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LSIs represent around 18% of total
banking assets in Europe while the
number of LSIs has declined by
about 1,000 since the inception of
the SSM.

Strong retail footprint for the LSI
sector, with an increasing share of
specialised business models.

Profitability remains weak for key
businesses...

Executive summary

The macroeconomic disruptions brought about by the coronavirus (COVID-19)
pandemic and major geopolitical tensions in conjunction with accumulated pressures
from the sustained low interest rate environment of previous years have posed an
unprecedented sequence of challenges to the financial system. This report examines
key developments in the less significant institutions (LSI) sector, its structure and
major activities aimed at addressing challenges from the supervisory perspective.

As part of the shared responsibilities in LS| supervision and oversight in the Single
Supervisory Mechanism (SSM), the national competent authorities (NCAS) retain
responsibility for the direct supervision of LSIs, which represent 18% (incl. FMIs) of
banking assets — a share which has increased slightly since the inception of the SSM
(2015: 16.7%). The ECB is responsible for authorising LSIs across the euro area
and, through its LSI oversight function, ensures effective and consistent supervision
in all SSM countries. Bulgaria and Croatia joined the list of SSM countries in October
2020, when the ECB entered into a close cooperation with Bbnrapcka HapogHa
6aHka (the Bulgarian National Bank) and Hrvatska narodna banka.

The structure of the LSI sector in the SSM reflects a continued consolidation
trend, albeit at a slower pace in 2021 than in previous years. Between the end of
2014 (inception of the SSM) and the end of 2021, the number of LSIs fell from more
than 3,167 to about 2,089, with Germany, Austria and Italy accounting for the bulk of
this reduction. In 2021 alone, the number reduced by about 90 entities. At the same
time, the aggregate balance sheet of the LS| sector increased by 4.1% in 2021,
a similar pace to significant institutions (SlIs) (3.8%). This reflects moderate growth in
the loan portfolio and a significant increase in cash balances at central banks, but
with major differences across countries. Generally, deposits from households
represent the key funding source for LSIs at around 45% of total liabilities (including
equity); however, like the structure of the loan book, the funding profile differs
significantly across countries. In 2022 total assets have continued to grow strongly
so far. In the second quarter of 2022 total assets rose by 2.4% compared to the end
of 2021 to €4,910 billion, whereas only in a few countries assets decreased
compared to the second quarter 2021.

Overall, LSI profitability remains low despite a partial recovery in 2021. The
average return on assets (RoA) increased from 0.17% to 0.34%, and the return on
equity (RoE) showed an even more pronounced increase (from 1.8% to 3.5%). This
is roughly in line with the Sl sector, which started with a lower RoA (0.10%) but in
2021 achieved stronger profit levels (0.43%), while its RoE also started from a lower
value compared to LSlIs (1.53%) but recovered even more strongly (to 6.70%). A key
driver of the profit recovery for LSIs was a significant decrease in provisioning, while
net interest income (NII) continued to decline. The cost/income ratio stood at 70.2%
for the LSI sector, notably worse than the corresponding figure for Sls (64.3%),
despite improving slightly from 71.5% at the end of 2020. For the vast majority of
LSIs, profitability remains a key pain point which needs to be addressed to improve
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... while loan portfolios are exposed
to both legacy and new risks...

... posing potential risks to capital
positions, although these remain
comfortable for the time being.

The immediate liquidity risk seems
limited, but LSIs remain vulnerable
to sudden shifts.

Supervisory assessments in 2021
focused on key aspects of credit
risk, business models and internal
governance.

resilience. As of the second quarter of 2022 profitability weakened again in the light
of macroeconomic developments on aggregate, with significant differences across
countries also given the divergent impact of interest rate shifts on banks’ income.

Following the early stages of the coronavirus crisis, LSI credit volumes exhibited
moderate growth, while non-performing loan (NPL) ratios continued to fall
gradually. LSIs’ aggregate NPL ratio! at SSM level showed a steady downward
trend to 1.8% at the end of 2021 (2018: 2.2%) despite the pandemic. This was fairly
consistent at country level, showing that, broadly, risks from the pandemic did not
materialise to the extent expected at the outset, thanks to public support measures in
particular. The war in Ukraine and the worsened macroeconomic situation have
given rise to new concerns since early 2022, however, despite early impact analysis
suggesting direct exposures to Russia are manageable for SSM banks in aggregate,
with some individual exceptions. Supervisors have also been focusing on risks
stemming from indirect effects with a more medium-term horizon, such as exposures
to vulnerable sectors. These second-round impacts could have far wider
implications, given the macroeconomic outlook. Supervisors have also intensified
their monitoring of potential losses stemming from disruption in financial markets and
cyber risk activities.

Asset growth, paired with low profits, caused LSIs’ total capital ratio to decline by
0.51 percentage points to 18.81% in 2021. While this is below the average total
capital ratio for Sls of 19.57%, it remains relatively comfortable and the share of
high-quality capital — reflected in the CET1 ratio — is higher than for Sls (17.32% vs.
15.58%). The average risk-weighted asset density is higher for LSIs (49.7%) than for
Sls (33.4%). In total, there were 13 breaches of overall capital requirements at the
end of 2021 in the LSI sector. The leverage ratio (fully phased-in) increased by 0.71
percentage points to 9.1% and remains well above the 3% requirement on
aggregate. As of second quarter in 2022, capital levels were further declining in
nearly all countries.

LSIs’ liquidity position benefited from a significant increase in deposits,
especially those coming from non-financial corporations, as well as increases in
central bank funding. As part of the ECB’s targeted longer-term refinancing
operations (TLTROs), a total of €224 billion has been allocated to a total of 769 LSlIs.
Some idiosyncratic risks may remain, not only with regard to replacing central bank
funding but also in the light of the increasing costs of wholesale and deposit funding.
The liquidity coverage ratio (LCR) declined from 221% to 201% in 2021.

In view of these risks, a number of SSM-wide initiatives were carried out in
cooperation between the ECB and NCAs in 2021. Credit risk naturally constituted
a major focus area, with SSM activities looking at improving benchmarking across
the euro area. Particular attention was paid to aspects such as classification and
provisioning and promoting best practices in various aspects of NCAs’ supervisory
approaches, ranging from stress testing to targeted on-site inspections. The focus
has now shifted to the potential impact of the Russia-Ukraine war and ECB Banking
Supervision has set up a contact group across national supervisors to coordinate

1 Including cash balances at central banks and other demand deposits.
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Other activities focused on third-
country exposures, online deposit
platforms and IPS monitoring.

The outlook for the LS| sector
remains challenging; both new and
existing uncertainties are
hampering the adjustments needed
to achieve stable profits.

analysis and responses. Rapid balance sheet growth at individual LSIs was subject
to systematic analysis as well. Governance arrangements of LSIs were examined in
a thematic review; the findings on matters such as board composition and
functioning call for further improvements.

Other relevant initiatives worth mentioning include:

o targeted analysis of third-country exposures due to Brexit (as also done for Sls)
and to non-EEA emerging economies;

. an assessment of the relevance of online deposit platforms, which are now
being used by almost 100 LSIs across 16 jurisdictions;

. work on institutional protection schemes (IPSs) via continued annual
monitoring in the light of past findings aimed at strengthening the reliability of
hybrid IPSs;

¢ analysis of the NCAs’ identification of financial holding companies (FHCs)
in the LS| sphere, which has resulted in numerous case-specific findings and
brought several aspects of policy relevance to the surface which are being
followed up in the relevant SSM fora;

e onboarding of NCAs to a common SSM web-based platform (IMAS) for
conducting and documenting LSI risk assessments;

e further harmonisation of Supervisory Review and Evaluation Process (SREP)
methodology in relation to LSls.

The NCAs, the direct supervisors of LSIs, also performed a number of relevant
activities. The key supervisory priorities for NCAs were credit risk, business
model sustainability, operational resilience and governance. These were
tackled by on-site inspections and thematic reviews, among other things.

For 2022 the key priorities for supervisory activities remained credit risk, operational
risk — predominantly with regard to cyber security and operational resilience — and
governance. Key activities in 2022 included following up on the thematic review
of governance and further quantitative and qualitative benchmarking of
supervisory activities and practices in the area of credit risk. Supervisory
priorities must, however, retain the flexibility to adapt to changes in the risk
landscape, for example from geopolitical tensions.

All'in all, the outlook for the LSI sector remains challenging, particularly given
the numerous uncertainties around second-round effects from the war in
Ukraine. The consequences are difficult to foresee at this stage, so banks have to
be prepared for significant volatility in financial markets and the real economy. This
implies challenges related to asset pricing, increases in non-performing exposures
and funding access. NCAs must take a supervisory approach that is flexible and
risk-sensitive. This will be supported by oversight activities performed by the
ECB.
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Please note that the LSI sectors in Member States participating in the SSM vary
greatly in terms of number, size of assets and business models. This has
implications for the comparability of LSI country aggregates. The cut-off date for this
report was 7 October 2022 for LS| data unless otherwise stated; any information
received after that date may not be fully reflected. The sample of LSIs refers to
banks at their highest level of consolidation excluding branches and — unless
otherwise indicated — excluding financial market infrastructures (FMIs) such as
central counterparties (CCPs) and central securities depositories (CSDs); the size of
these usually exceeds the significance threshold even though they may not be
classified as significant institutions. For information on supervisory activities, the
analysis focuses only on information reported by NCAs, bearing in mind that not all
dimensions of supervisory activities can be reflected, and different interpretations
may apply. For more details on technical assumptions, please refer to Annex D.
Confidentiality rules protecting dissemination of individual bank data are being put in
place currently.
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1.1

The SSM approach to LSI supervision

The organisation of banking supervision in the SSM

The role of the Single Supervisory Mechanism (SSM), which comprises the
ECB and the national competent authorities (NCAs) of participating Member
States, is to ensure that EU policy on the prudential supervision of credit
institutions in the euro area is implemented in a consistent and effective
manner and that credit institutions are subject to supervision of the highest
quality. The SSM’s three main objectives are to:

e ensure the safety and soundness of the European banking system;
e increase financial integration and stability;
. ensure consistent supervision.

The ECB exercises oversight over the functioning of the system based on the
procedures and responsibilities set out in the SSM Regulation? and the SSM
Framework Regulation® and conferred upon the ECB and NCAs for significant and
less significant institutions respectively. The ECB and the NCAs perform their tasks
in close cooperation, taking into account their economic and organisational
specificities. While the ECB is responsible for direct supervision of significant
institutions (SIs) via joint teams composed of ECB and NCA experts, the NCAs
retain responsibility for supervising less significant institutions (LSIs). The national
supervisors plan and carry out their ongoing supervisory activities using their own
resources and decision-making procedures.

However, for certain common procedures the ECB has full responsibility for all SSM
credit institutions. These are carried out in cooperation with NCAs and concern the
granting and withdrawal/lapsing of bank licences and the acquisition of qualifying
holdings according to Article 4(1)(c) of the SSM Regulation. Under Article 4(1)(a), the
ECB is exclusively competent to grant authorisations to take up the business of a
credit institution. Articles 6(4) and 14 provide that this competence extends to both
Sls directly supervised by the ECB and LSlIs directly supervised by the NCAs. The
SSM Framework Regulation elaborates on the powers of authorisation, focusing on
the respective roles of the relevant NCA and the ECB in the assessment process.
Under Articles 4(1)(a) and 14(5) of the SSM Regulation, the ECB also has the
competence to withdraw authorisations in the cases set out in the relevant EU or
national law. The ECB and the national supervisors are involved in different stages
of these common procedures, but the entry point for all applications is the national
supervisor of the country where the bank is/will be located, irrespective of

2 Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the European
Central Bank concerning policies relating to the prudential supervision of credit institutions (OJ L 287,
29.10.2013, p. 63).

3 Regulation (EU) No 468/2014 of the European Central Bank of 16 April 2014 establishing the
framework for cooperation within the Single Supervisory Mechanism between the ECB and national
competent authorities and with national designated authorities (OJ L 141, 14.5.2014, p. 1).
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significance status. The national supervisors and the ECB cooperate closely
throughout the whole procedure, but, for all supervised credit institutions, the final
decision is taken by the ECB.

1.2 Oversight of LSIs by the ECB

The ECB in its oversight function is responsible for the effective and
consistent functioning of the SSM. The ECB needs to ensure that a level
playing field applies to all banks in the euro area, including LSls, while
considering the different features of the national banking systems and the
respective supervisory approaches. Proportionality plays an important role in this
context, which is why, jointly with NCAs, the ECB has developed a classification
regime for LSIs. This aims to ensure that the approach to supervising and
overseeing LSIs is proportionate and commensurate to the risks that individual
institutions pose. LSls are currently classified on the basis of their impact on the
financial system and their risk profile. As of 2022, impact criteria* and risk criteria are
assessed separately. High-impact LSIs are determined once a year for each of the
countries participating in European banking supervision. The classification is subject
to an annual review in cooperation with NCAs to ensure that the list is suitably
updated.

