The daunting scale of this challenge strongly suggests
that cost cutting alone will not be the solution. Our
analysis of possible cost reductions and earnings in-
creases (see Figure 11) shows that even a 15% reduc-
tion in general administrative and personnel costs will
not be sufficient to raise RoE to the required level. In
any case, such a reduction is hardly realistic in view
of upcoming costs relating to digitalisation, IT systems
rejuvenation and regulation. Banks will have to boost
earnings while also cutting costs in order to meet inves-
tors’ RoE expectations.

Our analyses show that only a combination of measures
to address costs and earnings can address the long-
term issue of profitability. Yet the search for new profit
sources is challenging in itself, since banks’ revenue-
generating activities are constrained by capital ratios.

All our scenarios, considered together, send one clear
message: a “wait and see approach” cannot be a viable
strategy. Even “Euroboom” market conditions - with,
say, higher interest rates - will not automatically help
all banks to achieve necessary RoE figures or build
comfortable capital cushions. They must urgently find
ways to reduce their operating costs while growing rev-
enues, or risk finding themselves in an even more peril-
ous position in 2023 than they are in today.



Profit gap
in EUR bn

o

62 174

RoE 2023: +3.2% Ambition
5.8% 2023:9.0%

Cost and earnings potentials - RoE after tax

in %

Cost decrease

Earnings increase

0%

5%

10% 15%

0%

5%

RoE below ambition

RoE above ambition

1) Estimation of cost decreases / earnings increases on banks’ RoE as ceteris paribus analysis with constant loan loss provisions,

extraordinary result and tax rate

Source: company reports, FitchConnect, zeb.research

Figure 11: Effects of cost cuttings and earnings increases
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3 BRAVING THE STORM

Digitalisation as the silver bullet?

Dr. Florian Forst, Partner, zeb

“Banks that have moved early tfo digitalise their business and operating model

are outpeiformin 14 their peers across all relevant KPIs.”

The immediate outlook for Europe’s banks contains
both positive and negative aspects, with the prospect
of additional burdens and obstacles in the coming
years. What action can banks take to combat the ap-
proaching storm and, in the long term, increase profit-
ability, reduce costs and improve capitalisation?

In last year's European Banking Study, we identified
four general directions that Europe’s banks can follow,
given the current challenging environment:

1. Overall consolidation, i.e. merging with other
financial institutions

2. Specialisation by focusing on certain products
and/or customers or on particular sales channels

3. Breaking up the value chain by focusing on specific
parts and keeping them within the bank while
outsourcing others

4. Going beyond banking by developing and offering
ecosystems to customers.

The enablers for these four strategic options are M&A,
outsourcing and digitalisation, with the latter playing
an increasingly important role in the financial services
industry and acting as the main driver. Digitalisation
could be a significant force in dispersing the clouds.
At the very least, the potential of digitalisation merits
close analysis.

First, we confirmed that our positive perception of
digitalisation was reflected in the market and the press
by using a sentiment analysis to compare the public
perception of digitalisation compared to the other
enablers. Second, we determined how often financial
institutions referred to digitalisation in their annual re-
ports, as a proxy for their focus on digitalisation. This
enabled us to cluster banks into three groups based
on their communicated digitalisation effort and then to
compare average KPIs and therefore the potential suc-
cess of banks for the different digitalisation clusters.
Finally, we derived digital success factors and tested
them against the respective groups.



Digital pioneers outperform other banks
across all relevant KPIs

How do the market and the public perceive digitalisa-
tion as a driver for transformation in the financial sec-
tor, as compared to M&A and outsourcing? To answer
this question, we developed a proprietary algorithm to
analyse more than 20,000 press articles about major
European banks published in major newspapers and
magazines across Europe between 2008 and 2018.
The algorithm checked the articles for approval or rejec-
tion of the enablers by searching for positive and nega-
tive words and then calculating a sentiment indicator
based on the findings.

Sentiment of news articles 2008 to 2018

The analysis shows that digitalisation is the only one
of the three enablers that has consistently been per-
ceived positively since 2011 (Figure 12). In contrast,
outsourcing appears to have lost its appeal, following
a brief period of favourable coverage between 2011
and 2013. The current perception of outsourcing is
generally negative, as has been continuously the case
for M&A. These findings support our assumption that
digitalisation is still recognised as a positive tool for the
required transformation in the banking sector.

