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European banks build momentum for the second half

Key topics

I. State of the banking industry

Global capital markets have lost some momentum in
Q3 2021 due to rising inflation and a struggling
Chinese property developer — TSR of MSCI World was
just +0.1% QoQ.

The global top 100 banks, however, showed a strong
Q3 performance with a TSR of +3.2% QoQ - mainly
driven by Western European banks (TSR +6.2% QoQ)
and U.S. banks (TSR +4.1% Qo0Q).

Economic environment and key banking drivers

Although new COVID-19 surges and strained supply
chains are still challenges for the economic recovery,
GDP growth is expected to remain strong in major
regions in the upcoming months.

Inflation risks are becoming more evident as supply
bottlenecks appear to be larger and longer-lasting
than expected, keeping inflation at a high level.

e Second quarter results of the largest global banks
have been mostly good news — especially Western
European banks showed strong results and the
average ROE improved by +2.2%p QoQ to 10.7%.

I1l. Money, money, money? — Central banks’
own answer to the crypto boom

e Digitalization of money is taking off - private
cryptocurrencies and other digital assets have
experienced a real boom and are becoming more
and more relevant in the financial and monetary
system.

e Central banks are entering the competition by

developing their own, “official” digital currency,
i.e. Central Bank Digital Currencies (CBDC).

e The direct impact on banks may be small for the

time being but it is just the beginning of a new
world of digital money.

partners for change
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Global capital markets have lost some momentum in Q3 2021. Worries over rising inflation, the reaction of central banks as well
as the impact of the struggling Chinese property developer Evergrande have interrupted the positive trend in Q3 2021 (MSCI
World TSR +0.1% QoQ, market capitalization +2.3% QoQ). The global top 100 banks, however, showed a strong Q3 performance,
mainly driven by Western European and U.S. banks. Market capitalization of the global top 100 increased by +2.9% QoQ and TSR

by +3.2% QoQ, the second largest TSR of all industries.
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TSR of industry sectors worldwide (07/2021-09/2021, in %)
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P/B ratio of global top 100 banks and MSCI World?

3.5
3.0
2.5

20

Q120 Q220

Western Europe

Q320 Q420

Q121

United States
MSCI World

Q221 Q321

Top/lowest TSR performance among Western European

banks (07/2021-09/2021, in %)

Top performers Country TSR
KBC GROUP Belgium +214
NORDEA BANK Sweden +19.6
UNICREDIT Italy +15.6
ING GROEP Netherlands +12.8
NATWEST GROUP United Kingdom +12.2
Low performers Country TSR
HSBC HOLDINGS United Kingdom -53

STANDARD CHARTERED United Kingdom -5.0
CREDIT SUISSE Switzerland -4.1

BANCO SANTANDER Spain -2.6
DEUTSCHE BANK Germany -0.1

1) All banks worldwide according to Bloomberg classification. Global top 100 banks contain largest banks by market cap. on December 31, 2020. Figures are aggre-
gated in EUR, without adjustments for foreign currency effects; 2) P/B ratio: price/book ratio, calculation 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 return indices. Avg. TSR of global top 100 banks weighted by the market capitalization of each bank; Source: Bloomberg, Thomson Reuters

e In Q3, global top 100 banks’ market capitalization reached a new high of EUR 5.9 tr. The market cap of the overall global
banking industry improved slightly by +1.0% to EUR 7.5 tr, almost reaching the pre-pandemic value of EUR 7.6 tr in Q4 2019.

e Global top 100 banks’ share price development showed clear regional differences in Q3. Western European banks showed the
strongest average TSR of +6.2% QoQ, followed by U.S. banks with +4.1% QoQ. However, Asia-focused and especially Chinese
banks suffered from growing uncertainty about the Chinese markets, therefore BRICS banks’ TSR decreased by -0.6% QoQ.

e Average P/B ratios also reflect these developments. In Q3, U.S. and Western European banks’ valuations continued their
positive trend (U.S.: 1.56x; Western Europe: 0.68x) while BRICS banks’ P/B ratio declined to 0.81x (-0.03x QoQ).
e HSBC and Standard Chartered are among the European low performers as both banks’ significant exposure to the Chinese

market caused increasing concerns among the investors. By contrast, KBC showed a quarterly TSR of +21.4% based on strong

interim results and substantial rate hikes of the Czech Central Bank, raising the earnings forecasts of KBC’s significant Czech

business in the upcoming quarters.
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Il. Economic environment and key banking drivers

As countries around the world are further reopening their economies, overall economic growth is about to reach pre-pandemic
levels. Although new COVID-19 surges and strained supply chains still pose challenges for the global economic recovery, GDP
growth is expected to remain strong in major regions in the upcoming months. Supply bottlenecks, however, appear to be larger
and longer-lasting than expected, keeping inflation at a high level until at least the end of the year. As inflation risks become
more evident, the pressure on central banks to withdraw from their loose monetary policy is rising.

