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The green investment challenge for banks

Key topics

I. State of the banking industry

In Q4, global capital markets showed the strongest
performance of the year, thus defying concerns
about the new Omicron variant and persistent
inflation: MSCI World TSR +7.9% QoQ, market cap
+9.1% QoQ.

The global top 100 banks ended the quarter
significantly worse (TSR +2.0% QoQ), but looking at
the full year 2021, they showed a remarkable TSR of
+30.2% Y0Y, significantly outperforming the market
(MSCIWorld TSR +22.3% Y0Y).

Economic environment and key banking drivers

Ongoing supply chain disruptions and the fourth
wave of coronavirus infections have dampened
expectations about future growth.

Inflation is much more stubborn than expected and
should peakin the final quarter of 2021. Major central
banks like the Fed but also the ECB are preparing first
monetary tightening measures, and capital market
rates have reacted accordingly.

e In the third quarter of 2021, the largest global
banks again posted strong results — Western
European banks’ average ROE +9.5% (+2.0%p Y0Y),
U.S. banks’ average ROE +14.8% (+3.8%p YOY).

11l. The green investment challenge

e To achieve the ambitions set out in the Paris
Agreement, one thing is quite certain: massive
investments across many industries are needed.

o The banking sector is seen as a fundamental part
of this green transition, but do banks have
sufficient capital to fulfill this important task?

e Green investments could lead to a significant

increase in bank loans and corresponding risk-
weighted assets, thus burdening banks’ capital
ratios.

e Capital and balance sheet management will be key

in order to participate in green growth
opportunities, but further regulatory support or
increased involvement of capital markets may be

required.

partners for change
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I. State of the banking industry

In the final quarter of the year, global capital markets showed the strongest performance of the year (MSCI World TSR +7.9%
QoQ, market capitalization +9.1% QoQ) and thus defied concerns about the spreading new COVID-19 Omicron variant and
persistent inflation. The global top 100 banks developed significantly worse but ended the quarter with a solid TSR of +2.0% QoQ
(market capitalization +2.4% QoQ). Looking at the full year 2021, the global top 100 banks turned out to be crisis-proof and
bounced back from the previous year’s lows with a remarkable TSR of +30.2% YoY (MSCI World: +22.3% YoY) — and prospects of
rate hikes and green financing opportunities even make the sector interesting for 2022 and beyond.

Market capitalization of the banking sector (EoQ, in EUR tr)" P/B ratio of global top 100 banks and MSCI World?
+27.8% 35
—
3.0
73 74 75 78 25
6.1 6.0
56 5.7 5.8 20
49 53 52 n
39 4.1 3.9 15
1.0
0.5
0.0
Q120 Q220 Q320 Q420 Q121 Q221 Q321 Q421 Q120 Q220 Q320 Q420 Q121 Q221 Q321 Q421
W All banks Global top 100 Western Europe ——— United States
AMSCI World: +9.1% (Q4 21, quarter-over-quarter) ~— _______ BRICS MSCI World
TSR of industry sectors worldwide (10/2021-12/2021, in %)® Top/lowest TSR performance among Western European
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MSCI World . 7o Top performers Country TSR
Technology 10.1 UNICREDIT Italy +17.8
Utilities 8.1 HSBC HOLDINGS United Kingdom +15.0

Real estate s SOCIETE GENERALE France 111

Basic materials 6.0 BNP PARIBAS France +96
Cons. staples 54 UBS GROUP Switzerland +9.5

Health care 47 Low performers Country TSR

Cons. discretionary 43 BBVA Spain 72
Industrials 34 BANCO SANTANDER Spain 5.1

Global top 100 banks . 20 CREDIT SUISSE Switzerland -4.5
Energy 1.0 BARCLAYS United Kingdom -1.4
Telecommunications -0.5 KBC GROUP Belgium -0.7

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 adjustm. 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 cap. of each bank; Source: Bloomberg, Thomson Reuters Datastream, zeb.research

e Market capitalization of the global banking industry kept climbing to new heights. In Q4 2021, global top 100 banks’ market
capitalization reached EUR 6.0 tr (+27.9% YoY). The market cap of the overall global banking industry increased to EUR 7.8 tr
(+27.8% Y0Y, +4.4% QoQ), the highest value since Q4 2017.

e Among global top 100 banks, Western European banks again showed the strongest quarterly TSR of +4.7% QoQ on average
(U.S. banks +1.8% QoQ, BRICS banks -1.7% QoQ). However, for 2021, U.S. banks are ahead with a full year TSR of +40.8%,
followed by Western European banks with +37.8% YoY and BRICS banks with just +8.4% YoY.

e Western European banks’ average valuation remained low at just 0.70x and recovered only slowly (+0.02x QoQ, +0.16x Y0Y),
especially compared to U.S. banks with an average P/B ratio of 1.57x (+0.01x Q0Q, +0.42X Y0Y).

e Unicredit is the European top performer in Q4 2021, showing a quarterly TSR of +17.7% (+79.6% Y0Y). A promising new
strategy and the commitment of significant capital returns pushed the shares in the final weeks of the year.
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Il. Economic environment and key banking drivers

Global economic development is still affected by the COVID-19 pandemic. The economic recovery lost some momentum in the
third quarter of 2021 but still remained strong (Western Europe: +4.3% YoY; U.S.: +4.9% YoY). However, ongoing supply chain
disruptions and the fourth wave of coronavirus infections have dampened expectations about future growth. Inflation is also
much more stubborn than expected and should peak in the final quarter of 2021. Major central banks are preparing first

monetary tightening measures, and capital market rates have reacted accordingly.