In analysed news articles, digitali-

Positive sation in banking is seen as a
0.45 positive measure esp. since 2013
0.35
0.25 / \
E / \
o 0.15
£
g o5 / / —\
s [/ \
-0 05‘ 8 2009 2010 2011 /2012 2013 2014 2015 2016 \ 2017 2018
/]
-0.15 ——— / \
-0.25
Negative
— Digitalisation — Outsourcing M&A

1) Methodology: Dictionary approach based on Loughran and McDonald’s (2011) financial dictionary; sentiment indicator is defined between very good
(+1) and very bad (-1), +/-1 means that predominantly positive/negative words were contained in news article; 203,483 article paragraphs on ten

largest European banks

Source: zeb.research

Figure 12: Sentiment analysis of news articles about major European banks, 2008-2018
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However, positive perception represents a soft factor
that on its own does not indicate whether digitalisation
really is the silver bullet for banks to address present
and future challenges. Reliable, preferably quantitative
KPIs are also required. Since there are no such KPIs
for digitalisation, we had to select a proxy. We chose
the external communication of banks, on the assump-
tion that if banks discuss digitalisation and report
about it extensively, they will accordingly invest more
time and resources on digital initiatives. By the same
logic, banks that talk a lot about digitalisation should
also outperform banks when measured against typical
financial industry KPIs, compared with less communi-
cative banks - the rationale being “If you are good at
something you are highly likely to talk about it”.

To check this correlation, we used a similar algorithm
to analyse all annual reports of Europe’s top 50 banks
from 2013 to 2018 to identify which banks started
emphasising digitalisation early and intensively. First,
we defined a pool of 44 digitalisation keywords for the

Pioneers Challengers

algorithm to search and quantify. We then divided the
number of deflections by the total number of words in
each annual report. This enabled us to calculate an in-
dicatorthat allowed for comparison with the peer group,
consisting of 50 banks for each year between 2013 and
2018. Some might argue that annual reports by banks
are not an ideal source, given cultural differences and
the fact that in some countries like France or Italy they
tend to be more “technical” and data focused. However,
the annual report is still the most important combined
publication for shareholders, customers, employees,
analysts and the public.

Our algorithm established that the communication of
digitalisation varies greatly between banks. Several
banks were early, extensive communicators regarding
digitalisation, while other banks either started later or
communicated to a significantly lesser extent. Based
on the starting date and extent of communication, we
divided banks into three groups: digital “pioneers”,
“challengers”, and “followers” (Figure 13).

Followers

1.

13 14..
2015 11 Il
2014 I I

27 28.. 50

2016

2017

2018 I

Level of digitalisation emphasis®: High [ Medium I Low

1) Rating based on communication, not implementation;

2) Methodology: All top 50 banks’ annual reports from 2013 to 2018 analysed by proprietary engine, searching for appearance of 44 “digital” key
words; key words used for analysis were defined by zeb expert pool; the result of the analysis shows relative share of “digital” relevant text within

the reports and against peers

Source: zeb.research

Figure 13: Digitalisation emphasis in annual reports?



The 13 digital pioneers emphasised digitalisation very
early and continue to stress it strongly. The cohort
mostly consists of Nordic, Dutch and Spanish banks
and is largely composed of retail banks or universal
banks with a less complex business and operating
model compared to the largest institutions in Europe.
These findings correspond to expectations, as digitali-
sation was long seen as a topic mainly relevant for retail
banks.

The 14 digital challengers took longer to start commu-
nicating about digitalisation and still do not emphasise
it greatly. The group is geographically diverse and cov-
ers universal, retail and wholesale banking, with no
striking similarities in their business models.

Based on our analysis, the remaining 23 banks can be
regarded as digital followers. They are generally whole-
sale banks or large, more complex universal banks, with
only a few retail institutions. Most institutions of this
group made only marginal references to digitalisation
in their annual reports.

Itis important to note that banks have shifted the focus
of their digitalisation efforts in recent years. Digitali-
sation is no longer a customer facing / front-end-only
issue that is only relevant for retail banks. All banks,
regardless of their business model, address digitalisa-
tion across the entire value chain, from the back to the
front office in one way or the other.

