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Global banks in 2018 with disappointing market
performance—agenda for 2019 full of challenges
such as Brexit and IBOR transition

Key topics

I. State of the banking industry

In line with overall declining stock markets, global top
100 banks showed a decreasing market cap of -9.9%
in Q4 2018 (-15.5% yoy) and a negative TSR of -8.8%
goq (-9.5% yoy)—European banks showed even larger
TSR losses (-14.4% qoq, -22.7% yoy).

Massive corrections to average P/B ratios—European
banks ended the year with a P/B ratio of just 0.68x.

Il. Economic environment and key banking drivers

The economic climate in Western Europe deteriorated
sharply while GDP growth is expected to slow down
further in Q4 (1.5%, -0.2pp). On the contrary, in the
U.S., economic sentiment brightened (+8.2 balance
points to +27.8).

The Fed increased interest rates for the fourth time in
2018 but lowered its projections for hikes in 2019.

Compared to previous years’ figures, profitability of
global top 100 banks increased by +0.5pp to 12.0%
in the third quarter of 2018. U.S. banks were able to
increase their average post-tax RoE by +2.6pp yoy
reaching a new peak value of 13.0%.

lll. SOFR, SONIA, ESTER... banks are challenged by new
benchmark rates

By the end of 2019, EURIBOR and EONIA will have
to be reformed while LIBOR benchmark rates should
be replaced by the end of 2021.

The transition will lead to complex and intensive
tasks for banks as models, processes and products
related to new reference rates need to be adjusted
to ensure a smooth transition for treasury, risk
management, capital markets and accounting.
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The global banking industry finished 2018 with disappointing capital market performance. In line with overall declining
global stock markets, global top 100 banks showed a decreasing market capitalization of -9.9% qoq (-15.5% yoy) and
a negative total shareholder return of -8.8% qoq (-9.5% yoy). Regarding the P/B ratio, European banks ended the year
with just 0.68x—the lowest value since Q2 2016 (-0.13x goq, -0.26x yoy).
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Top/lowest TSR performance among global top 100 banks
(10/2018-12/2018, in %)

Top performers Country TSR
BANCO DO BRASIL Brazil 59.8
BRADESCO Brazil 37.7
ITAU UNIBANCO Brazil 20.8
ICICI BANK India 17.9
BANK RAKYAT INDONESIA Indonesia 16.2
Low performers Country TSR
COMMERZBANK Germany -35.4
NATIXIS France -29.5
DEUTSCHE BANK Germany -28.8
CITIGROUP United States -26.9
CREDIT SUISSE Switzerland -26.8

1) All banks worldwide according to Bloomberg classification. Global top 100 banks contain largest banks by market capitalization on December 31, 2017. Figures are aggregated in EUR, without
adjustments for foreign currency effects; 2) P/B ratio: price/book ratio, calculated 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 retum indices, aggregated and provided by Thomson Reuters
Datastream. Average total shareholder returns of global top 100 banks are weighted by the market capitalization of each bank; Source: Bloomberg, Thomson Reuters Datastream, zeb.research

¢ The negative trend of the banking sector's market capitalization continued. In Q4, market cap of the entire banking
industry decreased by -12.6% qoq (-20.1% yoy) to EUR 6.1 tr, the lowest value in two years.

o Average P/B ratios showed, in part, massive corrections. MSCI Worlds’ P/B ratio decreased by -0.34x goq to 2.13x
and the P/B ratios of U.S. banks by -0.23x to 1.17x, however, both being still significantly better than European

banks.

o Throughout the year, BRICS banks were able to keep shareholder value nearly constant in 2018 (-0.7% qoq, -0.2%
yoy). In contrast, Western European banks as well as U.S. banks were the low performers among global top 100 banks
and had to absorb large TSR losses (U.S. banks: -15.9% qoq, -17.4% yoy; European banks: -14.4% qoq, -22.7%
yoy)—further catalyzed by monetary policy decisions and continuing political uncertainties (e.g., Brexit and trade war).

e BRICS banks again dominated the top performing banks. The top three Brazilian banks benefitted from positive market
developments after the results of the presidential election at the end of October.
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Il. Economic environment and key banking drivers

According to the ifo index, the economic climate in Western Europe deteriorated sharply (-13.0 balance points to -1.0)
as GDP growth is expected to slow down even further in Q4 2018 (1.5%, -0.2pp). On the contrary, economic sentiment
in the U.S. improved (+8.2 balance points to +27.8) and economic growth is expected to continue on its path. Effects of
the U.S. budget debate and the consequential government shutdown at the end of Q4 2018 are expected to negatively
influence Q1 2019.

