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What's in it for you?

+ 1 5.7% QOQ TSR performance of Western European banks

Global capital markets continued to move sideways in the fourth quarter of
2022 — Basic Materials and Industrials were the best-performing sectors.

Western European banks’ strong capital market performance lifted global top
100 banks (TSR +2.3% QoQ) above MSCI World performance (+0.9% QoQ).

+ 9.6% YOY Western European inflation rate in Q4 2022

China ending its “zero-Covid” strategy and opening to the outside world raises
modest hopes for a boost to the global economy.

Overall, despite declining inflation rates, moderate inflationary recessions in
Western Europe, Germany and the U.S. continue to appear inevitable in 2023.

Essential value drivers in banking

The current and imminent banking environment poses plenty of challenges re-
quiring banks to focus on the right value drivers and to find a balance between
risk, return, growth and resilience.

We studied the influence of 45 different value drivers on banks’' objectives by
using different and innovative statistical approaches and analysing an exten-
sive dataset of the 50 largest banks in Europe, considering 16 years of data.

partners for change
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Year-end capital markets rally for Western European banks

Global capital markets continued to move sideways in the fourth quarter of 2022 (MSCI World TSR +0.9% QoQ,
market cap. +0.2% QoQ). Global top 100 banks performed slightly better than the overall market with a TSR
performance of +2.3% QoQ — however, across the different regions, performance varied significantly. Western
European banks rallied in Q4 2022 with a TSR performance of +16.4% QoQ, while U.S. banks were only slightly
ahead of overall markets with +3.2% QoQ and BRICS banks’ TSR even decreased by -1.9% QoQ.

Market capitalisation of top 100 banks (EoQ, in EUR tr)" P/B ratio of global top 100 banks and MSCI World?
(7)) o 3
3.0
56 5.7 59 6.0 6.0 55 54 55
b 2.5
2.0
15 .””_’x/
1.0
0.0
Q121 Q221 Q321 Q421 Q122 Q22 Q322 Q422 Q21 Q221 Q321 Q421 Ql22 Q22 Q322 Mz
M Western Europe M United States BRICS Others Western Europe United States
AMSCI World: +0.2% (Q4 22, quarter-over-quarter) BRICS MSCI World
TSR of industry sectors worldwide (10/2022-12/2022, in %)% Top/lowest TSR performance among Western European
MSCl World B oo banks (10/2022-12/2022, in %)
Basic materials 6.9
Industrials 6.4 Top performers Country TSR
DEUTSCHE BANK Germany 415
Health care 36 ERSTE GROUP Austria 32.1
Cons. staples 24 ING Netherlands 28.6
UNICREDIT Italy 26.9
Global top 100 banks [ K] INTESA SANPAOLO Italy 26.2
Utilities 0.5
Telecommunications 0.2 Low performers Country TSR
Energy 14 CREDIT SUISSE Switzerland -283
LLOYDS BANKING United Kingdom 85
Real estate -2.1 STANDARD CHARTERED  United Kingdom 8.6
Technology 40 BARCLAYS United Kingdom 8.7
’ HSBC United Kingdom 9.2
Cons. discr. -5.8

1) The “global top 100 banks" contain the largest banks by market cap. on Dec. 31, 2021 — they have a market share of 75-80% compared to all banks (according to
Bloomberg definition). Figures are in EUR; 2) P/B ratio: price-to-book ratio, calc. 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. TSR and market cap in EUR; Sources: Bloomberg, Thomson Reuters Datastream, zeb.research

Market capitalisation of global top 100 banks came in at EUR 5.5 tr at the end of Q4 22 and is thus still not
back to pre-COVID-crisis levels. After three quarters of steadily declining market capitalisation in 2022 (Q1 22:
-5.9%, Q2 22: -10.3%, Q3 22: -6.0%), Q4 22 marked a conciliatory end of the year for Western European
banks (+15.7% QoQ), which make up 13% of the top 100 sample (U.S.: 30%, BRICS: 29%, Others: 28%).

Average P/B ratios showed a slight recovery in Q4 (MSCI World +0.23x QoQ to 2.75x). European banks’ aver-
age valuation increased by +0.09x QoQ to 0.65x and is now slightly above BRICS levels (0.64x) again — for the
first time since Q2 17. U.S. banks’ average P/B ratio increased most strongly with +0.12x QoQ to 1.18x.