Against this background, the key question is whether
the KPIs of more digitalised banks - the pioneers in our
study - are superior to those of other clusters. The (per-
haps surprising) answer is “yes”.
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A comparison of the three different clusters shows
that banks that are ahead in digitalisation are more
successful according to every important performance
indicator (Figure 14). For example, between 2013 and
2018, digital pioneers registered an average post-tax
RoE of 8.7%, compared with 6.0% for challengers and
just 2.1% for followers. In the same period, pioneers
increased average operating profit by 5.1%, while the
average returns of challengers and followers shrunk
dramatically by 10.1% and 9.6, respectively. We ob-
tained similar results when comparing efficiency ratios
and especially the cost-income ratio, where pioneers
were clearly ahead of the other two groups.

Given this performance gap, it is no surprise that the
capital market performance of digital pioneers is sig-
nificantly better. For example, pioneer banks are the
only group that achieved a price-to-book ratio of more

than 1.0x. Most importantly, these differences are not
random or just marginal. Pioneers’ superior numbers
are statistically significant, as was shown by a separate
analysis.

Our analysis still leaves one unanswered question:
Was digitalisation the driver of higher profits, or were
higher profits the enabler of digitalisation? This ques-
tion requires further detailed analyses in future stud-
ies, but anecdotal market evidence already suggests
that digitalisation does indeed drive higher profits.
The coincidence of digitalisation and improving KPIs is
obvious when looking at the examples of several large
European banks. One example is Lloyds Banking Group,
which had weak results and fundamental problems in
the aftermath of the financial crisis and is now far more
successful consistently following on its digital journey.

Banking KPls Capital market KPIs
in % in %
Post-tax RoE Operating profit growth? P/B ratio?
Avg. 2013-18 A 2013-18 A 2013-18 Avg. 2013-18 A 2013-18

8.7 +0.2p 5.1
6.0 +2.3p -10.1 0.90x -0.32x
21 +3.9p -9.6 0.73x -0.23x

Cost-income ratio

Avg.2013-18 A 2013-18 Avg.2013-18
// 68.2 +0.5p
M Pioneers [ Challengers Followers

Trimmed average excl. outliers;

Capital efficiency®

6.6
5.5 +0.3p -2.2
6.1 -0.2p 8.2

Total shareholder return®
A 2013-18 2013-18 p.a.

-0.3

Excl. Allied Irish Banks due to unnaturally high P/B ratios after government capital injection;

1)
2)
3) Total earnings to risk-weighted assets, excl. UBS due to sp. business model;
4) Excl. Banca MdPdS and BFA due to a TSR of nearly -100% since end of 2013

Source: FitchConnect, Thomson Reuters Datastream, zeb.research

Figure 14: Europe’s top 50 banks - digital clusters’ KPIs
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“Tech Giants have delivered a blueprint for successful digitalisation.

Banks need to follow f ive key success factors based on their own digital maturity. ?

Tech Giants are the true pioneers
of digitalisation - banks must aspire
to reach their level

No bank that addresses digitalisation can afford to ig-
nore the so-called Tech Giants, such as Google, Ama-
zon and Apple. Many bank executives refer to these
global companies in interviews, publications and even
annual reports. On the one hand, there is widespread
fear that these Tech Giants will enter and disrupt the
financial sector. On the other hand, many banks see
them as digitalisation role models. But what do the
Tech Giants do differently? To answer this question, we
reviewed the Tech Giants in detail, including publica-
tions about these players, and identified five success
factors with which Tech Giants set the standard for oth-
ers to follow (Figure 15).

Adjusted offering

1. Customer centricity

2. Simple and flexible offerings

Source: zeb

Figure 15: Success factors of digitalisation

Digitalised operations

3. Innovation-led operating model

4. Expandable infrastructure

The first strategic phase, the adjustment of the product
offering, is divided into two steps:

1. Customer centricity: alignment of strategy, product
development and other operational areas with the
customer’s perspective; deployment of profound
knowledge of the customer to identify how to add
value

2. Simple and flexible offerings: reduction of product
complexity and product range; increasing flexibility
in carefully chosen areas to enhance the value prop-
osition for the customer

The second phase builds on the success of customer-
centric offerings by digitalising operations:

