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Credit Risks In Turbulent
Times



Six themes will shape credit in 2020

RECESSION RISKS LOWER-FOR-LONGER
O]

INTEREST RATES

P, 8
POLITICAL RISKS nnoni 2020 TRADE TENSIONS

DISRUPTIVE
TECHNOLOGIES

MOODY'S INVESTORS SERVICE EU Banks’ Creditworthiness Under Covid-19, July 2020

ESG IMPACT

5



Restrictions exact high economic cost

Real GDP growth forecast (%) for G20 Economies 2020-21 (April 28, 2020 Update)

CANADA
20 -6.1%
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Source: Moody's Investors Service
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-20 outlook Is grim

Economies

G-20

Emerging

All
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GDP loss compared to
pre-coronavirus baseline
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And risks remain to the downside

A Upside risks ...

The availability of a vaccine or effective
treatment more quickly than expected

would support:

»  Aresumption of economic activity on a
steadier basis

»  Improved consumer and business
confidence

MOODY'S INVESTORS SERVICE
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Downside risks ...

New outbreaks in H2: A resurgence of the virus could
cause further lockdowns and make it harder for
governments to finance and implement support measures
and transfers

Financial stress: Asset quality will decline if longer or
repeated shutdowns increase business closures and keep
the unemployment rate elevated. Increased margin pressure
in the financial sector would add to economic and financial
strains

Behavioral shifts: Permanent changes in consumption and
business behavior would disrupt some sectors and supply
chains, causing a structural change in the pace of economic
activity

Lack of global coordination: Without countries working
together to combat the virus’ spread, risks of a resurgence
and more severe economic outcomes are high

EU Banks’ Creditworthiness Under Covid-19, July 2020



Banking System Outlooks mostly negative

April 2020
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Country

Austria
Belgium
Denmark
France
Germany
Ireland
Italy
Netherlands
Norway
Portugal
Spain
Sweden
Switzerland

United Kingdom
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Overall BSO

Stable
Negative
Negative
Negative
Negative

Stable
Negative

Negative
Negative
Negative
Negative
Stable
Stable
Negative

Operating
environment

Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating

Asset Risk

Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Stable
Deteriorating

Capital

Stable
Stable
Stable
Stable
Stable
Stable
Deteriorating
Stable
Stable
Stable
Stable
Stable
Stable
Stable

Profitability
and efficiency

Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
Deteriorating
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Funding and
liquidity

Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable

Driven by operating environment, asset risk and
profitability

Government
support

Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable
Stable

Deteriorating
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Regional banks most affected by coronavirus

Entering the
crisis...

» Banks have
strengthened capital
and high liquidity

» Asset quality
supported by
government loans,
liquidity support to
corporates and
individuals

MOODY'S INVESTORS SERVICE

Impact of coronavirus
on FIG sectors

+ Remaining banks

* Investment grade asset

"\\\ e
managers

~ MODERATE .'f « P&C insurers/reinsurers
* Regional banks in affected \
areas or highly exposed to

affected sectors

* Remaining life insurers

* Mortgage insurers
CORONAVIRUS

& OIL SHOCK * Closed-end municipal

funds

« Select life insurers

= Trade credit insurers

« Aircraft lessors and fuel/
transport finance companies

« Market makers

* Interest rate or equity market
sensitive service providers

* Exchanges

« Clearinghouses

* Prime money market funds
and closed-end equity/high
yield funds

= Government-related
issuers

Source: Moody’s Investors Service
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Shock now likely to reduce bank capital
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Banks — Global

Coronavirus shock likely to reduce some
banks’ capital, increase credit vulnerabilities

The rapid glokal speead of the coronarins has led 1o a deteriorating economic outlook,
sharply lower oil prices and broad finencial market uphesal, penerating an unprecederisd
oredit shock aooss many sechors worldwide, Our current, i

amames pandemic-driven dsngption of economic activity theough the second quarter of
2020 will be followed by some modest recovery in the sscond half of 2020, Howeves, the
patential for 2 prolonged downitum is incessing.

The shodk has not led to immsdiate or wholksale chanpes in the underying oedit strength
of banks, 25 represented by their Bassline Credit Assessments. Howsves, the oedit strength
of meny banks will Become increxingly vulnerable to the extent that the sconomic shodk
broaders and lengthens. The cument deterionation in profitability coupled with further
weakering of smet quality will likely kead to weakening capital for at lsest some banks. Ths,
when companng a bank to its pears, the level of capital with which the bank: enbered ths
recession and its abdity to retain capital theoughout the neet several years take on particular
impartance.

Under these conditions, we expedt to continue to place more banks on negative cutiook.
Changes inratings would most likely be tigpered at the point where our forward view is that.
capital wil materially deteriorate without 3 return bo pee.oriss levels within two to Bres
years.