Western European banks’ lowest performer in Q4 22 — as in the previous quarter —is Credit Suisse. Investors
still lack faith in the bank despite the greenlighted plan of a capital increase and the planned reductions in
investment banking. Deutsche Bank is the top performer among Western European banks (TSR of +41.5%)
as it significantly exceeded analyst expectations (again) with the highest third-quarter profit since 2006. How-
ever, for FY 2022, analysts still do not expect Deutsche Bank to achieve its 8% post-tax ROTE target (average
consensus estimate as of January 17, 2023: 7.8%).
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Banks start to brace themselves amidst bleak economic outlook

Prospects for global economic development are still cheerless indicating an inevitable moderate inflationary
recession in Western Europe and Germany in 2023. China ending its “zero-Covid” strategy and opening to the
outside world again — albeit at the expense of the virus being rampant in the country — gives hope for a boost to
the global economy. Inflation rates are expected to have peaked in Q4 22 YoY in Germany (10.8%) and Western
Europe (9.6%). In the U.S., the trend of declining inflation rates continued in Q4 22 YoY (7.1%), while the BRICS
region remains at a comparatively low inflation level (3.5%). With the ECB turning a bit more hawkish, the
EUR/USD FX rate has climbed to 1.06 in Q4 22 after falling below parity in the previous quarter.

GDP growth (real GDP, year-over-year rates, in %)" Inflation rate (CPI, year-over-year rates, in %)"
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1) Forecasts based on Bloomberg composite forecasts; Western Europe: Euro Area, Denmark, Norway, Sweden, Switzerland, UK; BRICS: Brazil, Russia, India, China, South
Africa; Sources: Bloomberg, Thomson Reuters Datastream, zeb.research

e Economic growth forecasts predict the recessionary peak for Western Europe and Germany in Q2 23f
(real GDP growth of -0.5% YoY and -0.6% YoY, respectively). The U.S. economy is likely to experience an in-
crease in GDP growth of 1.0%/1.0%/0.2% YoY in the first three quarters of 2023. However, continued U.S.
Fed tightening is expected to culminate in a mild economic retraction in Q4 23 with -0.2% YoY GDP growth.

e The moderate recessions in the U.S. and Western Europe are expected to assist in the steady decline of
inflation rates throughout 2023 with estimated inflation levels below 4% by the end of the year.

e The U.S.yield curve further increased its inversion with recent increases in 3M-2Y rates (3M: 4.8%; 2Y: 4.7%;
10Y: 3.8%), while the euro area yield curve flattened slightly more compared to the end of Q3 22, but still
provides a positive spread of ~100bp for 10Y-3M (3M: 2.1% vs. 10Y: 3.2%) and ~30bp for 10Y-2Y (2Y: 2.9%).
Both Fed and ECB slowed the pace of raising rates in December 2022 (U.S. Fed: +50bp; ECB: +50bp). Analysts
expect the Fed (ECB) to raise rates by 25bp (50bp) in February and by 25bp (50bp) in March and that both
central banks will reach their terminal rates in the first half of 2023 with just over 5.0% (Fed) and 3.0% (ECB).
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In Q3 2022, profitability of Western European banks declined by -1.6%p both YoY and QoQ. U.S. banks reported

a

modest increase in ROE compared to the previous quarter (+0.7%p), which, however, cannot compensate for

the sustained drop in profitability in the recent past (-2.8% YoY). BRICS banks’ average quarterly ROE amounts to
13.3% (-0.8%p YoY), thereby outperforming both Western European and U.S. banks in Q3 2022. The prospect of
an upcoming recession materialises in an increase of both Western European and U.S. banks’ loan loss provi-
sions (+10 bp and +35 bp QoQ, respectively).

ROE after tax of global top 100 banks (in %)" Cost-income ratio of global top 100 banks (in %)?
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Q4 2022 data not yet available; Western Europe: Euro Area, Denmark, Norway, Sweden, Switzerland, UK; BRICS: Brazil, Russia, India, China, South Africa; 1) Post-tax ROE
(return on equity): post-tax profit to average total equity, annualised values; 2) Cost-income ratio: operating expenses to total income, annualised values; 3) Loan loss
provisions to average total assets, annualised values; Sources: Fitch Connect, ECB, zeb.research

The improvements in Western European banks’ cost-income ratio continued in Q3 2022, reaching an aver-
age CIR of 58.8% (-2.2%p QoQ; U.S. banks: -1.2%p, BRICS banks: +11.9%p). However, the decrease is not
driven by higher revenues (-4.8% QoQ; U.S. banks: +11.4%, BRICS banks: +12.0%), but rather by a dispropor-
tionate reduction in costs of -8.1% QoQ (U.S. banks: -9.4%, BRICS banks: +56.7%).

As expected, Western European banks further raised loan loss provisions in Q3 22 (+5bp QoQ) in light of the
looming 2023 recession. After a strong increase by +10bp QoQ in Q2 22, U.S. banks again raised provisions,
albeit at a lower level (+5bp QoQ). Banks remain in a cautious “wait and see” positioning.