3. Innovation-led operating model: process automa-
tion and acceleration enhanced by algorithms and
deep-learning artificial intelligence (Al) as well as
automation of more complex tasks, such as credit
risk assessment or product recommendations

4. Expandable infrastructure: adaptive infrastructure
to incorporate new offerings seamlessly; data for
cross-selling within one system

Extended engagement

5. Omnipresent in daily life
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The third phase leverages phases one and two to ex-
tend the engagement with customers dramatically and
to cover all kinds of services:

5. Omnipresence in daily life: broad fixed presence in
customers’ lives; ability to leverage continuous en-
gagement for additional offerings, not just in bank-

ing.

Crucially for these Tech Giants, digitalisation is not an
end in itself, but a means to achieving sharper, value-
adding customer focus, efficient and scalable delivery
of offerings, as well as wide-ranging customer engage-
ment.

information (e.g. annual reports, investor
presentations, press coverage) reviewed
and evaluated by experts

* Aggregation of results to the three _EXpandabIe
defined clusters infrastructure

operating model

Omnipresence
in daily life

Customer
centricit
Approach? /
* Qutside-in analysis of Europe’s top
50 banks regarding current achievement Simple and
levels on each of the five identified flexible offerings
success factors
« For each bank, externally available } Innovation-led

More digitally advanced banks have
adopted the Tech Giants’ success factors
to a greater extent

We used the Tech Giants’ digital success factors as
the basis for an outside-in analysis of Europe’s top 50
banks. To quantify the performance of every bank in
each of the five fields, we evaluated available public
information for each institution. We then aggregated
the scores according to the three groups: digital pio-
neers, challengers and followers. The analysis shows
that digital pioneers have adopted the digital success
factors of Tech Giants to a greater extent than their
peers (Figure 16).

Pioneers Challengers Followers

75% 53% 35%

63% 53% 38

63% 43% 34%
58% 43@ 26

00 0] o,

\ S N
25% 17% 6%

Implementation levels of success factors from nonexistent to M fully implemented

1) Methodology: review and evaluation of top 50 banks concerning fulfilment level of each success factor based on publicly available information; each
bank was scored in each category based on a scale of 0% / 25% / 50% / 75% / 100%; figures shown are averages for each cluster in the respective

categories

Source: zeb

Figure 16: Prevalence of digital success factors among Europe’s top 50 banks



Overall, pioneers have adopted the success factors to
the greatest degree, with challengers and followers lag-
ging behind. Yet even the pioneers are still far behind
the Tech Giants.

We derive several key findings from our outside-in
analysis:

¢ Most banks have not fully realised that customer
centricity lies at the heart of success. There is still
major potential for further digitalisation in pursuit of
this goal.

¢ Most banks have already adjusted their product of-
fering to improve the customer experience. However,
the process is still ongoing.

* Most banks have identified an innovative, digitalised
operating model as a key to success, but not all of
them have been able to address existing issues.

Application of the silver bullet

¢ So far, only a few banks have developed expandable
infrastructures to enable the integration of (beyond)
banking services.

¢ Most banks have identified omnipresence in everyday
life as essential and have started moving in this di-
rection, for example by building ecosystems around
certain customer needs/products.

Given their different starting points, pioneers, chal-
lengers and followers must focus on different topics to
further integrate the five digital success factors into
their business models (Figure 17). Even the pioneers
are not quite there yet and have to further address
digitalisation.

Pioneers
Become fast and dynamic

Establish excellence

Ensure the entire organisation

Challengers Followers

Build on existing base

Focus on customer perspective by

Custo.n?er integrates the customer perspective establishing customer panels and
centricity into its DNA challenging customer journeys

. . : implif, |
Simple and Review and adjust offerings also S PRV E B s

flexible offerings

Push STPY rate to nearly 100%
by applying Al to more complex
process tasks

Innovation-led
operating model

Expandable Pool and use scale of cloud service
infrastructure and BaaS? providers