Banks' strong capital and liquidity entering the orisis have limited the
Immediate erosion of thelr underdying credit strength and ratings

Qur assessment of bank oredit is properly grounded ina forerard view of shvency and
liquadity. For sohvency, gross risk is the risk of a loss of value in the bank's assets and potential

. mitigants include capital and profit generation. For Biquidity, pross risk is the rigk of a loss of

funding and patential mitgants indude acoess to cash and liquid asset reserves, induding
routine central bank Facilitiel.
Banks entered this crsis with much stronges capital positions than ahead of the Last global

sterp increse in loan loss provisioning, if this is not akready happensd. For some banks this
will expose profitabity o a wesk spot in their sobvency profiles, and their limited means to
abmorh boemes via the income statement means that sustained pressure on st quality will
raise the risk to ther capital, although with some wariation in degres of severity ghobally.

MOODY'S INVESTORS SERVICE

Our current baseline economic scenario
assumes pandemic-driven disruption of
economic activity through the second quarter
of 2020 will be followed by some modest
recovery in the second half of 2020.
However, the potential for a prolonged
downturn is increasing.

We expect to continue to place more banks
on negative outlook. Changes in ratings
would most likely be triggered at the point
where our forward view is that capital will
materially deteriorate without a return to pre-
crisis levels within two to three years.

EU Banks’ Creditworthiness Under Covid-19, July 2020
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Coronavirus impact will be long-term too

The coronavirus experience will be a defining event for many societal, business and credit trends
and identifying its long-lasting impact will be paramount for credit analysis.
The crisis has accelerated existing disruptive trends with profound long-term effects.

Interest rates will The outbreak is causing The health crisis and @
remain severely a large-scale shift to economic hardship is
depressed, eroding digital services and a increasing attention on
profitability. However, the rethinking of old business corporate social

iIncreasing role of fiscal habits, accelerating the behavior, accelerating a
stimulus creates transformation of shift in focus to a wider
uncertainty for the long- business models range of stakeholders

term inflation outlook

MOODY'S INVESTORS SERVICE EU Banks’ Creditworthiness Under Covid-19, July 2020 13



Main take-ways from large
2 selected EU banks’ Q1

disclosures



Key messages

First quarter results

marked by a material

increase in loan loss
provision

11 out of 12 top
European banking
groups reported
substantial drop in
earnings

MOODY'S INVESTORS SERVICE

Mixed revenue
performance

Most banks reported
muted or negative
operating income
growth. Active cost

control and fees and

commissions insufficient
to offset depressed NIl
and financial market
shocks

Reported loan losses
varied significantly

Future quarters will
reveal if consistent level
of conservatism. Broadly

stable asset quality

indicators

EU Banks’ Creditworthiness Under Covid-19, July 2020

Ample capital buffers
provide room for
unexpected credit
losses/Liquidity
remained sound

Capital ratios eroded.
Need to tap capital
markets has subsided
and liquidity above
minimum requirements
across all banks
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Profitability declined from already low levels

Credit cost related to the coronavirus outbreak was the common driver behinds this quarter’s poor
performance.

Fees and commission income and cost control were supportive but insufficient to offset negative
Impact of market shocks and subdued evolution of net interest income.

] e F&C mmmmmm T rading income s Other income mmms Operating Expenses e | L Ps and other charges —&— RoA (%, rhs)

- 15%
- 1.0%
- 0.5%
- 0.0%
- -0.5%
- -1.0%
- -1.5%

* BNP and GCA do not disclose gross operating income breakdown ** Barclays does not disclose split between F&C and other operating income
Source: Banks' financial statements,
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Most profitable banks made largest provisioning
effort

Intesa will reinforce its provisions with the expected capital gains from the sale of
Nexi in Q2/Q3.

3.0% BBVA

Peers average Santander
Barclays

25% ‘ ‘

20%
T
= UniCredi
& 15% nitredit HSBC
o . Peers average
-
- 1.0% Intesa

C{:-mmerzbanlil BNPP IHG’ ’
0.5% DB EAG’
Erste’
0.0%
0.0% 05% 1.0% 15% 20% 25% 3.0% 3.5% 4.0% 4 5%
PPI/RWASs

Source: Banks' financial statements,
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CET1 buffers provide room to absorb credit
shocks

Regulatory capital fell in the quarter with the exception of Intesa and Unicredit.
Revisions to 2020 capital targets have been limited.

m Cost of risk® m Capital buffer™
6%

5%
4%
3%
2%
1%

0%
Intesa GCA UniCredit HSBC BMNPP BBWA Erste ING Deutsche Bank Santander Commerzbank Barclays

