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European Parliament

Reqular public hearing with Daniele Nouy,
Chair of the Supervisory Board

ECON on 9 November 2017

This note is prepared in view of a regular public hearing with the Chair of the Supervisory Board of the
European Central Bank (ECB) as referred to in Regulation 1024/2013 and the Interinstitutional Agreement
between the European Parliament and the ECB.

The following issues are addressed in this briefing: the ECB addendum on NPLs, the LCR ratio in case of
Banco Popular, the Supervisory Banking Statistics for the second quarter of 2017, recent guidance
documents published by the SSM, and recent external briefing papers provided for the ECON Committee.

|. ECB Addendum on NPLs

Summary

> On4October 2017, the ECB published an Addendum to its Guidance on non-performing loans for

consultation, setting out prudential provisioning backstops, complementing the NPL Guidance that

was published in March 2017

The consultation period runs until 8 December 2017

The Addendum is non-binding, though deviations are subject to a comply-or-explain process

The Addendum only applies to significant banks directly supervised by the ECB

The prudential provisioning backstops only apply to new NPLs (as of 1 January 2018), not the stock

of NPLs

> In section 2.2 of the Addendum, the ECB looks into the regulatory basis for issuing guidance on
minimum prudential provisioning levels

> In her reply letter to the President of the EP published on 13 October 2017, Ms Nouy explains her
view that the draft Addendum falls within the supervisory mandate and powers of the ECB

> On substance, banks shall fully provision unsecured NPLs over two years and secured NPLs (backed
by collateral) over a seven year period

> Technically, banks shall assume a linear path to the backstop and meet the prudential expectations
by booking the maximum level of provisions possible under applicable accounting standards; should
that not be sufficient, banks should adjust their CET1 capital on their own initiative, applying Article
3 of the CRR

> The public disclosure of coverage ratios (by vintage) is mentioned in the Addendum as an important
related communication tool
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https://www.bankingsupervision.europa.eu/legalframework/publiccons/pdf/npl2/ssm.npl_addendum_draft_201710.en.pdf
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/guidance_on_npl.en.pdf
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.mepletter171013_tajani_dn.en.pdf?2fe51c682677110741716ad2d61603bd
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013R0575R(02)&from=en
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Objective: Complementing qualitative with quantitative guidance

The Addendum complements the NPL Guidance by specifying quantitative supervisory expectations
regarding minimum levels of prudential provisions. Ms Nouy referred to the sequential logic in a speech
at a High-level meeting of European banking supervisors in Basel on 18 October 2017:

“So we had to deal with this issue [of NPLs]. That's why we set up a high-level working group in 2015. Our first
step was to publish qualitative guidance to banks on non-performing loans. The second step was to define
what we expect from banks in quantitative terms for the steady state — particularly concerning the prudential
provisions that they should set aside.”

Estimated impact

The draft Addendum doen't include an impact assessment as such, but the ECB highlights in a FAQ
document that the Addendum only applies to new NPLs, meaning that the exact impact depends on
NPL inflows, which have been reduced across the EU in the recent past.

An external estimate by the credit rating agency DBRS - one of the four credit rating agencies whose
ratings can be used to determine collateral requirements for borrowing from the ECB - deems the
impact of the Addendum to be modest, considering that many jurisdictions already have standards in
line with the ECB proposal:

“DBRS views positively the ECB’s proposed provisioning backstop for new NPLs. DBRS expects the impact of
the provisioning backstop to be modest in the short term.” (Press statement of 23 October 2017)

According to DBRS’ analysis, the banks’ main challenge will probably be the provisioning backstop for
secured exposures, especially in those countries that have lengthy judicial foreclosure processes.