GDP growth and forecasts (real GDP, year-over-year growth Economic sentiment (ifo Economic Climate Balance)z)
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1) BRICS: Brazil, Russia, India, China, South Africa; Q4 18 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; Source: Bloomberg, ifo Institute for Economic Research, Thomson
Reuters Datastream, zeb.research

o After reaching the peak value in Q1, global economic sentiment becomes lower from quarter to quarter. The indicator
dropped by -5.1 balance points in Q4 and after two years retuned to a negative value of -2.2.

o Germany’s expected GDP growth decreased for the fourth time in a row to just 1.1%—the lowest value since Q1 2015.

o Despite political pressure to keep U.S. rates unchanged, the Fed increased the interest rates for the fourth time in
2018 but lowered its projections for hikes in 2019 to two, down from three before. This decision negatively affected
U.S. and European stock markets and the USD Libor curve is now partially inverted for rates between 3 to 8 years.

e InDecember 2018, the ECB ended its net asset purchase program and confirmed intentions to keep rates unchanged
through the summer of 2019. However, a deteriorating economic outlook has led to market expectations that rates
will be held for a longer period leading to a downward shift at the long end of the EURIBOR curve.
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Compared to previous’ year figures, profitability of global top 100 banks increased by +0.5pp to 12.0% in the third quarter
of 2018. Post-tax RoE of European banks matched the previous years’ value of 8.3% while BRICS banks’ RoE dropped by
-0.6pp yoy below the Q3 2017 value (14.8% in Q3 2018). U.S. banks were able to increase their average post-tax RoE

by +2.6pp yoy reaching a new peak value of 13.0%.

RoE after tax of global top 100 banks (in %)1)
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Q4 2018 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; 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 January 31, 2017; Source: Fitch Connect, ECB, zeb.research

e Among European banks, especially the Swedish banks were not able to repeat their strong last quarter results (RoE
Q2 18: +2.7pp qoq) and therefore had to forfeit some of their strong profitability increase (RoE Q3 18: -1.2pp qoq,

+1.6pp yoy).

e The profitability gap between U.S. and European banks widened slightly in Q3. In the U.S., due to a still positive
economic environment, almost all banks were able to increase net income positions. This is also reflected in further
decreases to CIR at U.S. banks (-0.6pp goq) which was additionally driven by cost reductions of some large U.S.

peersin Q3.

e Corporate and consumer loan rates in the euro area further increased over Q3 2018. Compared to the beginning of
the year, consumer loans rose by +0.31pp and corporate loans by +0.27pp. Deposit rates continued their overall
negative long-term trend with a reduction of -0.05pp over the first three quarters of 2018.
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lll. Special topic
SOFR, SONIA, ESTER... banks are challenged by new benchmark rates

By the end of 2021 at the latest, all established interbank offered rates (IBORs)—like LIBOR, EURIBOR and EONIA—have
to be amended or replaced. Besides the challenge of selecting appropriate alternative reference rates, the transition will
lead to complex and expensive tasks for banks and other capital market participants. While the full set of alternative rates
has not yet been found, the transition plan is defined and it is already time to act.

Trading volume of interest rate derivatives referencing major EONIA volume of unsecured overnight lending (01/2006-
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1) Interest rate derivatives traded notionally: based on the Interest Rate Benchmark Review (11/2018) of the International Swaps and Derivatives Association (ISDA), data covers only trades
required to be disclosed under U.S. regulations; 2) Data of unsecured overnight lending in the euro area, volume for overnight maturity; 3) ESTER/EURIBOR based on the current status of
discussion: ESTER will be newly introduced, EURIBOR reformed; 4) Volume-weighted trimmed mean rate (calculated based on the middle 50% of transactions by volume); Pre-ESTER is based on
daily confidential statistical information relating to money market transactions and calculated in line with the method defined for ESTER; Source: Bloomberg, DTCC, ECB, ISDA, zeb.research

LIBORs, EURIBOR and EONIA are the most important reference rates in capital markets and represent the average interest
at which banks can borrow unsecured funding from one another in all major currencies and for a variety of maturities up
to one year. Furthermore, these rates are used in many products like retail, corporate and syndicated loans, time deposits,
bonds as well as a wide range of interest rate derivatives. The corresponding market for such products is huge. For
instance, in the first three quarters of 2018, traded derivatives referencing the EURIBOR and the LIBOR in major currencies
totaled around USD 113 tr—thereof 75% in USD Libor and merely 15% in the EURIBOR. Based on figures from the Bank
of England, LIBOR approximately underpins in total USD 300 tr of financial contracts.! In the past, however, concerns
regarding the reliability and robustness of these benchmark rates were raised in the market. First of all, as LIBORs,
EURIBOR and EONIA are based on estimates submitted by a specific representative panel of banks, they were subject to

! See “Preparing for 2022: What you need to know about LIBOR transition”, The Working Group on Sterling Risk-Free Reference Rates, BoE, 11/2018
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several massive manipulation attempts. Furthermore, following the financial crisis, banks funding behavior changed
towards secured transactions and market activity for unsecured interbank borrowing decreased significantly. The market
for unsecured overnight lending in the euro area for example—which the EONIA is based on—shows gradually disappearing
liquidity as the trading volume has continuously declined in recent years. Consequently, the sustainability of EONIA as a
benchmark rate has been viewed critically.