Box 1
The ECB classification regime for LSls

The SSM Framework Regulation states that “the ECB shall define general criteria, in particular
taking into account the risk situation and potential impact on the domestic financial system of the
less significant supervised entity concerned, to determine for which less significant supervised
entities which information shall be notified”. The need to have a high priority list was identified from
the very beginning of the SSM in November 2014.

An LSI can be deemed “high priority” for various reasons: size, intrinsic riskiness, impact on the
national economy or interconnectedness with the rest of the financial system.

In January 2021 the Supervisory Board revised the classification framework in line with the
experience gained since the beginning of the SSM. The new classification methodology introduces
the categories of high-impact LSIs and high-risk LSlIs, which are identified using separate impact
and risk criteria. This replaces the LSI prioritisation concept used before, under which combined
impact and risk criteria divided institutions into high, medium and low priority. The new methodology
came into effect from January 2022.

LSIs are classified as high-risk on the basis of a risk assessment by the NCA and their compliance
with capital and leverage requirements. For classification as high-impact, the following criteria are
used:

4 For more detail on high-impact criteria and the full list of high-impact LSls, see the ECB Annual Report
on supervisory activities 2021 and Annex A of this report.
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° Size: total assets > €15 billion;

° Importance for economy: either the institution’s ratio of total assets to GDP is at least 15% or it
has been identified by the NCA as an “other systemically important institution” (O-SlI);

° Cross-border activities: an institution which is the head of a group supervised by the SSM is
classified as high-impact if the group consists of two or more credit institutions incorporated in
two or more participating Member States;

° Potential Sl: the institution is identified as a “large institution” according to the Capital
Requirements Regulation (CRR)® or an LS| under “particular circumstances” as set out in the
Article 70 of the SSM Framework Regulation;

° Business model: due to their systemic relevance, institutions such as financial market
infrastructures (FMIs) with a banking license, i.e. central counterparties (CCPs) and central
securities depositories (CSDs), are deemed high-impact; so too are non-sector-consolidating
central savings banks or central cooperative banks (CCBs) and central institutional protection
scheme (IPS) institutions, due to their interconnectedness.

In addition, at least three LSls per country should be classified as high-impact to ensure minimum
coverage, although exceptions are possible. An LS| that is considered a small and non-complex
institution (SNCI) within the meaning of the CRR cannot be designated high-impact unless it is the
largest LSI in a jurisdiction where all LSIs are SNCls.

The exercise to identify high-impact LSls is performed annually (see Annex A) and the resultant list
is published. By contrast, the update for high-risk LSls is done more frequently (quarterly), and the
outcome remains confidential for financial stability reasons.

The resulting classification has implications for effective supervision and determines which
notifications NCAs have to submit to the ECB and whether this is done in advance or in arrears.
The revised LSI notification guidance provides clearer criteria for NCAs to determine whether a
particular development should be reported to the ECB and, if so, in what form. It will improve the
risk focus of LS| supervision and enable a more targeted exchange of information between NCAs
and the ECB. In the case of high-impact LSls, a multi-year SREP approach applies. This allows the
supervisor to tailor the depth of the analysis of each risk for each year. Any risk may be assessed,
but the internal capital adequacy assessment process (ICAAP) and internal liquidity adequacy
assessment process (ILAAP) must be performed annually. Supervisory capital stress tests for high-
impact LSIs should be conducted at least every second year.

In addition, with a view to establishing a more proportionate regulatory framework,
CRR 11° established a new classification of institutions by introducing definitions of

5 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on
prudential requirements for credit institutions and investment firms and amending Regulation (EU) No
648/2012 (OJ L 176, 27.6.2013, p. 1).

6 Regulation (EU) 2019/876 of the European Parliament and of the Council of 20 May 2019 amending
Regulation (EU) No 575/2013 as regards the leverage ratio, the net stable funding ratio, requirements
for own funds and eligible liabilities, counterparty credit risk, market risk, exposures to central
counterparties, exposures to collective investment undertakings, large exposures, reporting and
disclosure requirements, and Regulation (EU) No 648/2012 (OJ L 150, 7.6.2019, p. 1).
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The vast majority of LSIs are
classified as SNCls.

“large institution” (Article 4(146) CRR)” and “small and non-complex institution”
(SNCI) (Article 4(145) CRR)8. At a consolidated level, 80% of all LSIs (1,688
institutions) qualify as SNCls. The introduction of this new category was followed by
a set of provisions applicable solely to SNCIs aimed at reducing regulatory costs for
these banks. They include less frequent and less detailed disclosure and reporting
requirements and a simplified, less granular calculation of the net stable funding ratio
(NSFR).

The ECB’s oversight activities related to LSIs are divided between vertical
supervision, organised across country desks for all countries participating in the
SSM, and horizontal activities supported by horizontal business areas responsible
for policy and methodology development. Vertical supervision focuses mostly on
high-impact and high-risk LSIs. As the direct supervisors of LSls, NCAs retain full
responsibility for carrying out assessments and deciding on capital, liquidity and
gualitative measures.

Since 2015 the ECB and the NCAs have been working together to develop a
common SREP methodology for LSIs, based on the EBA SREP Guidelines and
building on the methodology for Sis and existing national SREP methodologies. The
SREP for LSls aims to promote supervisory convergence in the sector while
supporting a minimum level of harmonisation and a continuum in the assessment of
Sls and LSIs. NCAs may exercise a degree of flexibility when implementing LSI
SREP methodology to account for national specificities. Another important milestone
to ensure consistency and high supervisory standards for LS| supervision is the roll-
out of the SSM information management system for NCAs (the IMAS portal)®, which
facilitates assessment on the basis of the common SREP methodology and allows
supervisors of LSIs to record this assessment in a single system across the SSM.

” For a credit institution to qualify as large in accordance with Article 4(146) CRR it must meet one of the
four following criteria; it must either (i) be a global systemically important institution (G-Sll); (ii) have
been identified as an other systemically important institution (O-SlI; (iii) be one of the three largest
institutions in terms of total assets in the Member State in which it is established; or (iv) have total
assets on an individual or consolidated basis equal to or greater than €30 billion.

8 The definition of an SNCI entered into force in June 2021. To be classified as an SNCI an institution
must meet all of the following criteria: (a) it is not a large institution; (b) the total assets on an individual
basis or, where applicable, on a consolidated basis is less than or equal to €5 billion (Member States
may lower this threshold); (c) it is not subject to any obligations, or is subject to simplified obligations, in
relation to recovery and resolution planning; (d) its trading book business is less than €50 million or
does not account for more than 5% of its total assets; (e) the total value of its derivative positions held
with trading intent does not exceed 2% of its total on and off-balance-sheet assets and the total value
of its overall derivative positions does not exceed 5%; (f) more than 75% of both the institution's
consolidated total assets and its consolidated total liabilities, excluding in both cases intragroup
exposures, relate to activities with counterparties located in the EEA; (g) the institution does not use
internal models to meet the prudential requirements; (h) the institution has not communicated to the
competent authority an objection to being classified as a small and non-complex institution; (i) the
competent authority has not decided that the institution is not to be considered a small and non-
complex institution on the basis of an analysis of its size, interconnectedness, complexity or risk profile.

9 The IMAS portal is an online platform which facilitates interactions and exchange of information
between supervisors and supervised entities/third parties.
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1.3

Bulgaria and Croatia joined under a
close cooperation agreement in
October 2020 and are already well
integrated into the SSM.

1.4

Enlarging the LSI sector in the SSM through close
cooperation with Bulgaria and Croatia

On 1 October 2020, following a comprehensive assessment of Bulgarian and
Croatian credit institutions, the ECB entered into close cooperation with the
Bulgarian National Bank and Hrvatska narodna banka.’® From that date, the ECB
took on responsibility for the oversight of LSls. It was also entrusted with common
procedures for all supervised entities in the two countries.

The process of establishing close cooperation

Before the two NCAs became part of the SSM, they went jointly with the ECB
through a preparatory process aimed at operationalising their future collaboration.
This included developing supervisory convergence plans, specifying action points in
relation to LSI supervision, such as adapting organisational structures and staffing
needs and preparing for the implementation of joint supervisory practices for LSIs.

After the start of close cooperation, the process of onboarding and integrating both
NCAs into the ECB’s LSI oversight function was structured around a roadmap
covering technical interactions and training. The roadmap aimed to bring supervisors
together by discussing, for example, the supervisory approach to particular risk
elements, supervisory practices such as on-site inspections and stress testing, the
SREP and the crisis management framework.

The situation has now moved to “business as usual” status, with supervisors
cooperating closely to address the challenges faced by Bulgarian and Croatian LSIs.
Both NCAs are benefiting from the ECB’s expert knowledge, methodologies and
training, contributing to further convergence in supervisory approaches to LSIs.

The organisation of LS| supervision activities

NCAs are responsible for direct supervision of LSlIs; the ECB mainly provides
support through its oversight function. The ECB is also responsible for authorising
common procedures for all LSls (as well as Sls). These include acquisitions of
qualifying shareholdings, banking licences (and licences for investment firms that
qualify as credit institutions) and the withdrawal/lapsing of these licences, as well as
decisions on the significance of banks and requests related to passporting.

To perform their LSI supervisory duties, NCAs tend to split their activities into off-site
and on-site work.

10 EU Member States whose currency is not the euro may participate in the SSM by requesting the ECB
to establish a regime of close cooperation with their NCAs. Prior to the start of close cooperation, and
in order to ensure the effective exercise of supervisory tasks, the ECB conducted a comprehensive
assessment of Croatian and Bulgarian banks which comprised an asset quality review and a stress
test. The ECB concluded the comprehensive assessment of Croatian banks on 5 June 2020 and
Bulgarian banks on 26 July 2019.
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Supervisors usually work in annual
cycles, leaving flexibility for ad hoc
activities.

Meetings with institutions are an
important supervisory tool but
difficult to execute on a large scale
in countries with high number of
LSls, even where NCAs have better
staffing.

On-site inspections allow a very intrusive and in-depth perspective into supervised

institutions, typically focusing on specific topics or risk areas.

Off-site supervisory activities are generally broader in nature and include different

types of bank-specific or horizontal assessments, meetings with management or
supervisory bodies and issuance of decisions. The SSM has no predetermined
minimum engagement per activity, but NCAs usually set a minimum frequency for
most activities, grouping their home LSI banking sector into up to four different
clusters along characteristics such as banking sector, risk classification and size.
The actual frequency may differ to reflect ongoing needs and address risks in a
focused manner.

Formal SREP decisions are usually issued annually by most NCAs. As the number

of LSIs differs significantly from country to country, some LSIs might not receive

annual SREP decisions. The related SREP assessment is generally updated in line

with the decision.

Chart 1
Frequency of key supervisory activities

(frequency)
Not
specified
> Armuelly @ o 06060000 - 00 -
- OO0 000000
Semi -
)
annually . ® ( ® o { ] o [ ] ®
Quarterly o . . o - .
3 >
- b 5
5 5 : s 5 0z
g 8 » & 38§ &
19 o 4 S ¥ < Dy > “
® » o~ 0~ O %o ~S © @
3 b= - > o = Cc =20 ¢ =
> £8 E £0 £o EZ BL 3E 2
£z 8% 2 3 O gx zx o5 3T 2y 8 c §
-2 x .2 ~ 89 :§2 TS5 TS ] e 9 =
to Tw T = = < O3 5. g%« co © 8 B>
BSOBE Er P P S eZ gx By f5c, 8§ 5§
= = 2 8= £ §< 8¥ £T g0 S5 8 e
23 2 29 2 $ E® 85 wg EC W3 S o o 33
37 3= @ @ @ ; 8 g = x BL W ] o8
22 28 28 ¢ 2 £L £% £¢ £& £% 83 x o T8
25 2E 2 & & 5L 5L 38 33 : 8§ s0 6 o (Lo
Assessments Meetings/Discussions Decisions

Note: The size of the dots refers to the number of NCAs that apply the indicated frequency for any of their defined minimum
engagement clusters according to their annual planning.