Context: Widely varying Coverage ratios
NPL coverage ratios vary widely across banks and across countries:

As regards the variation by country, recent data (as of Q2 2017) on NPL coverage ratios (defined as
specific allowances for loans over total gross nongerforming loans and advances) can be taken from the
EBA risk dashboard, based on a sample of risk indicators from 189 banks in the EU:

Graph 1: Country dispersion of coverage ratios for NPLs (weighted averages; Q2 2017)
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https://www.bankingsupervision.europa.eu/legalframework/publiccons/pdf/npl2/ssm.npl_addendum_201710_faq.en.pdf
https://www.bankingsupervision.europa.eu/legalframework/publiccons/pdf/npl2/ssm.npl_addendum_201710_faq.en.pdf
http://www.dbrs.com/industries/bucket/name/press+releases/id/0
https://www.eba.europa.eu/documents/10180/1981506/EBA+Dashboard+-+Q2+2017.pdf/a7736ea3-6054-4397-a2b7-d34493dbc168
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As regards the variation by size of banks, the same EBA publication shows that, on average, large banks
tended to have higher NPL coverage ratios, which were kept at a rather constant level over the past two
and a half years, so that over the same period small banks - which used to have NPL coverage ratios that
were initially considerable lower - caught up, putting them currently at the top of the league:

Graph 2: Coverage ratios for NPLs by size of bank (weighted averages; Q2 2017)
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Source: EBA Risk Dashboard 02 2017, p. 11

As regards the variation by instrument and counterparty, recent data for the second quarter 2017 can be
taken from the ECB Supervisory Banking Statistics, which refer to the situation in the largest (most
significant) banks in the euro area that are directly supervised by the ECB:

Table 1: NPL coverage ratios by instrument and counterparty

Non-performing exposures

Type of instrument and counterparty

Amount Coverage ratio Amount Coverage ratio

Loans and advances 936,67 45,42% 794,91 46,30%
Central banks 0,22 93,21% 0,23 91,09%
General governments 8,13 11.17% 6,10 13, 10%
Credit institutions 3,56 44,77% 2,80 46,48%
Other financial corporations 33,40 46,81% 21,95 49 26%
Non-financial corporations 583,34 48,03% 484 25 49 39%
Households 308,03 41,19% 279,59 41,39%
Debt securities at amortised cost 543 40,10% 5,49 41,50%
Debt securities at fair value (other than held for trading) 3,56 48,48% 2,23 60,00%
Off-balance sheet exposures 44 69 12 49% 40,96 14,09%
Total 990,35 43,91% 843,59 44,74%

Source: ECB Supervisory Banking Statistics for the second Quarter 2017, extract from table T03.06



https://www.eba.europa.eu/documents/10180/1981506/EBA+Dashboard+-+Q2+2017.pdf/a7736ea3-6054-4397-a2b7-d34493dbc168
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.supervisorybankingstatistics_second_quarter_2017_201710.en.pdf
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. LCR ratio in case of Banco Popular

In her speech of 18 October 2017, Ms Nouy points out that “/The new rules] also require banks to build up
liquidity buffers and comply with enhanced reporting and disclosure rules. This puts them on a stronger
footing. From whichever direction the storm blows in, they can withstand it."

On 6 June, the ECB declared Banco Popular as the first bank under its direct supervision to be “failing or
likely to fail”, due to a significant deterioration of its liquidity situation. The non-confidential version of
the ECB's Failing or Likely to Fail assessment, published on 14 August, states in point 3 that “Over the past
months, the Supervised Entity has experienced a substantial deterioration of its liquidity position, primarily
driven by a significant depletion of its deposit base.”

We note in this context that on 5 May, Banco Popular presented its results for the first quarter 2017 and
at that time, four weeks before it was declared failing, still publically expressed comfort with its liquidity
situation, stating on p. 24 of the presentation that the

“Liquidity Coverage Ratio at 146% as of March 31st (to be compared with 80% regulatory requirement)”

lll. Supervisory Banking Statistics

Since the second quarter 2016, the ECB publishes aggregate Supervisory Banking Statistics on directly
supervised significant banks; the dataset regularly reports on

general statistics

balance sheet composition and profitability
capital adequacy, leverage and asset quality
funding

liquidity

and data quality
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The data published on 24 October 2017 for the second quarter 2017 show that compared to the situation
one year ago, there is an improvement across the board:

Most notably, as regards asset quality, the average NPL ratio of the most significant banks improved by
1.13 percentage points from 6.61% in Q2 2016 to 5.48% in Q2 2017.

The banks’ profitability also saw a meaningful improvement, as the average Return on Equity increased
by 1.74 percentage points from 5.36% in Q2 2016 to 7.10% in Q2 2017.