As a result, in 2013, the Financial Stability Board (FSB) was commissioned by the G20 nations to review major interest
rate benchmarks. Based on FSB’s recommendations, public/private sector working groups for each currency were formed
to reform interest rate benchmarks and to develop alternative nearly risk-free benchmark rates (RFRs). The reformation is
based around the guideline that stipulates that new RFRs be based on liquid market transactions to make them sufficiently
robust. Since then, progress has been made regarding overnight rates and alternative benchmarks were presented for all
major currencies: SONIA (GBP), SOFR (USD), TONA (JPY), and SARON (CHF). In September 2018, the European working
group selected ESTER to replace EONIA. This rate is based on wholesale unsecured overnight borrowings of euro area
banks and is expected to be ready to use by October 2019. To make the transition easier and to reduce market uncertainty,
the ECB publishes pre-ESTER rates as preliminary figures. At the same time, discussions are ongoing about reformation
of EURIBOR using a hybrid calculation method based on transactions whenever available.

Whereas established LIBORs are based on unsecured transactions, new rates differ regarding the degree of securitization.
Furthermore, only overnight rates are currently specified across all currency areas and term rates have to be derived from
the alternative overnight rates which—along with EURIBOR—is still a work in progress. Therefore, no complete solution has
yet been found and a “one-to-one” transition is probably not possible. The transition process is even more complicated
due to tight scheduling. UK regulators are stressing that LIBOR benchmarks should be replaced by the end of 2021 and,
to comply with the new EU benchmark regulatory requirements, EURIBOR and EONIA have to be reformed already by the
end of 2019. However, as ESTER will not be published until October 2019, there is only little time to react for the banking
industry to transfer EONIA positions to ESTER. Therefore, to ensure an orderly transition, the ECB working group has already
requested an extension to the replacement date in the form of a two year phase-in period.

Especially for banks, the new set of benchmark rates has overarching implications and will lead to extensive change
requirements regarding products, processes and banking systems across all business segments. A multitude of IT systems
in various banking areas must be changed to process the new benchmark rates consistently. The large number of affected
front and back-office systems—incl. market data, trading or accounting systems—requires an early analysis with regard to
collection, processing and storage of new RFRs in order to determine the necessary transition effort. However, these are
only the easier and more obvious challenges. Various banking methods—Ilike funds transfer pricing—need to be adapted
to the new daily rates. Internal risk models and parameters are affected due to insufficient history of spread data.
Furthermore, significant implementation efforts and P&L effects also result from so-called fall-back clauses in loan
contracts. Many loan contracts include a fall-back solution of continuing the last available IBOR fixing permanently.
Contracts based on expiring IBORs maturing past 2021 might be discontinued or changed to the fixed rates which
potentially will lead to significant interest losses. Around the transition date, these fall-back options can also lead to open
interest rate risk positions and lacking liquidity of hedging instruments. Banks need to quantify these potential effects on
interest income and margins early to determine suitable risk mitigation measures. Aside from different fall-back clauses,
current contracts with no fall-back solution also exist. These contracts need to be revised or potentially renegotiated which
could also have significant implications for profitability, communication, reputation as well as banks’ risk management.
Finally, new contracts have to be drafted and product pricing aligned to the new RFRs.

All models, processes and products in a bank related to new RFRs need to be adjusted in order to ensure a smooth
transition for risk management, treasury, capital markets as well as accounting. Therefore, banks should understand the
challenges and opportunities when it comes to reformation or transition of these new benchmark rates. Although many
details of the future rates are still rather vague, the IBOR transition is a certainty with a fixed deadline. Timely evaluation
and definition of potential change requirements could mitigate risks but also build competitive advantages as necessary
adjustments could be very costly and, in particular, time-consuming.?

2 Further insights regarding the IBOR transition will be made available on the Banking Hub by zeb, see bankinghub.eu
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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 January 2, 2019. The global top 100 banks cluster contains the
largest banks by market capitalization on December 31, 2017 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 was founded in 1992 and is one of the leading strategy and management consultancies for financial services in
Europe. More than 1,000 employees work for the zeb group in 18 international locations. In Germany, zeb operates offices
in Frankfurt, Berlin, Hamburg, Munich and Miinster (HQ). Its international locations are in Amsterdam, Copenhagen, Kiev,
London, Luxembourg, Milan, Moscow, New York City, Oslo, Stockholm, Vienna, Warsaw and Zurich. Its clients include
major European banks and private banks, regional banks as well as insurers. Several times already, zeb has been classed
and acknowledged as “best consultancy” for the financial sector in industry rankings.

For more information visit www.zeb.de
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