GDP growth (real GDP, year-over-year rates, in %)" Inflation rate (CPI, year-over-year rates, in %)"
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1) Forecasts: average of country-specific forecasts; BRICS: Brazil, Russia, India, China, South Africa; Source: Bloomberg, Thomson Reuters Datastream, zeb.research

e The new Omicron variant has increased the risks for economic growth, and expectations have been revised downwards.
However, the negative impact of the pandemic and global supply bottlenecks is expected to diminish in the upcoming
quarters. GDP growth in Western Europe is likely to improve by +6.1% YoY in Q1 2022 (U.S.: +4.0% YoY).

e Across all major regions, inflation will show a further significant increase in the final quarter of 2021. Western European
inflation rates are expected to reach +4.1% YoY in Q4 2021 and U.S. rates even +6.6% YoY. Inflation pressure will also remain
high in 2022, and Western European rates will not fall below 2.0% until Q4 2022.

e Since December 2021, the U.S. yield curve has shifted significantly upwards, especially for shorter terms, as the U.S. Fed
prepared markets for three possible rate hikes in 2022 as well as a tapering asset purchase and balance sheet reduction. The
euro area yield curve increased similarly and is now in the positive range for maturities larger than 5 years. Although euro
area rate hikes are unlikely for 2022, the ECB will wind down the pandemic emergency buying program.

e EUR lost strongly against USD and CHF. The EUR/CHF rate fell below 1.04, the lowest value in almost 7 years.
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In the third quarter of 2021, the largest global banks again posted strong results. Although the profitability of U.S. and Western
European banks slightly lagged the previous quarter, it improved significantly compared with a year earlier. Developments of
banks’ loan loss provisions (LLPs) remain an important factor here as several banks still reported very low and even negative Q3
risk provisions. The emergence of Omicron and a slower than expected economic recovery could lead to increased caution and

pressure on Q4 results but the banking sector should end the year 2021 on a positive note.

ROE after tax of global top 100 banks (in %)"
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Q4 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 As business starts to return to normal, the average profitability of Western European banks normalized in Q3 but improved
year-on-year by +2.0%p to +9.5%. U.S. banks still reached a strong average ROE of +14.8% (+3.8%p Y0Y) and BRICS banks’ ROE

improved to +13.7% (+1.0%p Y0Y).
e In Q3, Western European banks’ average cost-income ratio declined further to 60.2% (-0.7%p Qo0Q, -2.4%p Y0Y). Compared
to the previous year, Western European banks’ revenue grew by +6.5% YoY in line with a slightly higher cost base of +2.5%
YoY. U.S. banks’ revenues increased by +9.1% YoY and costs by +5.5% YoY leading to a cost-income ratio of 61.6%
(-1.7%p YOY).
e Western European banks’ risk provisions increased by +0.04%p QoQ to just 0.07% on average in Q3 while U.S. banks released
provisions by -0.11% on average (+0.09%p QoQ). Q4 provisions, however, are expected to rise again, driven by seasonal effects

as well as increasing economic uncertainties due to the new Omicron variant.
e Euro area mortgage loan rates reached 1.3% at the end of November 2021, the highest value for more than a year. However,
overall yield curve effects are not yet reflected in euro area customer interest rates, but should be expected for Q1 2022.



Issue 39

zeb.market.flash January 13, 2022

l1l. Special topic
The green investment challenge

To achieve the ambitions set out in the Paris Agreement, one thing is quite certain: massive investments across many industries
are needed to reach net zero. The banking sector is seen as a fundamental part of this green transition; it is to control green
activities, decide on green investments and finally become an ally in the green restructuring of the economy. For the banks,
however, this entails not only opportunities but also great challenges. Besides their own challenging task of becoming net zero,
do banks have sufficient resources, especially capital, to fulfill this important role?

Estimates of global annual investment needs to achieve net European annual investment needs of EU Commission to
zero by 2050 (in USD tr)" achieve 2030 targets by relevant industry sector (in EUR bn)?
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1) Estimate includes: energy (Task Force of Climate-related Financial Disclosure, Intergov. Panel on Climate Change, Intern. Energy Agency), infrastructure (OECD, Intern.
Renewable Energy Agency), 10 key sectors (Global Financial Markets Association); 2) Energy includes investments in power grid, power plants, boilers, new fuels
production and distribution; Agriculture: estimate by zeb based on relative investment needs of energy sector (not included in official EU estimates; 3) EIB Investment
Survey 2020, type of external finance used for investment activities; 4) Transitional CET1 ratio (CET1 capital to risk-weighted assets); Min. CET 1 = 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% "maneuvring” buffer); Source: Autonomous Research, European Central Bank, European Commission, European
Investment bank, FitchConnect, zeb.research