GDP growth (real GDP, year-over-year rates, in %)" Inflation rate (CPI, year-over-year rates, in %)"

20.0 6.0

15.0

10.0

5.0

0.0

-5.0
-10.0 -1.0

Q420 Q121 Q221f Q321f Q421f Q122f Q222f Q322f Q420 Q121 Q221 Q321fQ4 21f Q1 22f Q2 22f Q3 22f Q4 22f Q1 23f
Germany Western Europe Germany Western Europe
United States =~ ======- BRICS United States =~ ======- BRICS

Money and capital market rates (in %) FX rates (EUR/CHF, EUR/GBP, EUR/USD)

2.0 13

15 12

1.0

1.1
0.5
1.0

0.0
05 0.9 \\/\’W
-1.0 0.8

1D3M6M1TY  2Y 3y 4y 5Y 10y Jan20  Apr20 Jul20  Oct20 Jan21 Apr21 Jul21  Oct21
EURIBOR, 09/2021  ======- EURIBOR, 06/2021
USD LIBOR, 09/2021 -===--- USD LIBOR, 06/2021 EUR/CHF EUR/GEBP EUR/USD

1) Forecasts: average of country-specific forecasts; BRICS: Brazil, Russia, India, China, South Africa; Source: Bloomberg, Thomson Reuters Datastream, zeb.research

e GDP growth is expected to slow down in the third quarter across all major regions. After double-digit rates in the previous
quarter, GDP growth is expected to reach +4.0% YoY in Western Europe and +5.0% YoY in the U.S. but will likely remain
around these levels for the next quarters.

¢ Inflationary pressure is building up noticeably but varies across regions. Especially in the U.S., inflation rates rose sharply in
Q2 and are expected to peak in Q3 with a value of +5.2% YoY. By the end of 2022, U.S. inflation rates will settle down to 2.3%.
Western European inflation will reach its highest level of +3.0% in Q4 2021 but is expected to moderate below 2% by Q2 2022.

e U.S. Fed and ECB are still reacting calmly to inflation but both central banks have adjusted/softened their long-term targets
in order to allow inflation to run temporarily higher than 2%. As a result, the euro area and USD yield curve remained nearly
unchanged, just shifting slightly upwards compared to the previous quarter.

o The euro continued its downward trend against the US dollar and fell below 1.16, the lowest value for 14 months, as the U.S.
Fed is heading for a first moderate tightening of its loose monetary course.
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Second quarter results of the largest global banks have been mostly good news and several large U.S. and European banks were,
again, able to beat consensus estimates. A dynamic capital market business along with an improving economic outlook and thus
significantly lower reserves for credit losses boosted banks’ profitability. Especially Western European banks showed strong
results, with profitability (ROE) improving on average by +2.2%p QoQ to 10.7%. Third quarter results are likely to continue the
positive trend, although less strongly.

ROE after tax of global top 100 banks (in %)" Cost-income ratio of global top 100 banks (in %)?
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Q3 2021 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, annualized values; 2) Cost-income ratio: operating expenses to total income, annualized figures; 3) Loan loss provisions to average total assets, annualized
figures; Source: Fitch Connect, ECB, zeb.research

e In Q2 2021, average profitability of U.S. and BRICS banks decreased slightly (U.S.: -1.0%p, BRICS: -1.2%p) but U.S. banks’ ROE
remained strong at 16.0%, far above pre-pandemic levels. Western European banks continued their positive trend and profits
increased by +24% QoQ, thus pushing the average ROE into the double digits.

e Western European banks were able to further improve their operational efficiency and the average cost-income ratio reduced
to 61.1% (-2.0%p Qo0Q, -1.5%p YoY). Compared to previous year’s figures, Western European banks’ revenue grew by +7.3%
YoY, also supported by positive effects from ECB’s TLTRO-III program (see our previous issue for details), in line with a higher
cost base of just +4.8% YoY.

