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ASSET QUALITY, DIGITAL 
TRANSFORMATION AND 
PROFITABILITY

ü Capitalisation efforts materialised during 2018 and 2019, following the consistent
implementation of regulatory reforms e.g. Banking Recovery and Resolution Directive (BRRD),
allowed European and UK banks to face the first stage of the Covid-19 pandemic with
relatively high capitalised balance sheets. For EU and UK banks, the Tier 1 ratio (fully loaded)
stood at 15.0% and 15.7%, respectively for 4Q19.

ü The improved trend of asset quality observed mostly from 2H19 following significant efforts to
reduce NPL (Non-Performing-Loans), stopped in 1H20 showing an immediate increase in NPL
for EU banks, from 2.7% in 4Q19 to 3.0% in 1Q20. In 4Q20 we observe signs of stabilisation,
however we still expect further deterioration following the expiration of support measures put
in place by governments in early 2020.

ü Business models of traditional banks, with large branches coverage, as well as those with a
low level of digitalisation and operational efficiencies, suffered a material change in business
operations. We expect the trend towards digitalisation to increase even further following the
changes in the way clients interact with banking services.

ü Cost reduction and profitability are still under significant pressure, due to the extensive low
interest rate environment, the increase in loan loss provisions and the costs related to the
digital transformation and operational challenges faced during the first stage of theCovid-19
pandemic, with business models facing a major shift to online and remote contact, never
seen in modern times.
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I CAPITALISATION

European and UK banks faced the first economic shock of the Covid-19
pandemic with relatively high capitalisation levels, EU banks with a Tier 1
ratio (fully loaded) at 15.0% and UK banks at 15.7% in 4Q19 (compared to
14.3% and 14.5%, respectively in 1Q18).

Capital strength for EU and UK banks was built mostly during 2019 as a result of
both the regulatory reforms put in place and the implementation of harmonised
supervision from the BRRD and the single supervision mechanism in place.

The joint efforts between the supervision of the European Central Bank (ECB)
together with governments to put in place measures to provide ready lending to
the real economy allowed banks to continue operating without significant lending
shocks, mostly to SMEs and households. In addition, the decision to temporarily
stop the implementation of the remaining Basel III reforms (including TLAC & MREL),
will likely allow banks to strengthen further their capital buffers.
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ARC observed that improvement in capital ratios in 2H20 was mostly due to the
reduction of average risk weighted assets. An additional factor was the increase in
excess liquidity, which is assigned a zero-risk weight. However, ARC expects that
capitalisation ratios will decrease in 2022, following expectation of increase in loan
loss provisions and consequently a reduction of banks’ profitability.
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II ASSET QUALITY

The measures implemented by governments and banks to keep lending
available for companies during the peak of the Covid-19 pandemic
allowed a temporary relief in the potential increase of asset quality
deterioration.

Source: EBA Risk Dashboard, Q4 2020. 

Since asset quality for EU banks has significantly improved after the peak from the
2008 crisis, the effect from this crisis on asset quality is not evident yet. The Covid-
19 pandemic hit some EU banks harder also because some of them (mostly in
Greece, Italy, Portugal) were still making efforts to resolve legacy asset quality
issues with active NPL sales.
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Data for 4Q20 shows that banks have effectively remained focused on managing
legacy NPL portfolios, actively using NPL sale and securitisation transactions in
order to embrace the guidelines provided by the ECB and national regulators to
reduce the still large exposures in NPLs.

However, ARC expects that with the expiration of the supportive measures, banks’
asset quality is likely to deteriorate in late 2021 and 2022. Government-guaranteed
loans made available to corporates and SMEs could expose companies to
medium-term rollover funding risks, in particular where guarantee schemes expire
and bank lending standards have become stricter. We expect that banks
accelerate the identification of non-viable corporates and SMEs and promptly
recognise credit impairments to address asset quality issues and timely quantify
the effects of loan losses in the balance sheet and eventually capitalisation ratios.
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III COST REDUCTION AND ACCELERATION OF 
DIGITALISATION

The Covid-19 pandemic has forced banks to address improvements in
digitalisation faster than most of them expected, with services limitation
and transformation as a result of the reduction of open access to branch
activities.
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Nevertheless, improvements in asset quality will depend on the timing and strength
of the economic recovery in each country, as well as the actual exposure of banks
to sensitive sectors. For example, tourism and in particular the accommodation
sector1, where loan performance may be particularly affected by the extension of
travel restrictions could remain under significant pressure.

The higher usage of online banking and smart working have led to losses as a
consequence of business system disruptions, mostly due to the interruption of
services from suppliers or business partners. The trend towards digitalisation might
increase even further, as social distancing may become a standard and personal
interactions between banks and clients becomes costly.

Covid-19 Pandemic

(1) ECB Financial Stability Review May 2021. 
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IV PROFITABILITY UNDER A PERSISTENTLY 
LOW INTEREST RATE ENVIRONMENT

The measures implemented by governments and banks to keep lending
available for companies during the peak of the Covid-19 pandemic
allowed a temporary relief in the potential increase of asset quality
deterioration.

Source: EBA Risk Dashboard, Q4 2020. 

The aggregate return on equity (ROE) of euro area significant institutions declined
from 5.3% at the end of 2019 to 1.3% in the fourth quarter of 20202. In 1H20 EU banks’
profitability was affected by an increase in loan loss provisions, to cover the initial
effects from the impairments as a result of the strict lockdowns, while in 2H20
profitability was hit by the reduction in loan demand, particularly by corporates
and SMEs.

In addition, the Covid-19 crisis exacerbated historic industry weaknesses. The
historically low interest rate environment is expected to stay for much longer. We
expect that interest rates will stay below or very close to zero for a longer period
compared with expectations in 2H19. Zero interest rates will continue to affect
banks’ profitability and in fact, will have a more pronounced effect in banks from
countries that were still recovering from legacy asset quality issues (mostly banks
in Southern Europe). On what concern inflation, we expect only a temporary
increase mostly because it is due to a supply shortage as a result of the lockdowns
from early 2020. ARC expects therefore that ROE in 4Q20 and 1H21 will be below
levels of 2019 (5.7% and 5.0% for EU and UK banks respectively, in 4Q19).
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(2) ECB Financial Stability Review May 2021. 

ARC expects that banks will face this transformation changing the interaction with
clients, that will cause a temporary hike in operational costs but will result in a
reduction of branch expenses in the medium term.
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This publication is not a rating action, is not related with any specific rating and can
not and should not be seen as an indication of a future rating action. This document
summarizes ARC Ratings’ view as of the publication date. The view expressed in this
document is based on information collected from a wide variety of sources which ARC
Ratings believes to be reliable and ARC Ratings has adopted and implements
measures aiming to ensure that, to the extent available in the circumstances, it has
obtained reasonable verification of the information it uses and that such information
is from reliable sources, but the publication of this document should not be viewed as
a guarantee of the accuracy, completeness, or timeliness of the information relied on
or the results obtained from the use of such information.
ARC Ratings does not act as a legal, tax, financial, investment or other advisor and
users should seek professional advice from appropriate third parties where
necessary.
ARC Ratings, S.A. is registered as a Credit Rating Agency with the European Securities
and Markets Authority (ESMA), within the scope of the Regulation (EC) Nº 1060/2009 of
the European Parliament and of the Council, of 16 September, and recognised as
External Credit Assessment Institution (ECAI).
ARC Ratings (UK) Limited is registered as a Credit Rating Agency with the United
Kingdom Financial Conduct Authority, within the scope of the Statutory Instrument Nº
266/2019, of 13 February, and recognised as ECAI.
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