Omnipresence Review strategy on whether to aim
in daily life at becoming a platform provider

based on big data analytics

Automate processes and adopt
more agile and dynamic
organisational approaches

Modularise processes to enhance
flexibility and leverage sourcing

streamline channels with focus
on customer value-add

Gain transparency over processes and
harmonise process variations

Streamline IT applications and replace

opportunities old core banking systems

Assess ways to establish
and complement ecosystems by
integrating third parties

Immediate focus areas: low M medium M high

1) Straight Through Processing;
2) Banking as a Service

Source: zeb

Figure 17: Digital success factors - focus areas for pioneers, challengers and followers
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To start with, followers need to build the basics in or-
der to be able to further address the five factors. This
starts with rigorous reshaping of the business model to-
wards a pure focus on customer perspective, including
the challenging of customer journeys and a substantial
simplification of the product offering. Additionally, fol-
lowers need to overhaul their operating model, begin-
ning with gaining transparency about processes and
streamlining the IT landscape.

Challengers need to push for excellence in the activi-
ties described above. That means not only working hard
on even deeper-rooted customer focus and further
fine-tuning of the product offering, but also pursuing
operational excellence by modularising and automat-
ing processes. In addition, challengers should explore
avenues beyond banking, by integrating banking ser-
vices into third party offerings or vice versa. The goal
is always to increase value by finding additional selling
points, often in certain ecosystems.

Eventually, pioneers must become faster and more dy-
namic in expanding and perfecting their offering, rely-
ing for instance on data analytics. To this end, pioneers
need to aim for nearly complete process automation,
while allowing for individualised offerings without in-
creased complexity. Providers of “Banking as a Service”
can help by sharing scale effects in non-differentiating
activities and providing flexible capacity. Pioneers may
also evaluate paths towards omnipresence in the cus-
tomer’s daily life, for example by becoming the platform
provider for a wider service range.

In summary, it is apparent that digitalisation can help
banks in each development stage to fully leverage the
vast opportunities that digitalisation offers, as shown
by the Tech Giants. Digitalisation can be the silver bul-
let that Europe’s banks so desperately need in a chal-
lenging environment, with more potential difficulties
looming on the horizon. However, as with any bullet,
one must aim accurately and pull the trigger at the right
time. Banks need to apply digitalisation in line with
their own digital maturity and, above all, make sure not
to mistake the means for the end.



ABOUT US

Through entrepreneurial spirit, strategic thinking and,
above all, our clients’ trust, zeb has established itself
as the number one strategy and management consul-
tancy for the financial services industry in Europe. With
our support, our clients address pressing issues and
challenges arising from the industry’s transformation,
digitalisation and new regulatory requirements. Togeth-
er, we master today’s only constant - change.

We are the partner for change.

We develop creative ideas as well as innovative strat-
egies and implement them effectively and reliably. In
projects, we work in partnership with our clients as a
team. Our expertise and project experience span the
entire value chain of European financial intermediaries.
Our deep specialist knowledge, our innovativeness and
not least our digital savviness allow us to “walk our talk”
and successfully implement our concepts.

Our company was founded in Miinster in 1992 by uni-
versity professors Bernd Rolfes and Henner Schieren-
beck. We currently employ more than 1,000 staff at 18
international locations.
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THIS YEAR’S FEATURED ZEB STUDIES

Regional Banking Study
Quantifies current challenges for
regional banks in Germany until 2022.

zeb.digital pulse check 3.0
Measures the digital maturity of
the European banking sector.

European Banking Study
Presents market trends and strategic
options for European banks.

zeh.Private Banking Study
Germany 2018

Private Banking Study Germany
Focuses on institutions with pure
private banking business models.

Regional Banking Study

European Banking Study

WEATHERING THE PERFECT STORM




Towards banking-as-a-service
Answers the question: is now the right moment
to move your business to the cloud?

The European CFO in Financial Services
The CFO as Chief Future Officer - the new role
of bank CFOs.

26b.CFO study 2018/19

European
Management Study

2019

European Asset Management Study
The Discomfort Zone - defining a distinctive
strategy for European asset managers.
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Pinpoints the major challenges for successful

European
Retail Banking Study

2019

corporate banking in Germany, Switzerland
and Austria.