Staff resources for LSI supervision vary greatly between SSM countries and
depend strongly on the characteristics of the national banking system (e.g. the

number of LSIs and size of the LSI sector, the presence or absence of IPSs, special

business models, crises, etc.). For some countries, staffing is often below one full-
time equivalent (FTE) per LSI for both on-site and off-site staff.
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2.1

The number of LSIs declined further
to 2,089; there are now over 1,000
fewer entities than at the inception
of the SSM.

The structure of the LSI sector

Consolidation in the LSI sector

The consolidation trend in the LSl sector continued in 2021, albeit at a slower
pace than in previous years. The number of LSIs has fallen steadily since the
inception of the SSM, from 3,136 at the end of 2015 to 2,089 at the end of
20211

A significant contributing factor behind this was the consolidation of the cooperative
banking sector in Italy into three major groups, which concluded in 2019 and saw
228 institutions consolidated into two Sl groups and one LSI group. The number of
mergers and acquisitions completed in 2021 confirms the trend towards
consolidation observed in the LSI sector since European banking supervision
started. However, the pace of consolidation slowed down last year: a total of 61 LSIs
were acquired or merged, compared with 69 in 2020. Germany was the main driver
of consolidation last year, reflecting the high number of LSIs in that country: 48
mergers were finalised in Germany in 2021, compared to 30 in 2020. The number of
institutions whose licence was withdrawn remained almost unchanged: ten LSIs
across all 21 SSM countries in 2021, compared to nine in 2020.

Withdrawals were related mainly to voluntary terminations of business activity and
mergers or other types of restructuring. In 2021, four LSIs exited the market as a
result of involuntary liquidation procedures, including insolvency proceedings, and
there were 32 cases of licences lapsing.'? This was only partially offset by the six
new LSI licences granted in five jurisdictions in 2021 and the ten new entities
(branches or FHCs) that were established within the SSM. As in previous years, the
main driver of new applications was the increased use of digital innovation to provide
services to EU clients (i.e. fintech business models).

As a result of the annual assessment of significance, three institutions were added to
the list of significant supervised entities: Banca Mediolanum S.p.A. and Finecobank
S.p.A. in ltaly and Danske Bank A/S, Finland branch, were classified as significant
because their assets exceed €30 billion. Only one institution (Dexia Bank of France)
was reclassified from Sl to LSI. Following the addition of Bulgaria and Croatia to the
LSl landscape, 26 new LSIs (14 Croatian and 12 Bulgarian) now fall under the
indirect supervision of the ECB.

Despite the fact that the consolidation trend has been most prominent in
Germany, Austria and Italy and the number of LSIs has declined significantly
in recent years, these three countries continue to make up the bulk of the
sector. At the end of 2021, over 83% of all LSIs were domiciled in Germany, Austria

11 Excluding FMIs. The number of LSIs is based on information collected for statistical purposes and may
differ from the information published in the ECB Annual report on supervisory activities 2021. The
reason for the difference is that the latter includes, for example, branches and non-reporting entities.
For more information, see also Annex D.

12 |n addition, seven branches terminated operations.
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2.2

The market share of LSIs has
slightly increased since inception of
the SSM despite the decline in the
number of LSIs, confirming the
ongoing consolidation.

and ltaly, reflecting their large decentralised systems of savings and/or cooperative
banks, which are often covered under a joint IPS. About two-thirds of the LSIs
operating in countries under European banking supervision are members of an IPS
(1,421 banks at the end of 2021), the majority belonging to one of the two German
IPSs (which cover a total of 1,136 institutions). Cooperative and savings banks
typically operate as traditional banks, while also providing financing to the local
community or cooperative members. They are a feature of many countries, but their
organisation and corporate structure differ. For example, in France the cooperative
banks have consolidated into significant groups and do not count as LSlIs. In Finland,
although the number of individual LSIs is high, most are cooperative and savings
banks belonging to the two amalgamations of deposit institutions.*®

Market share of LS| sectors

The continuous growth in average LSl assets has resulted in a stable share of
18%?** of total banking assets in the euro area, a slight increase compared with
2015 (16.7%). However, the weight of the LSI sector varies widely across SSM
countries. While LSlIs represent around 40% of total banking assets in Luxembourg
and Germany, their importance is substantially lower in other countries, notably in
Greece (3.5%) and France (2.9%), where the banking systems are dominated by
domestic Sls. Relative to the size of the domestic economy, the biggest LS| sector
can be found in Luxembourg, where LSIs primarily focus on private banking and
custodian banking and have accumulated assets representing 193.7% of GDP. The
next two largest LS| sectors as a percentage of GDP are in Austria (89.9%) and
Germany (83.6%).

13 Under the Finnish Deposit Bank Amalgamation Act (599/2010), an amalgamation of deposit banks is
formed by a cooperative central institution, the companies belonging to its consolidation group, the
member credit institutions and the companies belonging to the member credit institutions’ consolidation
groups, as well as credit institutions, financial institutions and service companies controlled jointly by
the above.

4 Including FMIs.
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Chart 2
Market share of Sls and LSIs by country

(percentages of total assets)
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Source: ECB calculations based on FINREP F 01.01, F 01.01_DP.

Notes: The chart generally displays the market share calculated at the highest level of consolidation in the SSM. This means that
branches and entities that are subsidiaries of SSM parent entities are included in the total assets of their parent entities and are not
considered in the respective market share of the local banking sector. For BG, HR and SK exceptions to this general methodology are
made and the market shares of Slis in these countries include the total assets of entities that are local subsidiaries of cross-border
SSM parent entities. The market share percentages for BG, HR and SK therefore follow a different methodology and are not directly
comparable to those of the other countries on the chart.

In 2021, the average size of an LSl was €2.3 billion, compared to the average
size of an Sl of €222.1 billion (median: €819.4 million). Irish LSIs (€8.6 billion)
have the largest average size, followed by the Netherlands (€8.5 billion), and Finland
(€6.2 billion), while the smallest average sizes are in Lithuania (€0.3 billion) and
Latvia (€0.4 billion). For the LSI sectors in countries that recently joined the SSM
through close cooperation, the assets of Croatian LSIs amount to €14.5 billion in
total and those in Bulgaria amount to €19.8 billion. These figures represent 0.30%
and 0.41% of the SSM LSI sector respectively.

Chart 3
Number of LSIs and average size in 2021

(left-hand scale: total assets, EUR billions; right-hand scale: number of LSIs)
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Source: ECB calculations based on SSM List of Supervised Entities (excl. FMIs), FINREP F_01.01, F_01.01_dp.
Note: Number of SSM LSlIs (excluding branches) at the highest level of consolidation (excl. FMIs).
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2.3

While retail banking is still key to
European LSls, there are also a

number of very specialised niche
players.

Table 1
Number of LSIs and related classification by country

Number of entities
(data at highest level of consolidation, excluding branches,

Country entities not reporting FINREP and FMIs) IPS members SNCI High-impact
AT 367 255 343 1
BE 13 0 9 3
BG 12 0 0 3
cYy 5 0 0 3
DE 1,255 1,136 1,113 22
EE 6 0 3 3
ES 56 30 31 4
FI 9 0 2 3
FR 77 0 42 5)
GR 11 0 2 3
HR 14 0 12 3
IE 8 0 0 3
IT 118 39 72 &)
LT 10 0 10 1
LU 48 0 6 4
Lv 9 0 4 3
MT 14 0 6 3
NL 23 0 4 5
PT 24 0 15 0]
sl 5 0 4 1
SK 5) 0 2 0]
Total 2,089 1,460 1,688 92

Note: High-impact column includes FMls.

LSI business models

The business models of the LSI sector vary considerably across different
countries and have also evolved over time, being impacted by Brexit and
fintech for instance. The predominant business model remains retail banking, but
LSIs are also present in a variety of dynamic market segments ranging from
corporate lending and asset management to more specialised products such as car
finance and custodian services. The LSI sector includes FMIs with a banking licence.
More recently the sector has witnessed the emergence of digital-only banks focusing
on specific business lines such as retail, payments or B2B*® products (such as use
of APIs).

Compared to Sls, the activities of LSIs tend to be more geographically concentrated,
with many servicing smaller communities according to their location. This is
especially relevant for cooperative banks operating in parts of the euro area. The

15 B2B (business-to-business) is a type of e-commerce where products, services or information are

exchanged between businesses rather than between businesses and consumers (B2C).
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product portfolios offered by LSIs also tend to be more specialised than those of Sls.
Some specialise in car financing, mortgage banking, providing solutions and loans to
homeowners’ associations, lending to small and medium-sized enterprises (SMES),
operating as service providers for securities, granting loans in connection to life
insurance in the secondary market, etc. LSIs focusing on retail clients face many of
the same challenges as Sls: weak profitability in the low interest rate environment,
competition from both digital banks and non-bank fintech entities, and the need to
digitalise and improve IT infrastructure. These challenges are particularly
pronounced in jurisdictions that already have a high level of competition.

In addition to the reduction observed in the number of LSIs over the last few years,
the composition of types of business model has also evolved over time. While the
LSI sector remains heavily oriented towards retail banking, the share of retail lending
institutions has steadily decreased, both in terms of the number of LSIs and in terms
of the total assets of the LSI sector. The continued decrease in the number of LSIs
focused on retail lending can be attributed to the consolidation trend that has been
under way since the inception of the SSM, as well as more recent developments
related to fintech businesses applying for banking licences.

Chart 4
Structure of the LSI sector by business model across countries (by number of

entities)
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Source: ECB calculations based on the internal business model classification framework.
Note: Number of SSM LSlIs (excluding branches) at the highest level of consolidation (incl. FMIs).
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Legacy issues and new challenges
are delaying a recovery in
profitability; this could threaten the
current comfortable levels of
capital.

3.1

The aggregate LS| sector balance
sheet grew by €189 billion or 4.1%
in 2021.

Asset growth differs from country to
country, often due to idiosyncratic
drivers; loans to households and
non-financial corporations remain
the core of the business, with cash
also remaining relevant.

Key developments in the LS| sector

Similar to many other industries, the banking sector has been going through a period
of significant uncertainties and it seems unlikely this will change in the near future.
While immediate risks from the pandemic have not materialised to the extent initially
expected, not least due to massive policy interventions, new ones have emerged.
Balance sheets and the loan business grew moderately in 2021, but LSIs continue to
face weak profitability, as the recovery was mainly driven by lower loan loss
provisioning. Costs remain elevated and earnings, especially Nll, continue to be
threatened by the low interest rate environment that persisted in 2020 and 2021 at
least. Against this background, capital levels have weakened, but for the time being
remain comfortable on average and liquidity is not a key concern. In the light of the
increased uncertainties from geopolitical and macroeconomic tensions, however,
LSIs have to prepare for an environment of potentially volatile asset prices as well as
increased inflation and interest rates. This is likely to increase the challenges to
adequate loan and deposit pricing and potentially see some LSIs facing higher
funding costs and a rise in non-performing exposures. Moreover, new risks are
emerging: increased operational risks in conjunction with IT and cyber issues and
environmental, social and governance (ESG) challenges. LSIs need to improve their
risk-bearing capacity and risk management (see also the LS| thematic review on
governance'®, Section 3.3.4).

Balance sheet composition

Overall balance sheet growth driven by loan business and increased cash
positions...

The aggregate balance sheet of the LSI sector grew by €189 billion or 4.1% to
€4,794 billion, roughly the same pace as Sls in Europe (3.79%). This was driven by
growth in the loan portfolio (+2.8%) and a significant increase in cash balances at
central banks and other demand deposits (+19.1%). Loans to non-financial
corporations (NFCs) (+4.3%) and households (HHs) (+3.0%) dominated the absolute
growth in the loan business. Performance was generally comparable to Sls, which
expanded their loans to HHs and NFCs slightly more strongly, at the expense of
growth in loans to credit institutions and other financial corporations.

Assets: ... but there were differences in pace and composition across
European LSIs

At country level, changes in LS| assets and liabilities over the course of 2021
showed significant heterogeneity: material decreases in total assets in some
countries contrasted with strong growth in others, the latter cases sometimes being
influenced by the emergence of new entities with fintech-driven business models.

16 See “Strengthening smaller banks’ governance”, Supervision Newsletter, ECB, 18 May 2022.
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More than half of the assets in the European LSI sector relate to loan exposures to
HHs and NFCs. Portfolio composition varies widely at country level; the shares of
HHs and NFCs range from less than 10% to over 80%, with similar variance in the
shares of individual sub-segments within HH and NFC portfolios (e.g. residential and
commercial real estate). In some countries, non-loan exposures such as debt
securities are significant, while in others, cash reserves are high, which may suggest
difficulties in growing the loan business.

