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2. Portuguese banks in melancholy mood

Liquidity heavily dependent on the decision of DBRS

Since the beginning of the Economic Assistance Programme in June 2012, when recourse to the ECB reached its
peak of €60 billion, Portuguese banks have reduced their reliance to around €25 billion in the first few months of 2017.
This level (3.0% of the total of the Eurosystem) is way above the Portuguese central bank’s capital key of 1.7%, but
has improved appreciably since the worst moments of the crisis (10% of the total of the Eurosystem). In Portugal,
short-term transactions (MROs) account for nearly 6% of ECB financing (almost negligible in Spain), and the banks
used the last TLTRO Il auction to replace this short-term financing with longer-term and cheaper funding.

With this measure the uncertainty about the sovereign debt rating is partly dispelled: DBRS is the only rating agency
to maintain Portugal’s long-term sovereign debt at investment grade, a decision which it confirmed on 21 April. If
the rating had been downgraded, the liquidity obtained with Portuguese sovereign debt as collateral would have had
to be replaced by ELA, (emergency liquidity assistance), which would have increased financing costs and impaired the
banks’ reputations. A rating downgrade by DBRS would also have affected purchases of public debt under the Public
Sector Purchase Programme (PSPP), since the ECB would have stopped buying Portuguese public debt. In the past
few months the rate of purchases of Portuguese debt has slowed due to their being close to the ECB’s 33% limit on
holdings of a single issuer.

Additionally, the banking system in aggregate has had a loan-to-deposits ratio of less than 90% since the end of 2016,
due to substantial deleveraging (since mid-2012 credit has declined at 5.3% year-on-year) and the increase in
deposits since the end of 2015. Lastly, according to EBA data’, the Liquidity Coverage Ratio (LCR) of Portugal’s
banking system in December 2016, at 146.4%, was similar to that of Spain (147.9%) or the UK (146.5%) and above
the average for the European Union (141.1%).

Solvency

According to the EBA, the Portuguese and lItalian financial systems are those with the lowest CET1 phase-in ratios
(10.4% at the end of 2016), and Portugal’s fully-loaded CET1 is the lowest (8.6%). Both ratios fell significantly during
2016: by 151 and 153 bps respectively. Much of this adjustment was concentrated in the last quarter of 2016, due to a
number of corporate transactions and very adverse results, affected by low interest rates and higher provisioning.
During the first quarter of 2017 there were some corporate movements which increased the amount of capital in
banks’ balance sheets. This weak solvency situation is partly caused by a higher density of risk-weighted assets than
that of other countries in the region. Thus solvency measured by the fully-loaded leverage ratio is similar to Spain’s
and better than the European average.

2: All EBA data used in this report are from the latest publication of the Risk Dashboard (4Q2016).
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Figure 1 Common Equity Tier 1, CET1 (%) Figure 2 Fully-loaded leverage ratio (%)
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Lending and credit quality

Since 2012 lending to the resident private sector has fallen at an average year-on-year rate of more than 5%, and
shows no signs of recovery. Deleveraging is concentrated in lending to businesses and loans to households for home
purchase, whereas lending to households for other purposes (consumer and other) has shown year-on-year growth of
more than 10% since October of last year. The decline in lending for home purchase and the adjustment in interest
rates have notably lightened Portuguese households’ financial burden, from an aggregate peak of 14.4% of gross
disposable income (GDI) in 2009 to 8.8% in December 2016.

Since 2011 all the credit quality indicators® of Portuguese banks have deteriorated. For example “credit at risk”
(crédito em risco) increased in the first two quarters of 2016, holding steady in the third and falling in the fourth quarter
to 11.8%, in line with the levels of one year earlier. The fall in the last quarter of last year was generalised across all
portfolios (Figure 3). Coverage has improved since mid-2012, going from 50.5% in June 2012 to 69.0% at the end of
2016, following a fourth quarter (+320 bps) heavily influenced by the restructuring of Caixa Geral. According to the
latest data published by the EBA, among EU countries Portugal has the third biggest accumulated impaired exposure
in its banks’ balance sheets (16.4%), just ahead of Italy with 12.6%, and far ahead of Spain with 4.9%. Despite this, it

still has a comparable coverage ratio (43.6%), similar to Spain’s (43.7%) and slightly below the European average of
44.6%.

3: Portugal’s central bank replaced the past-due credit metric with “credit at risk”, which is a broader concept and includes a stricter definition of refinanced assets.
Furthermore, the EBA publishes the NPL ratio with the comparable supervisory definition at consolidated level.
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Figure 3 NPL ratio by portfolios (crédito em risco, %)
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Profitability

Portuguese banks’ profitability remains badly impaired as a combined result of a number of factors which have
persisted for several years: 1) a depressed level of lending activity; 2) an environment of low interest rates; 3) badly
impaired credit quality and 4) heavy provisioning. The deterioration in profitability is confirmed by Banco de Portugal
data: ROE for 2016 turned negative again (-8.0%), following what had seemed like a recovery in 2015.

Part of the deterioration seen in profitability on the domestic front is offset by the consolidated groups’ international
activity. Since 2007 international activity has contributed on average 24% of net interest revenue and total revenues.

In the next few quarters, part of the improvement in profitability will have to come from further adjustment of installed
capacity. Taking the Spanish case as an example, efforts must concentrate on personnel expenses, where there

should be a margin for reducing the number of employees by a further 13%, compared with the 16% achieved in the
past eight years, which will lead to improved efficiency of the system.

All in all, the Portuguese banking systems has not recovered yet from the crisis and faces a gloomy future. In this

sense, banks must make additional efforts to clean-up and restructure in order to be prepared to support economic
growth.
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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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