In reaction to ECB’s further tightening monetary policy, customer interest rates proceeded to rise as well.
Corporate loans experienced the strongest increase of +1.8%p YoY to 3.1% by the end of November 2022. As
outlined in our previous zeb.market.flash, competition for deposits increased significantly as well, leading
to average household deposit rates of 1.3% for November 2022 (+1.02%p YoY) — further increases, in line
with ECB’s rates hiking, can be expected.
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Special topic — essential value drivers in banking

Over the last zeb.market.flash editions, it became obvious that the economy and banks in particular are facing a
turn of the tide. A look at the new banking regime reveals numerous challenges that need to be overcome. Firstly,
we are entering a phase of persistently low economic growth combined with a high risk of recession for indi-
vidual economies and regions. Secondly, inflation will likely remain above ECB’s 2% target, even if a slow decline
from the extremely high current levels is anticipated. Following the real “Basel Il interest rate shock” in 2022, we
expect generally elevated but flat interest rate levels going forward. After the COVID-19 crisis and the persistent
current crisis, many companies have had to tap into their own funds, so that an increased need for financing on
the corporate side can be expected — giving rise to the issue of credit risks. In addition to these short-term
effects, there are further geopolitical shifts and risks as well as initial steps towards a diversification of interna-
tional supply chains. All these issues contribute to persistently high market uncertainty and volatility.

Historically, the spread of performance across banks increased in such challenging times. The question going
forward is whether there is a universal framework of value drivers consistent over time that essentially explains
a bank’s value generation and additionally provides an anchor point for bank management in a dramatically
changing environment with enormous uncertainties. To answer this question we utilised a comprehensive, long-
term analysis of the development of the 50 largest banks in Europe. The analysis and results are the product of
our annual European Banking Study — please find further information and our study team’s contact data here.
Using several state-of-the-art statistical approaches, the influence of 45 different value drivers on a bank’s ob-
jectives was investigated. We analysed a full credit cycle of 16 years (2006-2021), which includes not only eco-
nomic ups and downs but also several fundamental crises and upheavals and can thus certainly serve as an indi-
cator of the current situation. Figure 1 details the methodology of our analysis — further details upon request.

Methodology of our analysis’ Core value drivers across all years?
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1) Classification approach: divides all data into two groups (P/B ratio: above/below 1, excess return/adjusted Sharpe ratio: above/below 0) / automated clustering was
only used to validate value drivers and to verify selected analyses; 2) Results based on a total of seven models — all variables with a permutation importance of >5% are
considered highly relevant (score: 2), >1% as relevant (score: 1), a variable’s overall relevance is the sum of all scores; 3) Shown value drivers are statistically relevant
across all methods and analysed KPIs; Share of classical banking: customer loans and deposits to total assets; Yields: average yield of a 10-year European government
bond (monthly data); Cost of risk: average loan loss provisions to average total assets; 4) Share of all value drivers from each category on the overall permutation
importance in the respective period; Sources: Bloomberg, company reports, FitchConnect, IMF, Thomson Reuters Datastream, zeb.research
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Six value drivers can be singled out as particularly crucial for a bank’s performance: return on risk-weighted
assets (RORWA), return on assets (ROA), cost-income ratio (CIR), non-performing loans as a percentage of total
loans (NPL ratio), loan growth rate, and average GDP growth in the bank’s markets. With the return on risk-
weighted assets (RORWA), the return on assets (ROA) and the cost-income ratio (CIR), the focus is on three classic
profitability and efficiency indicators. They are supplemented by the non-performing loan ratio (NPL ratio) as a
measure of a bank’s credit risk and by two growth/macroeconomic parameters: the growth rate of loans and
GDP growth in the bank’s markets.

So, most of the value generation observed over a long period of time can be traced back to a few very classic
banking KPIs. It is interesting to note that structural factors such as the size of a bank, its basic business model,
or the ratio of lending to deposit business (measured, for example, by the loan-deposit ratio) are less relevant.
Nor does a bank’s risk appetite, measured for example by risk density (risk-weighted assets in relation to total
assets), matter in the final analysis. For banks, the focus is much more on achieving high margins on a risk-
adjusted basis. From an overall perspective and over the entire period, the size of the leverage effect — an im-
portant lever often mentioned after the financial crisis — also tends to be more of a risk parameter and is there-
fore not a value driver in itself. The core levers also underscore the importance of growth and general economic
conditions for the banking business. An environment with strong macroeconomic growth rates has been essen-
tial for a bank’s success in the past. So, a recession and weak growth rates in the countries of Europe in the
coming quarters will make it much more difficult for the institutions to generate value.

