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1. Trends and developments In the
Spanish banking sector

The tables and data are to be found in the appendices to this document. The majority of the data come from
Chapter 4 of the Bank of Spain's Statistical Bulletin. The analysis of the Spanish banking sector is confined
to banking business in Spain. The following are the main conclusions on the current situation and recent
trends and developments in the Spanish banking system (important: see footnotel):

Activity

e The size of the Spanish banking sector continues to shrink (see Table 1). The system’s total assets fell
by 4.9% over the twelve months to October 2016, and by 22% since their peak in December 2012. Since
then, the size of the system has fallen by €759 billion (69% of GDP). This fall-off is reflected in the cut
back to system capacity (see Table 3). The number of branches has been reduced by 36% since its high
in December 2008. Figures from the close of 2015 show that the workforce has shrunk by 27% since
then.

e The deleveraging of the private residential sector has continued since late 2008. However, despite the
slow-down in 2016, fixed income and equity portfolios showed an upward trend since the beginning of
the crisis, especially the sovereign bond portfolio, which has increased by 132% since 2008.
Nevertheless, the latest figures as of October 2016 show that the fixed income portfolio has shrunk by
14% year-on-year (see Table 1).

e The total volume of system deposits (see Tables 1 and 6) has fallen by 22% since late 2008, although
this drop-off has focused on volatile elements such as non-resident and subordinated deposits,
repurchase agreements and hybrid instruments. More stable items (current accounts and savings and
time deposits) have shown great steadiness, with an accumulated 3% fall since 2008. In any event,
customer deposits remained flat over the past year, meaning that there was scarcely any sign of capital
flight. Demand and savings deposits actually increased over the past year, due to the low profitability of
other instruments in the current interest rate scenario (see Table 6).

e The debt issued by financial institutions is the liability item that has fallen the most, although increasingly
slower (down 49% since late 2008, down 9% over the twelve months to October 2016. See Table 1).
ECB liquidity has decreased by 68% since its high in August 2012. This is partly because institutions are
taking advantage of the liquidity provided by the conditional auctions (TLTROSs), as well as of that which
they obtain in ordinary open market operations. Liquidity is no longer a problem for Spanish institutions.

e Finally, the percentage represented by on-balance-sheet equity capital continues to grow. With figures
available to September, the volume of capital and reserves increased by 0.5% over the past year, up
27% (+€49 billion) since 2008 (See Table 1).

1: Throughout the document, “€ billion” refers to thousands of millions of euros.
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Spotlight on lending and NPLs

e The reduction in private resident sector credit stock has continued (see Table 4). In the twelve months to
October 2016, Other Resident Sector credit fell by 4.8%, with an accumulated decrease of 32% since
2008 (€599 billion, 55% of GDP). The rate of this fall has slowed down since late 2013, indicating that
deleveraging might be coming to an end soon. All resident sector loan portfolios have decreased,
especially credit to construction and real estate companies, which have registered significant drops,
down 9.3% over the past year. This item only represents 13% of stock, although it accounts for 37% of
non-performing loans.

o Deleveraging is compatible with the dynamic nature of new lending to households and SMEs (see Table
5). In the first ten months of 2016, all credit portfolios registered notable growth, except loans to large
companies (credit operations of over a million euros), which have access to other sources of financing
such as debt issuance and saving. The 33% fall in new lending to major corporations from January to
October is also due to a strong base effect in 2015. This trend has meant that the total volume of new
credit operations fell 13.8% in 2016. Elsewhere, new lending to SMEs picked up slightly, while new
lending to households posted accumulated growth of 8%.

o Despite the deleveraging of the economy, the delinquency rate for the system was reduced to 9.27% in
October 2016 (see Table 4). In October the volume of NPLs grew slightly, the first monthly increase after
34 consecutive months of reduction. The accumulated drop in NPLs was of €79 billion or 40% from its
peak in December 2013.