Chart 5
Composition of assets of LSIs: fourth quarter 2021
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Source: ECB calculations based on SSM List of Supervised Entities, FINREP F 01.01, FINREP F 01.01_dp, FINREP F 18.00a,
FINREP F 18.00a_dp.

Notes: Number of SSM LSlIs (excluding branches) at the highest level of consolidation (excl. FMIs). Loan breakdown based on gross
loan amount; remaining balance sheet positions are reported in carrying amounts.

Liabilities: household deposits remain the main source of funding

As shown in Section 3.5, European LSIs generally rely heavily on deposits from
households as their key funding source. These account for around 45% of total LSI
liabilities and equity, with significantly higher shares in some countries. Asset growth
has been funded predominantly by collecting additional deposits, largely from NFCs
and HHs, as restrictions during the pandemic led to a temporary reduction in
consumption and investment, supporting savings by non-financial counterparties and
consumers. Increased funding from central banks — including TLTROs — and
deposits from other credit institutions have added to the growth in liabilities.

In countries with well-established covered bond and securities markets, debt
issuance often plays a considerable role. Central bank funding is relevant in a
number of countries too, reflecting past challenges in funding given the sovereign
debt crisis in the last decade.
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3.2

Profitability remains weak; the main
benefit in 2021 came from lower
provisioning, but NIl declined
further.

Looking forward, risks relate mainly to the ability of LSIs to replace ECB funding and
deal with increasing funding costs as rates rise, possibly combined with impeded
access to wholesale funding markets.

Chart 6
Composition of liabilities for LSIs: fourth quarter 2021
(percentages)
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Source: ECB calculations based on SSM List of Supervised Entities, FINREP F 01.02, F 01.02_dp.
Note: Number of SSM LSlIs (excluding branches) at the highest level of consolidation (excl. FMIs).

Profitability

Profitability remains weak for LSls; the partial recovery in 2021 was largely
driven by a significant decline in provisioning.

The return on assets (RoA) for LSIs recovered from 0.17% in 2020 to 0.34% in
2021, despite the growth in total assets, while both the number of loss-making
entities and the magnitude of losses fell. The return on equity (RoE) rose even more
sharply from 1.8% to 3.5%, reflecting the lower growth in equity. However, the
recovery was less strong than in the Sl sector, where RoA increased from 0.1% to
0.43% and RoE from 1.53% to 6.70%.

In most countries, there were net releases of impairments and provisions. Net
provisioning by LSIs on average in the SSM was -3.5% in the fourth quarter of 2021
as a percentage of operating income and -0.08% as a percentage of total assets.
These releases have had a strong positive impact on profits, but they also have to be
seen in the light of legacy credit risk issues and expiring coronavirus moratoria.

NIl, on the other hand, declined 4.3% compared to the end of 2020, despite the
growth in lending described above, reflecting the ongoing low interest rate
environment. Relative to total assets, NIl decreased to 1.17% from 1.27% the year
before, a drop which occurred in nearly all countries. National differences were
caused by different levels of loan growth, and sometimes by special niche players.
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Profitability at country level
improved, but the number of loss-
making entities remains high in
some countries.

Raising funds under TLTROs provided a way for LSIs to generate additional Nll,
resulting in a quite strong positive effect on profits.

LSls were successful in growing their net fee and commission income (NFCI)
in 2021. This rose 11.4% year-on-year and contributed 24% of the overall change in
aggregate profits. Relative to total assets, NFCI increased from 0.74% to 0.79% for
the sector, more than compensating for the relative decline in NII.

The cost/income ratio stood at 70.2% for the LS| sector in 2021, above the
64.3% level observed for Sls despite a 1.4 percentage-point reduction
compared with the fourth quarter of 2020 (Sls saw a fall of 1.74 percentage
points). There were major differences across countries, caused by ongoing
restructuring efforts, strong loan growth or access to new revenue pools, such as
crypto assets, in some cases, and the specific structure and nature of national
banking sectors. In some countries strengths often reflect very specialised business
models and niche players with the ability to exploit attractive margins in their areas of
activity.

Chart7
Cost/income ratio
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Source: ECB calculations based on SSM List of Supervised Entities, FINREP F_02.00, F_02.00_dp, SPE.DPI.

Notes: The chart displays the 10th and 90th percentiles (narrow bars), the median (mark in the box) and the interquartile range
between the 25th and 75th percentiles (the thick bar) for end-of-quarter values during 2021. Number of SSM LSIs (excluding
branches) at the highest level of consolidation (excl. FMIs). 23 banks were excluded as their values were outside the range displayed.
Values outside axis range are PT (282%), LT (1,446%), BE (495%).

This general recovery in profits was observed across all countries, with very few
exceptions. Dispersion across and within countries is material, however, with small
pockets of both highly loss-making and very profitable entities. In total, there were
115 loss-making entities in the LSI sector in 2021 (5.5% of total entities at the
highest level of consolidation), compared to 164 (7.5%) in 2020. Factors behind
country-level concentrations include the share of new fintech entities still in the start-
up phase and the hub nature of several LSIs acting as an entry point to the
European banking sector.
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Chart 8
Change in year-end results for LSls: 2020 vs. 2021

(EUR millions, percentages)
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Window of opportunity to realise
sustainable profit levels may close
quickly.

Chart 9
Annualised RoE and RoA by country
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Notes: Charts display the 10th and 90th percentiles (narrow bars), the median (mark in the box) and the interquartile range between
the 25th and 75th percentiles (the thick bar) for end of quarter values during 2021. Number of SSM LSIs (excluding branches) at the
highest level of consolidation (excl. FMIs).

Overall, the sector still has not overcome its weak profitability. LSIs remain
under pressure to improve their capacity to generate bottom-line profit while also
cutting costs, but without damaging the robustness of their operations and risk
control functions. Some LSls have been successful in dealing with legacy issues and
carefully tapping into new areas of business to support profitability. Given the
challenges from a macroeconomic perspective and the uncertainties over the impact
of rising interest rates in the medium to long term, the window of opportunity to make
the required changes and realise a sustainable profit level may close quickly.

As of second quarter 2022 the profitability for LSIs has worsened again with a
significant deterioration in the cost/income ratio to 87.7%, driven mainly by a small
number of countries, which also translated into a drop in RoE to 1.06%. This was
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3.3

Credit risk remains crucial for both
profit and capital adequacy...

...but NPL levels are improving only
gradually and high levels of non-
performing assets persist.

mainly driven by sizable valuation losses experienced in one country as a
consequence of increasing interest rates and the way these impacted the balance
sheets in the respective accounting regime. Importantly, as a result of rising interests
most banks in that country are required to book losses (strict lower-of-cost-or-market
principle) in their securities portfolios, which are however in many cases temporary in
nature.” In the long term, rising interests should increase the profitability of banks in
this country as well. In the majority of countries LSIs were able to improve their
return compared to the previous year, as net interest income (+6.2% YoY) and net
fee and commission income (+4.3% YoY) as well as income from trading activities
(+74% YoY) were increasing.

Credit risk

Regardless of the continuous decrease in NPL levels, credit risk remains a key
source of concern given the high stock of non-performing loans at numerous
entities, especially in the light of newly emerging risk factors. As described
above, profitability remains highly dependent on provisioning, confirming the
supervisory treatment of credit risk as a key priority and underlining the rationale
behind the continued push for banks to improve the quality of their loan books and
their risk management capacities.

LSIs’ aggregate NPL ratio at SSM level — using the EBA definition including cash
balances at central banks and other demand deposits — exhibited a steady
continuation of previous years’ downward trend to 1.8% at the end of 2021 despite
the pandemic (2018: 2.2%; 2016: 4.4%), an evolution that was consistent
internationally. In some countries, overall NPL ratios declined even though default
rates remained high, thanks to sizeable NPL outflows from sales/securitisations by
some LSIs. However, NPL levels are continuing to diverge across countries.

17 In addition, no fair value option exists for liabilities as it is the case under IFRS, which leads to an
accounting mismatch between the asset and the liability side. That mismatch is driven by applicable
accounting standards (“principle of prudence”) and not related to the specific economic situation of the
credit institution.
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Success in dealing with legacy
NPLs depends largely on individual
banks’ willingness and ambition to
tackle these exposures.

Chart 10
NPL ratios (excluding cash) by country
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Source: ECB calculations based on SSM List of Supervised Entities, FinRep F_18.00a, F_18.00a_dp.
Note: Number of SSM LSlIs (excluding branches) at the highest level of consolidation (excl. FMIs).

Even countries with low average NPL ratios often have a significant number of
individual LSIs with high levels of NPLs, and vice versa. This suggests that applying
successful strategies to deal with legacy NPLs does not necessarily depend on
country specificities, but is largely driven by the ambition and capacity of individual
banks to reduce them. In total, 97 SIs had an NPL ratio of more than 10% at the end
of 2021 (compared to 118 at the end of 2020). The share of high-NPL banks is
elevated in a number of countries. However, some banks have a commercial
strategy which focuses on riskier client segments and charge higher interest rates to
compensate for what will by definition be a higher level of NPLs.

Chart 11
LSI clustering by NPL clusters (excluding cash)
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As described above (see Section 3.1), heterogeneity in counterparty composition is a
key feature of LSI loan books and needs to be considered prominently in all country
and sector-level analyses of credit risk profiles. As is the case with Sls, NFCs
account for the bulk (more than two-thirds) of LSI NPLs, with SMEs and commercial
real estate constituting highly material and particularly risky sub-segments. In the
residential real estate sub-segment, which accounts for the largest share of the HH
portfolio for LSIs, NPL ratios are generally comparatively low, with a few exceptions
at country level.

Sovereign exposures remain significant in a number of countries, sometimes
exceeding 25% of total assets. A relatively strong bias in favour of sovereign debt of
the home country is common; in most countries it exceeds 50%, and in some
instances is more than 90%.

Chart 12
Total exposure to general governments by country
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Source: ECB calculations based on SSM List of Supervised Entities, COREP C33.00.
Notes: SSM LSiIs (excl. branches) at the highest level of consolidation (excl. FMIs). Some countries are not displayed due to
methodological confidentiality rules (see Annex D).

Correctly identifying and reporting forborne and unlikely-to-pay (UTP) exposures
continues to pose a challenge for LSIs (as for Sls), and this has been exacerbated
by factors such as the pandemic and geopolitical events. The cross-country and
cross-bank variation observed in forbearance ratios and the share of UTP debtors
suggest further supervisory follow-up is needed to distinguish between genuine
differences in underlying counterparties’ riskiness and potentially lax identification
and reporting practices. In similar fashion, the variance in LSIs’ provision levels
considered against the background of NPL vintages and benchmarking against SI
peers suggests continued supervisory focus on provisioning practices is warranted.

Coronavirus (COVID-19) risks in the LSI sector

Moratoria and pandemic-related forbearance measures were key tools used by banks to manage
the impact of the coronavirus pandemic. The shares of LSI loan books subject to these measures
over the course of the pandemic reflected the relevance of these; country-level LS| averages
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exceeded 10% in some jurisdictions at the end of 2020. Bank-level data for the same reference
date showed significant intra-country variation, with individual LSIs from eight countries using such
measures on as much as 20-50% of their loan books, while for 119 institutions the share exceeded
10%. Across the board, SME portfolios were subject to particularly elevated shares of moratoria.

According to LSIs’ reporting, the bulk of these measures were subsequently phased out over the
course of 2021, reducing their share of aggregate LSI loans to 0.3%, down from 1.4% at the end of
2020, and the number of LSIs where they covered more than 10% of the total loan book to eight,
down from 119. Generally, pandemic risks seem not to have materialised to the extent initially
feared, not least thanks to the massive policy measures that were put in place.

The ECB provided several reliefs and support mechanisms to banks in the euro area, both from the
monetary policy side, such as swap facilities and additional liquidity, and from the supervisory side.
These included allowing discretion in meeting supervisory timelines or deadlines and pursuing
procedures, permitting temporary use of capital and liquidity buffers and introducing supervisory
flexibility in the treatment of non-performing loans.

Back in 2020 the ECB granted flexibility to NCAs to postpone to 2021 the assessment of LSIs not
yet covered by the SREP methodology developed for LSls. In cases where NCAs decided to apply
the methodology to these LSIs in 2020, the plan was that the ECB would initially allow a pragmatic
SREP approach covering only the assessment of material risks and leaving Pillar-2-requirement
(P2R) and Pillar-2-guidance (P2G) unchanged. The LS| SREP roadmap has been adjusted, with
some topics being de-prioritised (e.g. work on P2G was postponed to 2021).