As regards the banks’ funding the Loan-to-Deposit ratio likewise improved by 5.00 percentage points
from 123.26% in Q2 2016 to a more solid level of 118.26% in Q2 2017,

The average capitalisation level, however, only saw a slight improvement by 0.37 percentage points over
the one year period: CET 1 ratios stood on average in Q2 2016 at 13.5% and in Q2 2017 at 13.9%. While
the equity base was rather stable and the total asset base declined considerably by 5.9% y-o-y, the CET 1
ratio has notimproved to the same extent, as the risk-weighted asset base - which is relevant for the CET
1 ratio calculation, only declined by 3.5%.

The Liquidity Coverage Ratio (LCR) of 142.73% in Q2 2017 in the Supervisory Banking Statistics, hallmarks
an improvement (while the LCR is not available for Q2 2016, the ECB data allows for a comparison with
subsequent quarters).

However, in this context one needs to keep in mind that Banco Popular, which was declared failing-or-
likely-to fail on 6 June 2017, published a LCR of 146% as of March 31st 2017, i.e. had a ratio that was
higher than the average LCR of directly supervised banks (also see section 2 above).


https://www.bankingsupervision.europa.eu/press/speeches/date/2017/html/ssm.sp171018.en.html
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.2017_FOLTF_ESPOP.en.pdf
http://www.grupobancopopular.com/ES/AccionistasInversores/Documents/Results%20Presentation%20FV.pdf
https://www.bankingsupervision.europa.eu/banking/statistics/html/index.en.html
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.supervisorybankingstatistics_second_quarter_2017_201710.en.pdf
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Table 2: Overview of key indicators from the ECB's Supervisory Banking Statistics

Q2 2016 Q3 2016 Q4 2016 Q12017 Q2 2017

Balance sheet composition {(EUR billions; percentages)

Total assets 22,759.31 22,355.83 21,737.69 21,928.63 21,422.55
Total liabilities 21,361.54 20,243.30 20,237.29 20,498.69 20,015.72
Equity 1,397.77 1,412.53 1,400.40 1,429.94 1,406.84
Non-performing loans 8.61% 6.40% 6.15% 5.90% 5.48%
ratio

Key performance indicators
Return on equity 5.36% 5.39% 3.21% 7.09% 7.10%
Return on assets 0.33% 0.34% 0.21% 0.46% 0.47%

Capital and leverage ratios

CET 1 ratio 13.51% 13.69% 13.72% 13.74% 13.88%
Tier 1 ratio 14.39% 14.58% 14.66% 14.75% 14.88%
Total capital ratio 16.95% 17.18% 17.24% 17.45% 17.56%
Leverage ratio n.a. 5.30% 5.37% 5.29% 5.32%
(transitional
definition)
Leverage ratio (fully n.a. 4,90%, 5.04% 5.04% 5.10%
phased-in definition)
Funding
Loan-to-deposit ratio 123.26% 122.25% 120.02% 119.39% 118.26%
Liguidity
Liquidity coverage n.a. 137.64% 135.83% 141.70% 142.73%
ratio

Source: ECB Supervisory Banking Statistics

Analysing the sources of the banks’ higher profitability, we find that the main source of additionalincome
is the significantly increased net trading income, which compared to the previous year (Q2 2016: EUR
9.225,0 billions) has more than doubled (Q2 2017: EUR 20.212,4 billions).

This year’s additional net trading income of in total EUR 11.3 billion is mostly attributable to the trading
activities of French (63%), German (11%), Italian (9%), and Spanish banks (8%), as seen in Annex 1.

IV. Recent SSM publications

List of supervised entities

The most recent ECB list of supervised entities refers to 1 July 2017. Changes to previous lists are not
singled out. The number of directly supervised entities currently stands at 120, compared to 125 in
January. We find that Banco Popular Espafiol (Spain), Agence Francaise de Développement (France),
Banca Popolare di Vicenza (ltaly), Veneto Banca (ltaly), and Banco BPI (Portugal) are no longer listed as
directly supervised banking groups, predominantly because of consolidation.



https://www.bankingsupervision.europa.eu/banking/statistics/html/index.en.html
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/list_of_supervised_entities_201709.en.pdf?aaff7233233ab4ae58a1b4acfc3a7b5a
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Other SSM publications
.