e As the economic situation brightened, banks continued to reduce LLPs they built up during the pandemic. In Q3, U.S. banks
seemed to be more optimistic as LLPs stayed into the negative at -0.20% (+0.06%p QoQ). Western European banks further
reduced risk provisions by -0.11%p QoQ (-144%p YoY) while LLPs decreased to 0.04% on average, still implying some caution.

e Euro area loan rates also reflect the improved economic situation. While rates for corporate loans decreased due to a lower
loan demand as well as better credit quality, consumer loan rates increased in line with higher consumer spending.
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Ill. Special topic
Money, money, money? — Central banks’ own answer to the crypto boom

Digitalization of money is taking off. Private cryptocurrencies and other digital assets have experienced a real boom and are
becoming more and more relevant in the financial services sector. Several central banks around the world have already
responded to this evolution by developing their own, “official” digital currency and the ECB started its project in July 2020. How
can we explain central banks’ increased interest and what are the effects of a central bank digital currency on the banking sector?

Competing forms of digital money” Market capitalization of Bitcoin (09/2013-09/2021, in USD bn)
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Digital money 1,000
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. Central Bank Digital
Cryptocurrencies Stablecoins Currency (CBDC) 200
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Cardano, .. Diem, ... e-Crona (Sweden) or
DE/EP (China) Sep Sep Sep Sep Sep Sep Sep Sep Sep
2013 2014 2015 2016 2017 2018 2019 2020 2021
Top 10 digital currencies by market capitalization CBDC and the taxonomy of money?®

(as of 10/4/2021, in USD bn)?

Name Type Market cap
itcoi 907.79
Bitcoin Cryptocurrency Digital money
Ethereum Cryptocurrency 402.62
Binance Coin Stablecoin 7238
Carando Cryptocurrency 7218 Reserves
Tether Stablecoin 68.04 CBDC
Solana Cryptocurrency 51.40
XRP Cryptocurrency 49.30 Universally Bank Issued by
X . accessible accounts central banks
USD Coin Stablecoin 3222
Polkadot Cryptocurrency 31.70
Dodgecoin Cryptocurrency 29.17

1) Other types of digital assets like asset-backed or utility tokens not in scope; 2) Total market value of a cryptocurrency's circulating supply, analogous to the free-float
capitalization in the stock market (see Coinmarketcap.com); 3) CBDC: Central Bank Digital Currencies; Source: Autonomous Research, Bloomberg, Bank for International
Settlements, Coinmarketcap.com, European Central Bank, LBBW Research, Statista, zeb.research

Digital money is not new and has existed for decades, e.g. in the form of bank deposits or reserves of commercial banks.
However, the digital revolution has led to the evolution of a variety of private alternatives, i.e. cryptocurrencies and stablecoins.
Both are fully decentralized and can be used without the need for intermediaries (banks). Cryptocurrencies have no relation to
public money and no intrinsic value - the well-known Bitcoin was the first cryptocurrency, introduced in 2009. Stablecoins are
also digital currencies but pegged to an existing fiat currency, a basket of currencies, a cryptocurrency or commodities and
therefore less volatile. Popular examples are Tether or Facebook’s planned Diem. Since the introduction of the Bitcoin, more and
more of such digital money alternatives have come to market, now reaching a total of around 12.800. Especially since the
beginning of 2021, currencies have experienced a real boom and market capitalization has multiplied. For example, Bitcoin
jumped up by +350% between the end of September 2020 and the beginning of October 2021 to around USD 900 bn - the total
crypto market is estimated to be around USD 2.2 tr. Looking at the top 10 digital currencies, Bitcoin and Ethereum are by far the
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largest players, covering nearly 60% of the whole market. Like the huge number of different cryptos, their properties and use
also differ strongly. For instance, Bitcoin is designed as alternative money and its value is only derived from its shortage as it is
clearly limited by code. Therefore, Bitcoin has rather been used as a (speculative) investment asset, like gold, also leading to
extreme price volatility. Ethereum is a decentralized and open source blockchain whith smart contract functionalities and thus
provides more useful economic applications. Although not all forms of private digital money will remain in the market, there is
enough room to coexist — as a pure payment solution or even beyond.' Now central banks are entering the competition by
developing their own digital currency — but why now?