The green transformation of the global economy will be the biggest challenges of the next decades. The required global
investment needs are still hard to quantify but will definitely be of significant size. A comparison by Autonomous Research
shows that, depending on the considered industry sectors and ambition levels, current estimates vary between USD 1.0 tr and
nearly USD 7.0 tr per annum.’ According to current figures by the EU Commission, we assume that total investments of around
EUR 1.1 tr p.a. could be needed in the European energy system alone to reach the latest 55% GHG reduction targets by 2030. The
identified key sectors are Transport (shows the currently lowest share of renewable energy use), Residential (in general

1 See “Climate Risk: The Green Growth Opportunity”, Autonomous Research, September 2, 2021
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responsible for 40% of final energy use) and Tertiary (high demand in fossil fuels).> These required investments will at the same
time trigger significant financing needs across the industries. As a result, banking clients and investors will demand
corresponding products, expecting banks to act as lenders of this green transition. For the banking sector, this would imply a
growth opportunity that could translate into a new and meaningful earnings wallet. However, are banks able to handle this
potential green growth at all, i.e. do they have sufficient capital buffers?

Of course, investment needs are not the same as financing needs, and banks’ capital ratios will only be impacted if financing
leads to new or additional loans, thus increasing risk-weighted assets (RWA). The additional net investments for the green
transition are even more difficult to estimate but should represent the majority of the above-mentioned figures. As companies
can use different ways of financing, the final funding structure of the investments should be taken into account as well. Across
the European Union, for instance, companies fund the majority of their investments via internal finance (e.g. operating
cashflows or savings). Regarding external finance, bank loans are by far the most important source of funding on average.
However, looking at the sheer size of the expected investment volumes, companies will not be able to maintain the current share
of internal financing. Thus, for Europe, it can be assumed that the majority of the additional financing needs will be covered by
bank loans. Although it is difficult to make exact statements, some studies show that the green transition will lead to a
significantincrease in loan growth over the next 30 years. For instance, based on a recent publication of Autonomous Research,
the annual growth of European bank loans could increase by ~60% to +2.3% p.a. for the next 30 years. A corresponding
significantincrease in risk-weighted assets would then also burden banks’ capital ratios.

At first glance, the capitalization of European banks looks very strong, indicating enough room for such loan growth
opportunities. Due to higher capital generation, the average capital ratio of Europe’s top 50 banks even increased during the
COVID-19 crisis, reaching 15.3% at the end of the first half of 2021, far above the estimated market requirements of around 12-
13%. However, it remains to be seen whether this level can be maintained for the upcoming green transition. Firstly, in addition
to the implementation of the final Basel III framework, there will also be a stronger focus on capital requirements for climate
risks in the near future. European and UK regulators are already discussing how to explicitly capture climate risk in such a
regulatory framework, e.g. by introducing a further climate risk buffer. Secondly, after the ECB has lifted the dividend
restrictions, at least listed banks will have to return cash to their shareholders via increasing dividends and/or share buy-backs.
Thirdly, a still impending COVID-19 impact - including the emergence of Omicron — continues to pose a risk of losses due to
higher LLPs and increasing RWAs in the next 12-18 months.

Capitalization will therefore move up banks’ agendas again — especially for institutions with already rather low capital buffers
and/or low profitability. Capital formation will remain a key element in this context. The expected further loan growth needs to
translate into corresponding higher earnings, otherwise retained earning ratios must be increased significantly or (if possible)
the way to the capital market must be sought directly. In addition, the banks’ own risk management framework and net zero
ambitions can lead to further constraints. Some investments are needed in rather carbon-intensive industry sectors and such
loans cannot necessarily be aligned with banks’ own green financing / net zero targets. The specifics of the green transition
investments can also play an important role here. The success and returns of disruptive and radical innovations are rather
uncertain and need more time to monetize.* Thus higher risks must be taken into account, which could also affect banks’ risk
appetite.

When talking about the green transition, banks have to deal with massive financing needs of their clients that need to be aligned
with their own resources and targets. Therefore, capital and balance sheet management, including a stronger focus on RWA
optimization, will be key for banks in order to participate in the green growth opportunities. Nevertheless, under the current
conditions, it cannot be ruled out that capital will become a bottleneck factor, and further regulatory support (i.e. green
supporting RWA factors) or increased involvement of capital markets may be required.

2 gee “Out of the tunnel, into the green — ESG as a unique opportunity for post-crisis banking”, zeb.European Banking Study 2021, 1021 edition

3 See “Climate Risk: The Green Growth Opportunity”, Autonomous Research, September 2, 2021

4 See “Transformationsfinanzierung in NRW: Wie kann die digitale und klimaneutrale Transformation der Unternehmen in NRW am besten finanziert
werden?”, German Economic Institute, Cologne, August 13, 2021


https://zeb-consulting.com/en-DE/publications/european-banking-study-2021-1st-edition
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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 1, 2022. 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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