European Retail Banking Study 2019
Back-to-the-future retail banking. Three pathways

to profitability.
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APPENDIX

Overview of sample and key figures

asi%ttasl in Pto::- CETl
EURbn | RoEY ratio
HSBC Holdings (HSBC) GB Universal bank 2,237.8 8.6% 61.6% 140% 5.6%
BNP Paribas (BNP) FR Universal bank 2,040.8 8.1%  70.9% 11.8% 4.5%
Crédit Agricole (CA) FR Retail bank 1,854.8 6.9% 64.9% 15.0% 5.4%
Banco Santander (SAN) ES Retail bank 1,459.3 8.7% 51.6% 115% 5.2%
Deutsche Bank (DB) DE Universal bank 1,348.1 0.5% 91.3% 13.6% 4.3%
Société Générale (SocGen) FR Universal bank 1,309.4 8.1% 71.0% 11.0% 4.2%
Groupe BPCE (BPCE) FR Retail bank 1,273.9 5.4% 72.8% 15.8% 5.3%
Barclays (BAR) GB Universal bank 1,262.6 4.4% 76.6% 13.2%  4.6%
Lloyds Banking Group (Lloyds) GB Retail bank 888.6 10.1%  58.5% 14.6%  5.2%
ING Group (ING) NL Universal bank 887.0 9.4%  58.4% 145%  4.4%
UBS Group (UBS) CH Universal bank 838.5 8.6%  79.2% 13.1% 5.2%
UniCredit (UniCr) IT Retail bank 831.5 7.0% 70.2% 12.1% 5.1%
Intesa Sanpaolo (ISP) IT Retail bank 781.7 7.3% 57.5% 13.5% 6.3%
Credit Suisse Group (CS) CH Universal bank 779.1 4.7% 78.4% 12.6% 5.2%
The Royal Bank of Scotland (RBS) GB Universal bank 773.5 4.9% 71.6% 16.2% 5.6%
BBVA (BBVA) ES Retail bank 676.7 11.6% 51.0% 11.6% 6.5%
Groupe Crédit Mutuel - CM11 (CM) FR Retail bank 667.4 7.1% 61.6% 16.5% 6.2%
Standard Chartered (STAN) GB Wholesale bank 602.5 2.5% 77.4% 14.2% 5.5%
Codbperatieve Rabobank (Rabo) NL Universal bank 590.4 8.8% 66.0% 16.0% 6.4%
Nordea Bank (Nordea) Fl Universal bank 551.4 9.5%  54.8% 15.5% 5.1%
DZ Bank (DZ) DE Wholesale bank 518.7 4.1% 70.0% 13.7%  4.3%
Danske Bank (Danske) DK Retail bank 479.5 9.7%  59.7%  17.0%  4.6%
Commerzbank (CBK) DE Universal bank 462.4 3.3% 81.6% 129%  5.0%
CaixaBank (Caixa) ES Retail bank 386.6 84% 582% 11.8% 5.6%
ABN AMRO Group (ABN) NL Universal bank 381.3 12.0% 58.8% 18.4%  4.2%
Svenska Handelsbanken (SHB) SE Retail bank 293.9 122%  47.7% 16.8% 4.4%
KBC Group (KBC) BE Retail bank 283.8 14.8% 56.3% 16.0%  6.1%
DNB (DNB) NO Universal bank 266.2 11.9%  435% 16.4% 7.5%
SEB (SEB) SE Universal bank 253.3 16.0%  47.9% 176% 5.1%
La Banque Postale (LBP) FR Retail bank 245.2 7.7%  83.8% 11.7%  4.6%
LBBW (LBBW) DE Wholesale bank 241.2 3.2% 72.4% 15.1%  5.0%
Erste Group Bank (Erste) AT Retail bank 236.8 12.3%  63.7% 13.5%  6.6%



Banco de Sabadell (Saba)
Swedbank (Swed)

Bayerische Landesbank (BayLB)
Bankia (Bankia)

Raiffeisen Group (Raiff)

Nykredit Realkredit (Nykr)

Belfius Bank (Bel)

Helaba (Helaba)

Banco BPM (BPM)

NORD LB (NORD/LB)

Ziircher Kantonalbank (ZKB)

OP Financial Group (OP)
Raiffeisen Bank International (RBI)
B. Monte dei Paschi di Siena (MPS)
Unione di Banche Italiane (UBI)
Bank of Ireland (Bol)

Postfinance (Postfin)

Allied Irish Banks (AIB)

All figures are based on full year numbers and calculated with fixed FX rates as of 31/12/2019; all bank names refer to the respective group or parent institutions.
1) Post-tax profit to average total equity;