* Q1 2020 annualised cost of risk ratio ** Headroom over SREP4 requirement (assuming 25% tax rate) as % of gross loans Source: Banks' financial statements

Source: Banks' financial statements,
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. CR ratios remain well above minimum
requirements

The need to tap capital markets at high spreads has subsided

= FY2019 n Q12020
200%

180%
160%
140%
120%
100%
80%
60%
40%
20%
0%

HSBC Barclays Intesa Erste Santander UniCredit* BBEWAS DB BNPP Commerzbank GCA* ING*

*12M average LCR
** Reported BBVA's LCR ratios do no consider excess liquidity outside the Eurozone. If included, LCR ratio would have amounted to 158% and 156% at end-December 2019 and end-March 2020, respectively

Source: Banks' financial statements,
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3 Focus on IFRS 9



Accounting Standard — IFRS 9

IFRS 9

MOODY'S INVESTORS SERVICE

Close coordination between EBA, SSM, ESMA,
& BOE, IOSCO

D
IZ—CTD IFRS 9 is a “principles-based” standard
u -

Banks are required to use their judgment in slotting
loans in Stage 1, Stage 2, Stage 3

iﬁ% A moratorium does not necessarily trigger NPL status

ggi Banks are expected to factor in government measures
EI@ in estimating losses

EU Banks’ Creditworthiness Under Covid-19, July 2020
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IFRS 9 Under Revised CRR2 “Quick Fix”

Banks have not yet communicated (=
about whether they will shift to the ~—=
v transitional approach

I|||| < Banks can opt for IFRS 9 “transitional”

Py approach

Banks’
CET1
must be
protected

4
! Transitional approach is extended by

ECB seeks to avoid stigma for banks
/\/J% two years N
|

shifting to the transitional approach

v

[———

35;'

Impact of COVID related provisions, except those on impaired loans on CET1 are
neutralized (100% in 2020 and 2021)

MOODY'S INVESTORS SERVICE EU Banks’ Creditworthiness Under Covid-19, July 2020 22



Economic scenarios vary

GDP growth for 2020 and 2021 provided by banks on their domestic economy

(red dots) and Moody's forecasts (green dots)

12,0% Ve
KBC

10,0%
—
8 ®— UniCredit
~
e 8,0%
E Barclays \. BBVA
o
5 ISP Credit Agrlcole Germany
(o)

6,0% /
% \. Rabobank
L3 2 00t ItaIy Commerzbank
3 i Banco BPM De”mark Belglum ®
) Spain
§ 2,0% France Sweden Norway
: |—|0de ABN AMRO Danske
Netherlands ¢
0,0%
-16,0% -14,0% -12,0% -10,0% -8,0% -6,0% -4,0% -2,0%

Note : Base case scenario's forecasts have been taken in consideration
Sources: Banks' presentations, interim reports and Moody's Investors Service
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Domestic GDP growth 2020

EU Banks’ Creditworthiness Under Covid-19, July 2020

0,0%
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Banks booked high provisions
Provisioning charges have jumped in the first quarter of the year

Loan-loss provisioning (cost of risk) in basis points of total loans by bank

m 2019 = Q12020 (annualized)
300

250
200
150
100

Note: Handelsbanken 1Q reported figures have been annualised by multiplying the underlying credit risk by four and adding the coronavirus overlay
Source: Banks' presentations, interim reports and Moody's Investors Service
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Share of COVID-related provisions differs

Estimates as to the impact of COVID-19 on provisions vary appreciably

COVID-related provisions (as a % of total provisions)

90%
80%
70%
60%
50%
40%
30%
20%
10%
0%
@ N \'e N2 \@ N Ny (@] O Q () Q Q
3 fo .c, Q’A & {\00 FCN Qa’b(\ & @Q & & > N % e «0 «0

(\0 ? Q N ,00 Q N ) ((\Q’ § \p Y N & O ¥ =
2 N P NN e & @ XS PTG I 2
Q" S D @ ¥ g N \a & N2 SIS

R (O o9 L &

N 9 \2\%

Note: COVID-19 provisions exclude the impact of low oil prices when separately disclosed
Source: Banks' presentations, interim reports and Moody's Investors Service
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2020 guidance below previous peak

Provisioning guidance for 2020 provided by bank (bps) compared with financial
crisis peaks

®m 2019 = Guidance 2020 @ Historical peak

450
400 s
350
300
250
200
150
100

50

Note: Commerzbank, Rabobank, Barclays and HSBC's guidances are based on Moody's calculations
Note: For banks with a range of guidance, we took the upper bound

Note: Historical peak is the highest since 2007 (calculated as Loan loss provisions/Gross loans)
Source: Banks' presentations, interim reports and Moody's Investors Service
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