Results of the sector

e Sector revenues remain under pressure. Total revenue in the first nine months of the year dropped by
7.3% compared with the same period of 2015, with declines in all revenue lines (Table 2).

o Net interest revenue fell by 9.3% year-on-year to September due to low business volume and low
lending rates that keep the cost of borrowing low (Table 7). Data to October 2016 show interest rates on
new lending transactions down in all lending portfolios in year-on-year terms. However, compared with
year-end 2015, rates for new loans to households have shown a slight uptick, whereas those for new
loans to businesses have fallen further, especially for loans of more than €250,000. These reductions
cannot be offset by cheaper deposits (Table 8).

e Operating expenses increased 0.7% year-on-year. Cost control, one of the defining features of the
Spanish banking system, helped maintain the cost-to-income ratio at 53.7%, slightly worse than last
quarter (50.5%) but still the benchmark in Europe. As a result, pre-provision profit fell by 17% year-on-
year in the first nine months of 2016 over the same period last year.

e The most remarkable aspect of the system’s results in January-September is the notable reduction in
loan-loss provisions, which declined 35% year-on-year over the same period of 2015, in line with the
improving NPL situation and the volume of balance sheet clean-up already carried out (€313 billion since
2008).
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e Lower provisions resulted in flattish (-0.8%) pre-tax profit in the first nine months of 2016 over the same
period last year, whereas net attributable income increased 16% year-on-year due to lower taxes in the
second and third quarters of 2016.

e Asregards the main ratios (Table 9):

— As mentioned, cost-to-income remains slightly above 53% thanks to cost control and the improved
levels of productivity (volumes and pre-tax profit per office). Operating expenses as a percentage of
Average Total Assets have been held below 1% since 2008 (Figure 6, Appendix 1). This ratio’s
increase was due to the reduction in total assets.

— Further improvement in the sector's solvency. The system's leverage ratio (capital and retained
earnings over total assets) increased to 8.6% in October. Own funds on balance sheet almost double
the volume of doubtful loans (Figure 2, Appendix 1), reaching 195% as of October 2016.

— The loan-to-deposit ratio (the main indicator to monitor liquidity using public data) dropped further to
110% as of October 2016, 48 percentage points less than in 2008 (Figure 3, Appendix 1). The
sector's funding gap (lending to, less deposits from, the domestic private sector) continues to narrow
to all-time lows (€119 billion or 4.5% of total assets as of October) due to the deleveraging of the
system and the stability of deposits.

— System provisions remain at satisfactory levels. The provisioning "effort" (loan-loss provisions / pre-
provision income) and cost of risk (loan-loss provisions / average total lending) indicators, are back
at pre-crisis levels (Figure 1, Appendix 1), contributing to the consolidation of profitability following
the losses of 2011 and 2012 (Figure 5, Appendix 1).

International comparison

If we compare developments in the Spanish banking system with the average of EU banks (Appendix 2), the
following are the main conclusions of the analysis of the data from the “Risk Dashboard” of the European
Banking Authority (EBA), which shows the average of 158 of the main EU banking institutions. The latest
data available is from June 2016.

e Since late 2009 (when EBA figures became available) we can see that Spanish institutions are less
leveraged than their European competitors (see Figure 1, Annex 2). To be specific, figures to June 2016
show a 39% increase in equity on the balance sheet, up from the 36% recorded in March.

o Efficiency levels are also 12.2% higher than the average for European banks (see Figure 5, Annex 2), an
advantage that will last over time.

o The efforts that have been made to cleanse Spanish institutions were necessary (see Figure 3, Annex
2). Specific provisions to cover delinquent loans reached a similar level to the European average in mid-
2014, and has remained above that level ever since.
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e The delinquency rate continues to be higher in Spain, and grows faster than in other countries (see
Figure 2, Annex 2). Nonetheless, the number of delinquent loans in Spain has fallen for 34 months
consecutively. Trends regarding the rate are therefore related to their denominator, which is falling
thanks to deleveraging.

e Finally, system yield is slightly lower than the European average (see Figure 4, Annex 2), something
which would seem reasonable in an economy that has been hit so hard by the recession and in a sector
which is still facing high levels of delinquency.
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.
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