Box 3
Risks in the LSI sector in the light of the Ukraine-Russia conflict

While an early impact analysis revealed that direct exposures to Russia were — with individual
exceptions — manageable for banks in aggregate, supervisors have also focused on risks stemming
from indirect effects with a more medium-term perspective, such as exposures to vulnerable
sectors. Loan-level information on corporate clients (available from the AnaCredit database) has
allowed supervisors to identify institutions that seem particularly exposed to these at an early stage
and determine what needs to be monitored and followed up on a bank-by-bank basis. European
banking supervisors have been reacting quickly, with a contact group to ensure relevant information
and expertise is exchanged.

Before the outbreak of the war, the direct exposure of LSIs to Russian, Ukrainian and Belarussian
counterparties remained contained at roughly €4.3 billion and was concentrated in a handful of
institutions. However, individual banks were affected to varying extents depending on their business
model or ownership structure.

Only a small number of LSIs under Russian ownership were affected by being directly subject to
sanctions, their owners being put under sanctions and/or their business model being geared
towards Russian customers. In some cases, sanctions have required business with key service
providers to be discontinued, putting these banks into operational difficulties.

LSIs with operations in Ukraine made major efforts to continue providing banking services to the
local population and help staff relocate to safe places where necessary. All LSIs were confronted
with the need to provide banking services to refugees arriving in their country.
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Supervisors also intensified their monitoring of the more indirect impact of the crisis: financial

market volatility and cyber risk. Over the course of 2022 European banking supervisors were

deepening their understanding of the medium to long-term consequences and are adapting their

engagement and focus areas to the new landscape. The crisis has further highlighted the

prominence of credit risk as a major area of attention for banks, along with effective governance

arrangements. Outsourcing, IT and cyber risk also remain relevant.

3.4

Capital ratios seem on average
adequate, but have declined
recently as risk exposures have
grown.

All'in all, despite the economic uncertainties in 2021, the observed credit risk
impact on the LS| sector has remained limited. Public support for some borrower
segments in conjunction with banks’ own moratoria and forbearance measures have
most likely played a strong role in this. The risk remains that certain vulnerabilities, in
particular asset quality, have only been addressed temporarily and will still
materialise going forward, not least considering the new threats arising in the light of
geopolitical and macroeconomic tensions, paired with increasing inflation. LSIs’
efforts in cleaning up their loan books and upgrading their risk management
procedures to ensure they are compliant with regulatory expectations, such as the
EBA Guidelines on loan origination and monitoring, should therefore continue and
must remain a key focus for national supervisors.

Capital adequacy

At the end of 2021 LSIs’ average overall capital levels seemed comfortable, but
this statement needs to be interpreted with caution in light of the sector’s poor ability
to generate profits (see Section 3.2), the challenges posed by the economic and
business environment as well as non-financial risks such as cyber and IT risk. These
all suggest a need for an increase in loss absorbing capacity.

The average total capital ratio of LSIs declined 0.51 percentage points over the
course of 2021 to 18.81%. The capital base consisted of more than 90% high-quality
CET1 in nearly all countries. LSIs’ CET1 ratio declined 0.39 percentage points to
17.32%, despite a 3.2% (€12.9 billion) increase in CET1 capital, because total risk
exposures rose by an even stronger 5.6% (€125.6 billion), exceeding the growth in
balance sheets. Across countries the average CET1 ratio ranged from 10.3% to
35.6%. For Sls too the CET1 ratio stood slightly lower at 15.6% (year-end 2020:
15.7%), as risk exposures increased more strongly than CET1 capital.
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LSls on average exhibit high
leverage ratios, but with significant
differences across countries and
individual entities.

Chart 13
CET1 ratio and total capital ratio by country
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Source: ECB calculations based on SSM List of Supervised Entities, COREP C 03.00.

Notes: The chart displays the 10th and 90th percentiles (the narrow bars), the median (mark in the box) and the interquartile range
between the 25th and 75th percentiles (the thick bar) for end-of-quarter values during 2021. SSM LSls (excl. branches) at the highest
level of consolidation (excl. FMIs).

The number of LSIs with a low CET1 ratio remains limited, with only 16 in total
across all countries reporting a figure below 10%.

In terms of risk exposure density, i.e. risk exposure over total assets, the average
across LSlIs stands at 49.7%, meaning that each euro of exposure translates into
about 50 cents of risk amount. The density for LSIs is higher than for Sis (33.4%)
due to the lower reliance on internal models. There is nevertheless significant variety
in the LSI sector: some countries have high density ratios, in others the risk
exposure amounts to less than 35% of total assets. This may be partly explained by
cross-country differences in business models.

The leverage ratio (fully phased-in) is an additional major capital requirement. This
increased 0.71 percentage points to 9.1%, putting it on aggregate well above the 3%
requirement. Exposure values decreased, while applicable Tier 1 capital stood
higher at the end of 2021. There was, however, significant dispersion in the leverage
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Given legacy issues, new risks and
continued weak profits, banks need
to ensure they are properly
capitalised under Pillar 1 and Pillar
2 in adverse scenarios.

3.5

ratio across LSls, due to differences in loan growth as well as structural features of
banks within countries. As the charts below highlight, there are also significant
variations even within the same country.

Chart 14
Leverage ratio by country
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Source: ECB calculations based on SSM List of Supervised Entities, COREP C 47.00.

Notes: The chart displays the 10th and 90th percentiles (the narrow bars), the median (mark in the box) and the interquartile range
between the 25th and 75th percentiles (the thick bar) for end of quarter values during 2021. SSM LSIs and branches at the highest
level of consolidation (excl. FMIs).

Overall, capitalisation still seems comfortable, but this needs to be weighed against
potentially increasing risks and the low capacity of many LSIs to generate profits.
Access to capital markets may be limited for various reasons, especially for smaller
institutions, so retained earnings are a key source to strengthen capital. LSIs also
need to reflect the potential future impact from first and second-round effects of
exposures to borrowers hit by the crisis on their balance sheet and capital adequacy
in their planning. Already as of the second quarter 2022 capital levels have been
declining on aggregate to a CET1-ratio of 17.1% and a total capital ratio of 18.5%; a
trend that was common in nearly all countries..

Funding and liquidity

Liquidity risk in the LSI sector was limited on aggregate in 2021, but remains
vulnerable to sudden shifts and hence deserves attention from banks and
supervisors alike.

LSIs’ liquidity position in 2021 benefited from a significant increase in deposits. On
aggregate, asset growth was funded predominantly from additional deposits, largely
from non-financial corporations and households. Given the challenges in funding
markets during the pandemic, SlIs were keen to raise deposits from households,
leading to a significant growth in their funding from this source (+€486.9 billion or
7.5%). In relative terms the growth was far less pronounced for LSlIs (+€16.7 billion
or 0.8%). The LSl sector increased its stock of debt securities outstanding by €15.2
billion or 6.3%; the change for Sls was lower at +€18.2 billion or 0.5%.
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Deposits from households and non-
financial corporations grew strongly,

as did central bank liabilities,

supported by TLTRO transactions...

...which also translated into
changes in the LCR, that remained
at comfortable levels on aggregate.

Liquidity risk profiles can change at
short notice, so banks need to be
attentive to their liquidity position
and prepare for exit from TLTRO.

Increases in central bank funding also played a major role in 2021, supported by
TLTRO transactions. As part of the ECB’s TLTRO transactions, a total of €224 billion
was allocated to 769 LSls, improving their interim funding position. While on country
aggregate the cash balances at central banks usually exceeded the drawn amounts,
meaning that TLTROs can be repaid from that cash, this looked different at individual
bank level and 44 institutions held current cash levels with the central bank that were
not sufficient to repay TLTROs and would have to replace these with other, more
expensive sources of funding.

The liquidity coverage ratio (LCR) of LSls, one of the two key supervisory metrics,
fell from 220.7% to 201.2% on aggregate, as the net outflow increased at a greater
rate (+17.9%) than the liquidity buffer (+7.5%). The corresponding figure for Slis
stood at 173%, largely unchanged compared to the fourth quarter of 2020. The LCR
differs significantly across countries, however. It should be noted, however, that a
temporary breach does not necessarily trigger direct supervisory measures, as
entities are first required to submit a credible plan for restoring compliance to the
supervisor.

The NSFR stood at 133.3%, slightly above the ratio for Slis (129.4%). Dispersion
across countries remains more limited than for the LCR, with average values mostly
between 125% and 170%.

The loan-to-deposit ratio (LtD ratio) seems to follow regional characteristics, as
the LSI sectors in four eastern and south-eastern European countries show the
lowest value for this metric. Generally, the LtD ratio for Sls follows that of LSIs in
terms of country characteristics, pointing to structural features of the respective
economies.

The amount of unencumbered assets is a crucial element of contingency funding.
The ratio of unencumbered assets remains high throughout the European LSI sector,
according to country averages. The average for all LSIs across Europe is 83.2%,
slightly higher than for Sls (76.7%). Hence on paper, access to secured funding by
using unencumbered assets seems a valid option. For individual LSls, of course, this
depends very much on the quality and amount actually available, as not all assets
may be suitable for being pledged as collateral.

Funding concentration increased slightly by roughly 100 basis points in 2021 to
19.6%, following stronger growth in the amounts collected from the top ten funding
counterparties per institution, mainly in the third and fourth quarters. We see a high
funding concentration in the top ten counterparties in some countries; this is partly
driven by strong intragroup links and asset management footprints.

As stated above, liquidity risk can hit both individual banks and whole sectors at very
short notice. Hence, despite the comfortable situation at the end of 2021, banks
need to be very attentive to their ability to replace central bank funding acquired from
TLTROs and deal with potential reversals in deposit flows. Generally, given the
increased uncertainties stemming from geopolitical and macroeconomic tensions,
banks should prepare for scenarios of increasing challenges to funding in terms of

LS| supervision report 2022 — Key developments in the LS| sector 31



3.6

The level of KRIs at new entrants
remains comfortable.

3.7

cost or access, even if they currently have high levels of unencumbered assets. This
needs to be closely monitored by national supervisors as well.

The LSI sectors of Bulgaria and Croatia at a glance

Profitability indicators for Croatian LSIs were above the SSM LS| average,'® with
RoE standing at 8.79% and RoA at 1.01%. For Bulgarian LSls, profitability stood
roughly in line with the SSM average, with RoE of 2.41% and RoA of 0.29%. In terms
of cost efficiency, the cost/income ratio of Croatian LSls stood at 58.9%, while in
Bulgarian LSls it reached 53.9%, both well below the SSM average. Asset quality is
under focus in both countries, with NPL ratios'® amounting to 8.0% at Croatian LSIs
and 7.9% at Bulgarian LSls. NPL coverage at Bulgarian LSls remained at 33.5%,
slightly below the SSM average, while for Croatia it stood at 62%, significantly above
the average. Both countries’ LSIs show solvency and liquidity levels above the SSM
average. In Croatia, the average CET1 ratio stood at 20.4% and the LCR was
198.5%, while in Bulgaria the average CET1 ratio was 19.8% and the LCR was
339.9%.

Table 2
Key risk indicators for Bulgaria and Croatia

(number; percentages)

31 December 2021 SSM total Bulgaria Croatia

Number of institutions 2,089 12 14
CET1 ratio 17.3% 19.8% 20.4%
Total capital ratio 18.8% 21.4% 20.7%
RoA 0.34% 0.29% 1.01%
RoE 3.52% 2.41% 8.79%
Cost/income ratio 70.16% 53.93% 58.87%
LtD ratio 87.32 61.27% 72.61%
LCR 201.2% 339.9% 198.5%
NPL ratio (incl. cash balances at central banks and

other demand deposits) 1.8% 7.9% 8.0%

Source: ECB calculations based on SSM List of Supervised Entities.
Notes: SSM LSiIs (excl. branches) at the highest level of consolidation (excl. FMIs). Some countries are not displayed due to
methodological confidentiality rules (see Annex D).

The supervisory view of risks

In their annual assessments, supervisors carry out a comprehensive review of the
risk situation in the individual LSls. Overall, the SREP assessments performed in
2021 using the end of 2020 as the reference date (and which most likely also took
developments that occurred even after the reference date into account) resulted in
an average score of 2.75, slightly worse than 2020 (2.70). Operational risk was the

8 SSM average in this section refers to the average for all LSls in the SSM.
9 Weighted average NPL ratio according to the EBA definition.
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Supervisory assessments clearly
mirror the risk situation, with doubts
around profitability and governance,
paired with concerns over credit
risk.

supervisory risk category that received the lowest average score on the four-step
SREP scale, at around 2.81. This was most likely the consequence of the generally
increased relevance and openness of IT infrastructure, resulting in cyber risks, and
challenges to the operating environment revealed by the pandemic. Next came credit
risk, averaging 2.79. As in previous years, concerns around business models (2.76)
and governance (2.75) also remained prominent. In light of the significant amount of
liquidity in the market, supported by central bank operations and increased customer
appetite for savings, liquidity risk is rated positively, with scores along the different
dimensions ranging between 1.8 and 2.2. Short-term liquidity risk, however,
experienced the strongest downgrade of all elements in 2021 compared to 2020, and
571 banks were downgraded by at least one notch. This may have been triggered by
uncertainties due to the pandemic.