Generally, cash usage is changing and has declined in most developed markets. For instance, in European countries like
Germany or Spain, cash usage decreased by -17%p (Germany) or -25%p (Spain) between 2010 and 2019. Even in countries where
cash usage is already very low, this value shrank further - e.g. in Sweden the usage declined by -9%p to just 13% between 2010
and 2019. This development indicates a growing popularity of digital payment solutions, a trend that benefits any form of private
digital money. Since June 2019, central banks’ attitude to digital currencies has changed significantly as one of the largest
BigTech companies, Facebook, announced the launch of a stablecoin named Diem (previously called Libra, pegged to a basket
of several currencies). The distinct advantage of this BigTech currency over central bank fiat money is that it can be used as both
payment instrument and payment infrastructure without regional restrictions and the need for other intermediaries.

A broad and global acceptance of such private stablecoins or other kinds of digital money would pose a threat to the monetary
authority of central banks and potentially the stability of the financial system. If private digital money became a parallel
currency, central banks could lose control of their monetary system. If other financial services were based on such parallel
currencies, with a lack of transparency and without a sound regulatory framework, the risks in the financial system would also
increase significantly. The COVID-19 pandemic may additionally act as a catalyst here. In times of exploding government debt
and increasing inflation, people may lose confidence in the traditional fiat money system, which supports the acceptance of
such private digital money and therefore the shift to parallel currencies. Consequently, some central banks are already working
on their own Central Bank Digital Currencies (CBDC). In general, this kind of currency is still fiat money, issued by central banks
but provided in digital form, and will extend physical cash and central bank reserves. Unlike bank accounts (deposits), CBDCs
are completely backed by central banks and therefore risk-free. Interestingly, the first country working on such an initative was
the Bahamas, which rolled out its Sand Dollar in October 2020. Other central banks like the Swedish Riskbank (e-Crona) and the
People’s Bank of China (DE/EP) are currently in the testing or pilot phase. Due to the growing currency competition and new
“digital projects” by these central banks, the ECB decided to start its own project of a digital euro on July 14, 2021. However, what
can the banking industry expect from these developments?

Depending on the concrete design, CBDCs could have an impact on the intermediary function of banks and therefore could
weaken the banking sector. In a model where central banks directly issue CBDC, central banks will compete with commercial
banks for deposits. Thus, a switch from deposits to CBDC can have the same impact as a withdrawal of cash from bank accounts.
This kind of balance sheet reduction could ultimately lead to higher financing costs for banks and also support increased risk-
taking. Furthermore, a declining importance of bank deposits could reduce banks’ information on their customers and weaken
banks’ risk assessment capability. Finally, CBDC could have an amplifying effect in case of bank runs because customers can
very easily transfer their deposits into safe central bank money.>

According to the current state of consultation of the ECB project, the digital euro is likely to be implemented with the
involvement of the banks in a hybrid model. That is, CBDC is issued by the ECB and represents a liability of the central bank, but
the administration and access of customers is transferred to commercial banks. The focus will also be on the application for
retail clients as a “digital banknote” with cash features, i.e. no interest, anonymity. In such a context, the direct impact on banks
will be small for the time being. The architecture of payment transactions is expected to change little, and banks will take over
the operational business of the digital euro and manage the digital wallets of the private sector. However, this is just the
beginning of a new world of digital money. More complex solutions for the Industry 4.0 or the B2B sector are also conceivable
in the form of a private digital euro. The concrete developments are still uncertain but the traditional financial sector will and
should be part of this new, digital currency payments infrastructure.

1 See Bitcoin vs. Ethereum: “Digital Gold” vs. “Digital Silver”?, Deutsche Bank Research, October 5, 2021
2 gsee Central Bank Digital Currencies, Digital Money for the Masses, Autonomous Research, February 18, 2021
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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 October 1, 2021. The global top 100 banks cluster contains the largest banks by
market capitalization on December 31, 2020 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.

As aleading strategy and management consultancy, zeb has been offering transformation expertise along the entire value chain
in the financial services sector in Europe since 1992. In Germany, we operate offices in Frankfurt, Berlin, Hamburg, Munich and
Miinster (HQ). Our international locations are in Amsterdam, Copenhagen, Kiev, London, Luxembourg, Milan, Moscow, Oslo,
Stockholm, Vienna, Warsaw and Zurich. Our clients include European large-cap and private banks, regional banks, insurers as
well as all kinds of financial intermediaries. Several times already, our company has been classed and acknowledged as “best
consultancy” for the financial sector in industry rankings.

For more information visit www.zeb-consulting.com
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