Additional insights are provided by splitting the full period into several smaller ones (pre-financial crisis, financial
crisis, debt crisis, low yield regime, COVID-19 pandemic). Doing so shows that depending on the macroeconomic
environment and the current “zeitgeist” (as expressed in new regulations, for example), certain value drivers
temporarily gain additional relevance — and also lose it again. This is particularly evident in typical, frequently
used balance sheet structure ratios of banks. For a long time, for example, a balanced loan-deposit ratio was
considered to be particularly advantageous. However, since the start of the low-interest rate regime in 2014 and
the associated decline in margins in deposit-taking business, which in some cases even turned negative, this has
reversed. For example, Scandinavian institutions, which are heavy on lending, have significantly gained in value
since the low-interest phase. The size of a bank is not a stable value driver over time either. When looking at the
share of growth markets in a bank’s geographic mix, we come to a similar result. Before the financial crisis, a high
share was advantageous, but during the debt crisis and the associated macroeconomic risks, it was institutions
in stable, mature markets that generated above-average value growth.

This explains why, over the past few years, typical structural KPIs of banks have been less relevant. As the mac-
roeconomic environment changed, so did the assessment of business models and their value-adding proper-
ties — without any clear outcome. By contrast, the aforementioned “classic” profitability value drivers are of
consistently high importance. Moreover, in an intertemporal comparison it is striking that other risk drivers (e.g.
regulatory capital ratios) only gained importance in the years following the financial crisis, also because some of
these drivers were only introduced as part of extensive regulatory adjustments in response to the financial crisis.

For banks, these results have consequences not only for operational management, but also for corresponding
strategic decisions. Knowing the individual value drivers is essential at any rate. It also means, however, that
any fundamental change in the macroeconomic or regulatory environment requires a re-adjustment and a
dedicated analyses of the bank’s managed value drivers/KPIs and the associated decisions.

Our analysis shows that one of the most important anchor points for bank management which is relevant across
all periods is the risk-weighted return on assets (RORWA). This also applies to the years ahead. Accordingly, banks
should continue to focus on RORWA as the key value driver for profitability and manage it accordingly at the
product-customer level. The cost-income ratio will also remain a key driver in the future but will be given a
secondary condition: banks will also have to think about their operational resilience, i.e. secure structures and
supply chains, and therefore accept higher costs in some cases. However, the focus on efficiency must not be
lost in the process. Credit risk management is regaining importance. Banks need to be able to absorb elevated
levels of risk costs on a permanent basis and manage both non-performing loans and credit losses efficiently. As
regards the alignment of the balance sheet structure, the increased interest rates are a clear game changer.
Because of the deposit business revival induced by the interest rate turnaround and the resulting competition
for deposits (see our previous edition of the zeb.market.flash), a reassessment of the target balance sheet and
target funding is becoming vitally important.
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About zeb.market.flash

Compact. Competent. Independent.

Every quarter, zeb.market.flash provides an overview of the performance of the world’s largest banks (measured
by market capitalisation). The relevant factors are briefly and concisely described, analysed and classified by our
experts. For our analyses, we take a close look at relevant indicators for the valuation of the capital market, such
as stock returns, as well as macroeconomic and bank-specific drivers. These include return on equity, yield
curves, or growth of the gross domestic product.

One focus is on the performance of the top banks in Europe in our sample. How does their development compare
to that of the largest banks worldwide? Which European bank shows a particularly good, which a particularly
weak capital market performance? What could be the reason for this? In addition, each issue deals in detail with
a currently particularly relevant special topic in the industry.

Our background knowledge from 30 years of financial service consulting rounds off these assessments. This gives
you an exclusive and compact insight into the global banking market. The zeb.market.flash is available on our
websites and sent free of charge as a newsletter to all interested parties.

All data and calculations of this issue are based on the date of January 20, 2023. The global top 100 banks cluster
contains the largest banks by market capitalisation on December 31, 2021 and is updated on an annual basis.
Data is subject to ongoing quality assessment. As a consequence, minor adjustments could be applied to histor-
ical data as well as forecasts shown in previous issues of zeb.market.flash.

About zeb

As a leading strategy, management and IT consultancy, zeb has been offering transformation expertise along the
entire value chain in the financial services sector in Europe since 1992. We have five offices in Germany — Frank-
furt, Berlin, Hamburg, Munich and Miinster (HQ) — as well as 11 international locations. Our clients include Eu-
ropean large-cap and private banks, regional banks, insurers as well as all kinds of financial intermediaries. Sev-
eral times already, our company has been classed and acknowledged as “best consultancy” for the financial sec-
tor in industry rankings.

For more information visit www.zeb-consulting.com
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