2) Operating expenses to total earnings;
3) Based on reported figures

Country as.I:::tasI in Ptoasxt- S:tlli-g
EUR bn RoE
ES Retail bank 222.3 2.6% 753% 12.0% 4.9%
SE Retail bank 221.6 15.6% 38.7% 16.3% 5.1%
DE Wholesale bank 220.2 75% 66.3% 152% 4.1%
ES Retail bank 205.2 52% 58.0% 13.8% 6.1%
CH Retail bank 200.0 31% 757% 16.5%  7.6%
DK Retail bank 194.0 76% 39.4% 21.0% 4.9%
BE Retail bank 164.2 6.8% 61.3% 16.0% 6.0%
DE Wholesale bank 163.0 34% 80.1% 149% 5.1%
IT Retail bank 160.5 -0.6%  77.0% 12.1% 4.8%
DE Wholesale bank 154.0 -49.4%  95.5% 6.8% 2.1%
CH Universal bank 150.3 6.8% 61.3% 17.8%  6.8%
Fl Retail bank 140.4 6.9% 582% 205% 8.6%
AT Universal bank 140.1 12.8% 59.8%  13.4% 6.7%
IT Retail bank 130.5 29% 845% 13.7% 5.5%
IT Retail bank 125.3 47% 69.5% 11.7%  5.5%
IE Retail bank 123.7 82% 685% 15.0%  7.0%
CH Retail bank 104.9 2.6%  85.4% 17.6%  5.0%
IE Retail bank 91.5 82% 632% 21.1% 11.8%

Source: company reports, FitchConnect, zeb.research

Definitions

N

Capital efficiency

Common Equity Tier 1 ratio (CET1 ratio)

Cost-income ratio (CIR)

Cost of equity (CoE)

Loan-deposit ratio

NPL ratio

Post-tax return on equity (RoE)
RWA density

Tier 1 ratio

Total shareholder return (TSR)

Total income/earnings (net interest income, fees & commission income,
trading income, other operating income) to total risk-weighted assets

Common Equity Tier 1 capital to risk-weighted assets (RWA)

Operating expenses (personnel and other administrative expenses) to total income
(net interest income, fees & commission income, trading income, other operating
income)

Cost of equity is defined as risk-free rate + beta x risk premium, risk-free rate is the
yearly average of European 10-year government bond yields, beta equals average yearly
2-year-beta, risk premium is the long-term average risk premium (6%)

Loans to customers to customer deposits
Non-performing loans to gross loans
Post-tax profit to average total equity
Risk-weighted assets to total assets

Tier 1 capital to risk-weighted assets (RWA)

Total return of shareholders of a bank including all stock price changes (changes of
market capitalisation), dividends and changes of capital base within a given period
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Abbreviations

Al

API
Approx.
avg.
BaaS
B/S
bn

b.
Calc.
CDS
CET1
CIR
CoE
ECB
EoY
esp.
E.
E.g.
Est

excl.

Extraord.

Fin.
Fund.
FX rate
Gov.

G-SIB

Artificial intelligence
Application programming interface
approximately
Average

Banking as a Service
Balance sheet

Billion

buffer

Calculation

Credit default swap
Common Equity Tier 1
Cost-income ratio
Cost of equity
European Central Bank
End-of-year
especially

Europe

Exempli gratia
estimated

excluding
extraordinary
Financial

Funding

Foreign exchange rate
Government

Global systemically important bank

i.e.
IFRS
Incl.
IT

KPI
LCR
LLP
LR
M&A
MREL
NPL
Op.
P/B ratio
PSD2
Req.
RoE
RWA
sp.
SREP
STP
TLAC
tr
TSR
X0

Id est

International Financial Reporting Standards
including

Information technology

Key performance indicator

Liquidity coverage ratio

Loan loss provisions

Leverage ratio

Mergers & Acquisitions

Minimum requirement for eligible liabilities
Non-performing loans

Operational

Price-to-book ratio

Payment Services Directive 2
Requirements

Return on equity

Risk-weighted assets

special

Supervisory review and evaluation process
Straight Through Processing

Total loss absorbing capacity

Trillion

Total shareholder return

Extraordinary

Year
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