In terms of average score per country, those countries that are still exposed to the
aftermath of the European sovereign debt crisis and banks still facing a high level of
non-performing exposures score worse across the SSM. Scores remained broadly
unchanged compared to 2020, partly driven by the number of entities for which the
SREP is performed at less than annual frequency.

Chart 15
SREP scores per risk dimension (unweighted country averages)
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Source: ECB calculations based on SSM List of Supervised Entities, NCA supervisory assessments.
Notes: SSM LSls and branches at the highest level of consolidation (incl. FMIs). Numbers in brackets indicate number of banks per
country included in the sample.

As mentioned above, credit risk has been a key supervisory focus in recent years
and remains so in the light of recent, newly emerging risks. Consequently, it received
the third-worst average score of all elements. A total of 11 countries, however,
ranked credit risk more negatively. This clearly shows a cautious outlook. In terms of
governance, as many as 13 NCAs out of 21 have a more pessimistic view
compared to the year before. Weaknesses in operational risk are also an obvious
concern, given the high share of banks scoring 3 or 4. Market risk and liquidity risk
seemed to be less of a concern in 2021.

All'in all, supervisory assessments confirm the overall risk picture of the European
LSI sector as presented within this report. This reflects national specificities, but
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common denominators nevertheless remain credit risk, governance and risks around
business models are key points for attention.

Consequently, supervisory activities were very much centred around these topics, as
explained in the next section.
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4.1

The key priorities from 2021 — credit
risk, business model and
governance — remained in place in
2022, with the addition of
operational resilience.

Main LSI supervisory priorities and
activities

Overview of supervisory priorities

Overall balance sheet growth driven by loan business and increased cash
positions...

Every year ECB Banking Supervision, together with the NCAs, performs a thorough
assessment of the main risks and vulnerabilities faced by the significant institutions
under its direct supervision and sets its strategic priorities for the next three years
accordingly. These are reflected in the Banking Supervision Risks and Priorities
2022-2024. They are directly applicable to Sls, but also set the tone when NCAs lay
down the priorities for supervision of LSlIs in their jurisdiction, taking into account
local specificities and proportionality. For 2021, ECB Banking Supervision
focused on four priority areas materially affected by the pandemic, which were
also largely reflected in NCAs’ priorities at national level: credit risk
management, capital resilience, business model sustainability and
governance. ldiosyncratic factors are considered at country level, resulting in
specific focus topics. Another common characteristic in NCA priorities was
operational resilience.

The priorities identified by ECB Banking Supervision and the NCAs generally
remained key also in 2022. In terms of NCAs’ focus in LSI supervision, the second
most relevant priority after credit risk related to operational risk, predominantly
cyber security and IT risk, which was already a key concern in 2021. Business
models and governance both remained important for NCAs in 2022, with a wide
range of specific focus aspects.
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4.2

Despite multiple supervisory
initiatives in recent years, which
have already helped improve it,
credit risk management remains a
key area of attention.

Figure 1
NCA LSI supervisory priorities for 2021

Credit Risk (21) Capital Resilience (11)

Governance (19) Business Model (19)

Source: Annual reports of NCAs.
Notes: Numbers next to priorities indicate how many NCAs have set priorities in this area. The sizes of boxes approximate prominence
as declared by NCAs in their priorities; IRRBB = Interest rate risk in the banking book; Recov. PI = recovery plans.

Credit risk: much achieved, but pockets of work remain in
a number of places, while risks are increasing again

For credit risk the main objective of ECB Banking Supervision in 2021 was to further
strengthen the initiatives launched in 2020 to ensure banks have adequate risk
management practices in place to identify, measure and mitigate the impact of credit
risk, as well as the operational capacity to manage the expected increase in
distressed borrowers. Given the relevance of credit risk in light of the pandemic, it
also made monitoring the evolution and effective management of non-performing
exposures (NPEs) and potential cliff effects from expiring moratoria a key priority for
LSI supervision across all SSM jurisdictions. Compliance with the recently further
harmonised definition of default, the adequacy of banks’ classification frameworks for
UTP loans — and consequently NPEs — and proper IFRS classification were also
subject to intensified supervisory focus in several countries. Several NCAs put an
emphasis on assessing LSIs’ compliance with the new EBA Guidelines on loan
origination and monitoring. In addition, risks related to climate change (but not limited
to credit exposures) were deemed relevant by NCAs.

Over the last two years one of the main areas of oversight has been the assessment
of risks and vulnerabilities which emerged during the coronavirus crisis, such as
sectoral risk analysis, loans under moratoria and close monitoring of exposure
classification in terms of UTP, forbearance or staging.

Other initiatives undertaken in 2021 related to NCAs following up on supervisory
expectations with regard to the identification, measurement and operational
management of credit risk. These were communicated to LSIs on the basis of, and
consistent with, those that ECB Banking Supervision had addressed to the chief
executive officers (CEOSs) of Slis, while duly reflecting proportionality considerations.

LS| supervision report 2022 — Main LSI supervisory priorities and activities 36


https://www.eba.europa.eu/sites/default/documents/files/document_library/Publications/Guidelines/2020/Guidelines%20on%20loan%20origination%20and%20monitoring/884283/EBA%20GL%202020%2006%20Final%20Report%20on%20GL%20on%20loan%20origination%20and%20monitoring.pdf
https://www.eba.europa.eu/sites/default/documents/files/document_library/Publications/Guidelines/2020/Guidelines%20on%20loan%20origination%20and%20monitoring/884283/EBA%20GL%202020%2006%20Final%20Report%20on%20GL%20on%20loan%20origination%20and%20monitoring.pdf

In addition, NCAs supported activities in the area of credit risk by means of thematic
reviews where credit risk was a key topic (38 thematic reviews were launched in
2021). 102 on-site inspections, predominantly focused on credit risk, were
conducted.

A dedicated workshop was held at which the ECB and NCAs discussed
benchmarking analyses of quantitative indicators of the impact of the pandemic on
LSI's credit risk exposures and management and exchanged views and experiences
on dedicated supervisory initiatives. This covered various dimensions, ranging from
stress testing to targeted on-site inspections, based on a series of case studies from
NCAs’ recent activities. These collaborative efforts were being reinforced in 2022
with further quantitative and qualitative benchmarking of supervisory activities and
practices.

Looking ahead, credit risk remains a highly relevant NCA key priority for LSI
supervision, not only in terms of dealing with further impacts from the pandemic and
first and second-round effects from the Russia-Ukraine conflict which might still
materialise, but also more general aspects of managing credit risk. One aspect
mentioned by several NCAs was the need to further assess banks’ compliance with
the EBA Guidelines on loan origination and monitoring. Also prominently mentioned
by NCAs as a focus area were risks related to climate change (which are not limited
to credit exposures).

New key challenges that have emerged recently and hence were not fully captured
in the priority setting process in 2021 relate to macroeconomic performance in light
of geopolitical developments and inflation. These are expected to be prominently
reflected in NCAs’ activities in the area of credit risk. The rapid escalation of tensions
between Russia and Ukraine in 2022, culminating in the Russian invasion,
represented an exogenous shock to the European economy and financial sector.
LSIs took the initial impact of this shock from a sound prudential position overall,
which has so far allowed the sector to cope with increased volatility and uncertainty
without any major disruptions. The focus has now shifted to include the analysis of
second-round effects from the war. These may materialise through trade channels,
volatility in the commaodity and energy markets, energy shortages, supply chain
disruptions and a broader deterioration in the macroeconomic outlook. The severity
of the impact for individual LSIs will depend on their exposure structure and business
model.

LSI supervisors have been in close contact through a dedicated contact group which
aims to ensure an efficient flow of information. This group helped identify those LSlIs
with the largest exposures and strongest institutional linkages to the conflict region. It
has contributed to the convergence of supervisory approaches by sharing knowledge
and identifying best practices, especially when dealing with idiosyncratic cases of a
similar nature.

The ongoing war and its transmission into macroeconomic conditions continue to
pose challenges. LSls need to include the potential future impact on their balance
sheet and capital adequacy, particularly from exposures to borrowers hit by the
crisis, in their assessments. Prudent provisioning for credit risk losses and
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4.3

Online deposit platforms are
gaining importance and have
become non-negligible in several
jurisdictions; supervisors need to
work on proper risk identification.

amendments to planned capital distributions should be considered as required by
future developments, bearing in mind not only second but also third-round effects
from inflationary pressures and the broader impact on trade.

Business models: more effort needed — banks are
moving too slowly

In terms of profitability and business model sustainability, banks remained under
pressure in 2021 against an economic background of low interest rates, excess
capacity and poor cost efficiency in the European banking sector as well as
increasing competition from non-banks. ECB Banking Supervision continued to
strengthen its toolkit for assessing banks’ business strategies to meet these
challenges and their ability to effectively implement them, with a specific focus on
digitalisation strategies. This was also reflected by NCAs, which overall ranked
business models the second most relevant priority area in light of the low interest
rate environment and also highlighted the risks to provisioning and income-
generating capacity from the pandemic, often making explicit reference to digital
transformation and fintech.

Key initiatives in the LSI space included an update to the methodology for SREP
business model assessments and an SSM-wide survey on digitalisation conducted in
2022 for Sls that was also run at national level for at least some LSIs.

Another key piece of work was a joint initiative analysing the relevance and risks of
online deposit platforms. These are virtual marketplaces where a customer can
choose to place term deposits with banks across the European Union. They are
operated by technology companies and act as a financial intermediary between the
customer and the credit institution. These platforms are not supervised entities. The
use of online platforms by LSlIs to attract deposits has become increasingly common.
They provide a new channel for credit institutions to attract or forward funding and
allow them to reach a larger number of customers or deposit takers in jurisdictions
other than their own.

The ECB has worked closely with the NCAs to better understand the extent of credit
institutions’ use of these platforms and gather information on the supervisory
approaches being taken by NCAs. The purpose has been to better understand the
associated risks and gain visibility on the issue. The data gathered show that almost
100 LSiIs across 16 jurisdictions are using online deposit platforms. In some
countries the percentage of LSls using them is non-negligible, as is the share of
deposits collected via these platforms. The main risks observed include operational
risks, liquidity risks, anti-money laundering (AML) risks in terms of know your
customer (KYC) and due diligence, and business model risks. The ECB and the
NCAs continued to work on this topic in 2022 to better understand the risks
associated with online deposit platforms.
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4.4

Chart 16
Number of LSIs using online deposit platforms
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Source: ECB calculations based on public information provided by deposit platforms.
Note: This list is non-exhaustive but gives a fair representation of the number of credit institutions using online deposit platforms.

A total of nine thematic reviews with a business model focus were conducted by
NCAs in 2021, complemented by a number of on-site inspections predominantly
examining issues around profitability and business model.

The outlook for profitability remains difficult. The increased uncertainties arising
from geopolitical and macroeconomic tensions, potentially significant volatility in
asset prices and increased inflation and interest rates could make adequate loan and
deposit pricing more challenging and potentially see LSls facing higher funding costs
and non-performing exposures. On the other hand, higher interest rates could also
translate into a positive contribution to the net interest margin, depending on the
individual circumstances of each bank. Given these challenges and the uncertainties
over how rising interest rates will ultimately affect medium to long-term profitability,
the window of opportunity for LSIs to adapt their business models and achieve
sustainable profit levels may be closing swiftly for a number of banks. Some LSls
have recently been successful in freeing themselves from legacy issues and
carefully tapping into new areas of business to boost profitability. They demonstrate
the upside that can be achieved from ambitious change initiatives. National
supervisors must not ease up their pressure on banks to thoroughly review business
models in response to market trends.

Governance: further efforts to apply best practice needed

Governance has been a key area of focus for ECB Banking Supervision since its
inception in 2014. Sound governance practices and robust internal controls are
crucial for mitigating the risks that banks face during normal times, and even more so
in times of crisis, so NCAs too have treated governance as a core priority for LSI
supervision. Alignment across the SSM has not been straightforward, however,
given national specificities and banks’ different governance arrangements. Specific
key topics in focus on top of general governance arrangements included prudential
implications of anti-money laundering and terrorist financing, the quality of internal
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The thematic review of governance
revealed several weaknesses at
LSlIs and underlined the importance
of continuous improvement,
facilitated by an ongoing dialogue
between supervisors.

control functions and decision-making bodies and processes, the ability of banks to
perform proper data aggregation and internal and external reporting.

ECB Banking Supervision again pursued several supervisory activities in the area of
governance in 2021. As part of its oversight role, the ECB carried out a thematic
review of the governance arrangements of LSIs in 2021 in cooperation with the
national supervisory authorities. The review was co-led by Banca d’ltalia and
involved collecting data from a sample of more than 200 LSlIs across the 21
participating countries. It covered a broad range of aspects related to internal
governance, including supervisory bodies (i.e. the management body in its
supervisory function — such as the board of directors or supervisory board), as well
as relevant national supervisory practices.

Looking at the findings from the thematic review, some areas call for further
improvement. The main concerns are about the functioning and oversight role of
boards in their supervisory functions. For instance, in some cases internal control
functions had insufficient direct access to the boards, and risk committee structures
or alternative arrangements were not always in place. The thematic review also
revealed issues concerning board composition, in particular the formal
independence, experience and diversity of board members. Some of these areas
affect Sls too, but they are even more pronounced in LSIs. However, the thematic
review also revealed a range of good banking and supervisory practices that will help
to strengthen convergence towards more sound governance arrangements in
European banking.

NCAs conducted 14 thematic reviews devoted to governance topics. In addition, 107
on-site inspections with a major governance focus complemented the activities.

The ECB’s thematic review highlighted once more the importance of an ongoing
dialogue among supervisors, and between supervisors and bankers, on the effective
functioning and composition of boards to raise the bar on governance. The ECB and
national supervisors will continue to promote greater alignment of European
supervisory expectations and standards for internal governance and address
weaknesses where they have been identified.

Going forward, the focus on governance will remain relevant, especially aspects
such as risk management, compliance and steering capabilities. Supervisors will
further follow up on the weaknesses the thematic review revealed in the governance
of LSIs, while of course applying the necessary proportionality and judgement when
interpreting these results. Yet proportionality does not imply that LSIs have weaker
(supervisory) boards. Governance arrangements should be commensurate with a
bank’s size, complexity and riskiness, so they always enable an adequate level of
oversight.
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4.5

Crisis cases were managed in close
cooperation with NCAs in flexible
contact groups composed of
experts from relevant business
areas.

Capital strength: adequate levels must be preserved in
light of increasing uncertainties

With regard to capital strength, ECB Banking Supervision reviewed banks’ capital
planning practices in 2021 to assess their capacity to produce realistic capital
forecasts that take into account the economic uncertainties stemming from the
pandemic.

For LSIs, NCAs in total performed eight on-site inspections and four thematic
reviews with a focus on capital in 2021. A stocktake of stress-testing practices for
LSIs was being performed over the course of 2022.

In December 2020, ECB Banking Supervision revised its previous recommendation
of 27 March 2020 for a temporary suspension of all cash dividends and share buy-
backs, calling on banks to exercise extreme prudence and limit such distributions.
The ECB is now scrutinising dividend payment plans at individual institutions in the
light of adverse scenarios. ECB Banking Supervision had also recommended that
national supervisors apply the same approach to less significant institutions under
their direct supervision as appropriate. In July 2021, with macroeconomic forecasts
pointing to an economic rebound and reduced uncertainty, the ECB decided not to
extend this recommendation beyond September 2021.2° NCAs are expected to
follow the same approach for the banks they directly supervise.

Capital strength naturally becomes particularly pressing when dealing with individual
banks in crisis, and the management of LSI crisis cases was another area where
close cooperation between the NCAs and the ECB in its supervisory oversight role
continued in 2021. A total of 15 LSIs were in crisis during the year, spread across
eight of the 21 SSM countries.

According to the Section 3.2 of the ECB Annual Report on supervisory activities
2021, the main causes of crisis cases and intensified oversight related to unviable
business models, continuously low profitability leading to solvency issues, and
deficient governance systems (including inadequate anti-money laundering
frameworks). Accounting fraud emerged as an additional driver of financial
deterioration.

The intensified cooperation took the form of dedicated crisis management contact
groups (CMCGs) for a number of LSIs. The CMCGs were composed of experts from
different areas of the ECB and NCA representatives. Regular calls took place,
predominantly on a bi-weekly basis. The liquidity of all seven LSIs where a CMCG
was in place was monitored regularly, with daily or weekly reports provided by the
NCAs. Intensified oversight calls took place for the other eight LSIs in crisis. In the
case of Germany, the arrangements were similar to the CMCG set-up, although the
interactions were not formally labelled a CMCG. The frequency of interactions varied
from weekly to monthly calls, depending on the intensity of the case. In line with the

20 See press release.
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4.6

4.6.1

Besides SSM priorities, a key topic
from an NCA perspective for LSIs
was operational resilience in the
context of banks’ IT infrastructure
and potential cyber risks.

4.6.2

Structure of banking sectors and
risk exposures only mildly affected
by Brexit.

regulatory framework, regular exchanges and ongoing collaboration took place at all
levels between the ECB and the Single Resolution Board (SRB).2!

Other LSI supervision and oversight activities

Specific national priorities

While NCAs are deeply involved in the definition and refinement of the supervisory
priorities of the SSM, which are mainly directed towards the Sl landscape, they also
have individual processes to determine supervisory priorities at country level, taking
into account specific national characteristics and needs. While there was significant
overlap with the general SSM priorities, slightly different profiles emerged from the
compilation of national supervisory priorities.

On top of the priorities mentioned above, 13 NCAs also identified other focus areas.
One of the key topics was operational resilience in the context of banks’ IT
infrastructure and potential cyber risks, especially in crisis scenarios. In total, ten
thematic reviews and 20 on-site inspections on this topic were conducted in 2021.
Risks related to sustainability matters, such as climate and/or environmental risks
plus the related financing policies, were also increasingly on the radar of NCAs, with
six of them explicitly mentioning this as a key priority.

Brexit

In 2021 the ECB performed an analysis of countries that, from an LSI perspective,
are more adversely affected by Brexit owing to: (i) the presence of incoming banks
and third-country branches; (ii) LSIs with material exposures to the United Kingdom;
(i) over-the-counter (OTC) derivatives cleared with UK CCPs. Approximately 20
incoming banks were identified in Germany, France, Luxembourg, Ireland and the
Netherlands, with the majority in Germany. The results suggest that the LSI sectors
in these five countries have not been significantly affected by Brexit. In almost all
SSM countries a number of LSIs with material exposures to the United Kingdom
were identified. The analysis shows that risk-weighted assets (RWA) related to
exposures to UK banks have increased owing to the lack of equivalence for the
United Kingdom under the CRR. However, this has not resulted in a major capital
impact owing to the limited amount of exposures affected and the amount of capital
available to absorb the increase in RWAs. The analysis confirmed that for most
national LSI sectors, the share of over-the-counter derivatives traded with UK CCPs
is not material.

21 An overview of interactions between the ECB and the SRB can be found in Section 3 of the ECB
Annual Report on supervisory activities 2021.
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4.6.3

Non-EEA exposures remain

relevant for individual banks only,

and are being monitored by
dedicated contact groups.

4.6.4

The identification exercise led to
updated classification of several
LSIs as FHCs. This calls for
continuous effort to ensure the
adequacy of classification.

As a follow-up in 2022, the ECB investigated incoming banks’ progress towards their
target operating models and NCAs’ assessment of compliance with the supervisory
expectations on booking models.

Exposure to non-EEA emerging economies

An analysis of euro area banks’ exposure to non-EEA emerging economies in 2021
revealed that these exposures remained stable and overall limited to around 5% of
total assets (around €1,500 billion). A limited number of banks, some of them LSils,
have a relatively strong focus on individual emerging economies. The ECB has
established dedicated contact groups in which European banking supervisors meet
with a view to supporting transparency and, ultimately, supervisory convergence.
Currently, there are three groups established under the auspices of the Senior
Management Network. The contact group on Russia, which was established in late
2021, has become by far the most important due to the invasion of Ukraine and is
discussed in Box 3. The contact groups on Turkey and China each met twice during
2021 to monitor developments and discuss potential impacts on relevant euro area
banks. National supervisors take insights from these discussions into account when
assessing the evolution of banks’ business models and risk profiles, with a view to
taking action when needed.

Identification of financial holding companies

The correct identification of financial holding companies (FHCs) has a direct bearing
on the scope and conduct of supervision, given that FHCs constitute supervised
entities and fall within the prudential perimeter of consolidation. This is linked to
recent regulatory changes, most importantly the introduction of a dedicated approval
regime for parent FHCs in Article 21a of the Capital Requirements Directive (CRD).?2
It relates to the core of the SSM’s functioning as an integrated mechanism due to the
cross-border nature of many ownership structures within financial holding companies
and underlines the importance of avoiding different interpretations of the definition of
what constitutes an FHC (Article 4(1)(20) CRR).

The SSM conducted a targeted initiative to identify FHCs in the LSI sector in 2020
and 2021, combining structured, centralised analysis of ownership data with
targeted, case-specific discussions between the ECB and NCA supervisors.

The project identified a material number of additional entities to be treated as parent
FHCs and triggered follow-up assessments of a number of particularly complex
cases. Application of the CRR definition of an FHC has proven to be prone to
different interpretations of some elements, although this has typically not been a
decisive factor for identification. Individual cases highlighted the materiality of the

22 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the
activity of credit institutions and the prudential supervision of credit institutions and investment firms,
amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC (OJ L 176,
27.6.2013, p. 338).
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4.6.5

Institutional protection schemes
remain a key area of focus and
supervisors are closely monitoring
improvements arising from past
recommendations.

4.6.6

impact of including holding companies in the prudential scope of consolidation can
have from a capital perspective. The project also brought several aspects of policy
relevance to the surface, which are being followed up in the appropriate SSM fora.
The identification of financial holding companies will continue to be treated as an
important point of attention in ongoing consolidated supervision.

Institutional protection schemes

Institutional protection schemes (IPS) are defined in the CRR as a contractual or
statutory liability arrangement which protect their member institutions and, in
particular, ensure that they have the liquidity and solvency needed to avoid
bankruptcy where necessary (Article 113(7) CRR). Such schemes have been
recognised in four countries in the SSM, namely Austria, Germany, Italy and Spain,
and mainly cover two sectors: savings and cooperative institutions. Around 70% of
LSIs in the euro area are members of an IPS; for Sls the figure is approximately
10%.

The ECB, together with the NCAs, is continuing to monitor IPSs on an annual basis
in several Member States encompassing both Sls and LSIs. To this end, and in
direct relation to Austria and Germany, groups have been set up to monitor hybrid
IPSs (hybrid in the sense that they include both Sls and LSIs) for the German
Savings Bank Association (DSGV) and the National Association of German
Cooperative Banks (BVR) in cooperation with the German Federal Financial
Supervisory Authority (BaFin) and the Deutsche Bundesbank, and the Raiffeisen
sector at both federal and regional level in cooperation with the Austrian Financial
Market Authority and the Oesterreichische Nationalbank.

The authorities monitored developments in the IPS sector in 2021. Notable
transformations took place in the Raiffeisen IPS in Austria and the DSGV IPS in
Germany. The Raiffeisen IPS saw material improvements, including a simplified
structure to ensure support capacity within the whole IPS, replacing regional sub-
schemes. The ECB is in close contact with BaFin, the DSGV and other relevant
stakeholders to further solidify the organisational set-up and discuss details of major
changes in structure within the DGSV IPS, as well as details of the IPS ex ante fund.

Methodological and operational enhancements

On 29 June 2021 the ECB launched a public consultation on changes to its policies
and guidance relating to how it exercises various options and discretions under EU
law when supervising banks. The ECB’s policies concerning options and discretions
are laid down in four instruments, including an ECB Recommendation and an ECB
Guideline addressed to national competent authorities concerning the exercise of
options and discretions in relation to LSlIs. Together, these four instruments provide
transparency on how the ECB exercises options and discretions in its supervision of
Sls, ensure the consistent application of high supervisory standards and support
consistency in the supervision of Sls and LSIs. The consultation, which ended on 30
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4.6.7

August 2021, was an opportunity to collect feedback from market participants and
other interested parties. The final versions of the revised options and discretions
policies, together with a feedback statement, were issued in a press release on 28
March 2022.

IMAS

IMAS is the core IT system that supports European banking supervisors in their da
work and provides the key information they need, e.g. for the regular SREP proces
After a successful pilot project in preceding years, 2021 saw the start of formal
onboarding of LSIs to the system. This added 263 entities from ten SSM countries,
enabling national LSI supervisors to complete their SREP in IMAS using the

ily
s.

harmonised methodology developed by the SSM. Onboarding continued into 2022,
adding LSIs from additional countries to the system. Use of IMAS is not mandatory.

Countries which have decided not to be part of the onboarding process continue to
use national systems for their supervisory work.
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General conclusion and outlook

The banking sector has been going through a period of significant uncertainties.
Profitability in key businesses remained weak in 2021, while legacy risks in loan
portfolios persist and new challenges are emerging. This poses a potential threat to
capital levels, even though these remain comfortable for the time being.

Developments such as the coronavirus pandemic and geopolitical challenges
translated into macroeconomic uncertainties and are fuelling the challenges posed
by low interest rates over the last couple of years. Overseeing LSls is an ambitious
task in this environment. In response, European banking supervisors have carried
out a number of key activities, especially in the areas of credit risk, governance and
business models, to support NCAs in their duties of direct supervision.

For 2022, the key priorities for supervisory activities remained credit risk, followed by
operational risk — predominantly cyber security and operational resilience — and
governance. Apart from ad hoc supervisory initiatives, the key activities for the year
were following up on the thematic review of governance, along with further
guantitative and qualitative benchmarking of supervisory activities and practices in
the area of credit risk.

The uncertainties arising from geopolitical tensions also translated into volatile
international trade and energy prices, which impacted production costs and capacity.
A number of LSIs have started to see their profitability in 2022 deteriorating as per
the reported preliminary results for Q2 2022. This was largely driven by valuation
adjustments as a consequence of increasing interest rates. As the additional effects
are difficult to forecast at this stage, the outlook for the LSI sector remains
challenging. Banks have to be prepared for significant volatility in both financial and
non-financial assets, which makes proper risk-adjusted loan pricing challenging and
may lead to increases in non-performing exposures. Credit and liquidity risks are on
the rise, and there has not been a fundamental improvement in profitability. When
planning, LSIs need to allow for potential impacts on their balance sheets and capital
adequacy, particularly from exposures to borrowers hit by at least first and second-
round effects of a crisis. Prudent provisioning for credit losses and changes to capital
distribution plans should be considered, as may be required by future developments.

The priorities set by supervisors for 2022 had to stay flexible so adjustments could
be made to reflect changes in the risk landscape and allow for proportionality.
European banking supervisors are committed to continuing to cooperate closely in
order to keep risks to the banking sector controlled and contained.
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Annex

A List of high-impact LSls

Table A.1
List of high-impact LSIs applied in 2022
Total assets, EUR
billions
Country Name (year-end 2020)
1 AT HYPO NOE Landesbank fiir Niederdsterreich und Wien AG 16.41
2 AT Hypo Vorarlberg Bank AG 15.30
3 AT Oberbank AG 24.43
4 AT RAIFFEISEN-HOLDING NIEDEROSTERREICH-WIEN registrierte Genossenschaft 29.14
mit beschrankter Haftung
5 AT Raiffeisenlandesbank Burgenland und Revisionsverband eGen 4.37
6 AT Raiffeisenlandesbank Karnten - Rechenzentrum und Revisionsverband, registrierte
Genossenschaft mit beschrankter Haftung 3.69
7 AT Raiffeisen-Landesbank Tirol AG 9.42
8 AT Raiffeisenlandesbank Vorarlberg Waren- und Revisionsverband registrierte 702
Genossenschaft mit beschréankter Haftung
9 AT Raiffeisenverband Salzburg eGen 9.1
10 AT RLB-Stmk Verbund eGen 17.70
1" AT Wiistenrot Wohnungswirtschaft registrierte Genossenschaft mit beschrankter Haftung 7.14
12 BE Anbang Belgium Holding NV 5.74
13 BE Euroclear SA 26.03
14 BE FinAx NV 9.12
15 BG Bulgarian Development Bank 1.96
16 BG Central Cooperative Bank AD 3.54
17 BG First Investment Bank AD 5.79
18 cYy Astrobank Limited 2.85
19 CcY Housing Finance Corporation 1.1
20 cYy Société Générale Bank - Cyprus Ltd 0.78
21 DE Berliner Volksbank eG 16.85
22 DE BMW Bank GmbH 28.73
23 DE Clearstream Holding AG 17.01
24 DE Deutsche WertpapierService Bank AG 0.69
25 DE EUREX Clearing Aktiengesellschaft 33.35
26 DE HSBC Germany Holdings GmbH 29.49
27 DE IKB Deutsche Industriebank Aktiengesellschaft 16.92
28 DE KfW Beteiligungsholding 28.18
29 DE Kreissparkasse Koln 28.60
30 DE Landesbank Saar 15.16
31 DE LBS Bayerische Landesbausparkasse 15.19
32 DE LBS Landesbausparkasse Sudwest 20.67
33 DE Mercedes-Benz Bank AG 28.03
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Total assets, EUR
billions

Country Name (year-end 2020)

34 DE Mittelbrandenburgische Sparkasse in Potsdam 17.26
35 DE Oldenburgische Landesbank Aktiengesellschaft 21.47
36 DE ProCredit Holding AG & Co.KGaA 7.33
37 DE Sachsen-Finanzgruppe 17.25
38 DE Sparkasse Hannover 18.52
39 DE Sparkasse KéinBonn 27.77
40 DE Sparkasse Pforzheim Calw 15.47
4 DE Stadtsparkasse Miinchen 22.10
42 DE Wiistenrot Bausparkasse Aktiengesellschaft 29.20
43 EE AS LHV Group 4.97
44 EE Bigbank AS 0.76
45 EE Coop Pank AS 0.87
46 ES Banca March, S.A. 16.06
47 ES Caja Laboral Popular Coop. De Credito 27.30
48 ES Caja R. de Navarra, S.C.C. 15.63
49 ES Grucajrural Inversiones, S.L.U. 13.94
50 Fl Aktia Bank Abp 9.09
51 FI Saastopankkiliitto osk 12.10
52 Fl S-Pankki Oy 7.63
53 FR AXA Banque 16.66
54 FR Banque Centrale de Compensation 622.86
55 FR Dexia SA 114.43
56 FR Financiere IDAT 9.29
57 FR C.R.H. - Caisse de Refinancement de I'Habitat

58 GR Attica Bank, S.A. 3.58
59 GR Optima bank S.A. 1.00
60 GR Pancreta Bank S.A. 213
61 HR Hrvatska postanska banka d.d. 3.38
62 HR OTP banka d.d. 6.32
63 HR Podravska banka d.d. 0.52
64 IE Bank of Montreal Europe plc 8.35
65 IE Elavon European Holdings BV 10.25
66 IE permanent tsb Group Holdings plc 20.99
67 IT Banca del Mezzogiorno - Mediocredito Centrale S.p.A. 14.80
68 IT Brianza Unione di Luigi Gavazzi e Stefano Lado s.a.p.a. 15.66
69 IT Cassa Centrale Raiffeisen dell'Alto Adige S.p.A. 5.87
70 LT Lietuvos centriné kredito unija 0.57
7 LU Banque Raiffeisen 9.71
72 LU EFG Investment (Luxembourg) S.A. 3.52
73 LU Pictet & Cie (Europe) S.A. 10.12
74 LU Quilvest Wealth Management S.A. 2.46
75 Lv Akciju sabiedriba “Regionala investiciju banka” 0.26
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Total assets, EUR
billions

Country Name (year-end 2020)
76 Lv Akciju sabiedriba “Rietumu Banka” 1.47
77 Lv BluOr Bank AS 0.71
78 MT APS Bank Ltd 2.41
79 MT FIMBank plc 1.49
80 MT Lombard Bank Malta plc 1.1
81 NL Aegon Bank N.V. 17.14
82 NL Nationale-Nederlanden Bank N.V. 25.49
83 NL NIBC Holding N.V. 21.12
84 NL RBS Holdings N.V. 21.83
85 NL Van Lanschot Kempen N.V. 15.14
86 PT Banco BIC Portugués, SA 7.24
87 PT Caixa Central - Caixa Central de Crédito Agricola Mutuo, CRL 22.84
88 PT CAIXA ECONOMICA MONTEPIO GERAL, CAIXA ECONOMICA BANCARIA, SA 17.94
89 SI SKB Banka d.d. Ljubljana 3.66
90 SK 365.bank, a.s. (former Postova banka, a.s. ) 4.44
91 SK Prima banka Slovensko, a.s. 4.53
92 SK Prva stavebna sporitel'iia, a.s. 2.98
Note: FMIs are excluded from the analytical part of this report.
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B Useful links by country

Table B.1
Overview NCAs

Country National competent authority
Belgium Nationale Bank van Belgié/Banque Nationale de Belgique
Bulgaria Bulgarian National Bank
& Bundesanstalt fir Finanzdienstleistungsaufsicht
ermany
Deutsche Bundesbank
Estonia Finantsinspektsioon
Ireland Central Bank of Ireland
Greece Bank of Greece
Spain Banco de Esparia
Erance Autorité de contréle prudentiel et de résolution
(analytical references: Annual Report 2021 | ACPR - Banque de France)
Croatia Hrvatska narodna banka
Ital Banca d'ltalia
y (analytical references: Financial Stability Report; Notes on Financial Stability and Supervision)
Cyprus Central Bank of Cyprus
Latvia Finan$u un kapitala tirgus komisija
Lithuania Lietuvos bankas
Luxembourg Commission de Surveillance du Secteur Financier
Malta Malta Financial Services Authority
Netherlands De Nederlandsche Bank
Austria Finanzmarktaufsicht
Portugal Banco de Portugal
Slovakia Narodna banka Slovenska
Slovenia Banka Slovenije
Finland Finanssivalvonta
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http://www.bnb.be/
http://www.bnb.bg/
http://www.bafin.de/
https://www.bundesbank.de/de/aufgaben/bankenaufsicht
http://www.fi.ee/
http://www.centralbank.ie/
http://www.bankofgreece.gr/
http://www.bde.es/
http://acpr.banque-france.fr/
https://acpr.banque-france.fr/en/annual-report-2021-0
https://www.hnb.hr/naslovnica
http://www.bancaditalia.it/
https://www.bancaditalia.it/pubblicazioni/rapporto-stabilita/index.html?com.dotmarketing.htmlpage.language=1&dotcache=refresh
https://www.bancaditalia.it/pubblicazioni/note-stabilita/index.html
http://www.centralbank.cy/
https://www.fktk.lv/
http://www.lb.lt/lt_index.htm
http://www.cssf.lu/de/
http://www.mfsa.com.mt/
http://www.dnb.nl/
https://www.fma.gv.at/
http://www.bportugal.pt/pt-PT/Paginas/inicio.aspx
http://www.nbs.sk/
http://www.bsi.si/
http://www.finanssivalvonta.fi/

C Classification of LS| business models

Business model classification allows for analysis of profitability, business model
viability and structural changes in the banking system. In particular, it permits peer
group comparisons and analysis. Classification is primarily based on income-
generating activities, where we distinguish between: (i) institutions focused on
traditional credit business and related fee-generating operations; (ii) institutions that
rely on non-lending-related fee business, such as asset management, mergers and
acquisitions, securities and trading; (iii) institutions that are involved in both lending-
and non-lending-related fee business. In a second stage, institutions are further
distinguished according to their funding strategies, client base and geographical
focus.

The 15 categories (including “Not available”) are:

Asset managers: Asset managers invest on their clients’ behalf and asset
management fees are the most important source of income. Firms engaged in
private banking with a focus on wealth management count as asset managers if they
rely predominantly on fee-based income.

Custodians: These banks safeguard financial assets for their clients, fees being
their primary source of income.

Corporate/wholesale lenders: Lenders whose main clientele is the corporate and
wholesale sector, both as clients and as a source of funding.

Development/promotional lenders: State-owned banks which finance projects
governments deem to be of public utility. They are typically large and have a high
share of wholesale lending, on which they generate low margins.

Diversified lenders: Institutions with a balanced exposure to the retail and
wholesale sectors. In terms of funding, diversified lenders are often mainly financed
by their clients (both retail and corporate), although sometimes this is complemented
by significant wholesale funding.

Central savings or cooperative banks: These entities provide banking services
within the system of savings or cooperative banks, facilitating the flow of funds within
the group from banks with excess liquidity to those with liquidity needs.

Retail banks: Focused on lending to retail clients, in many cases with a strong
emphasis on residential real estate lending. Generally funded through deposits, with
moderate reliance on wholesale funding.

Consumer credit lenders: Also focused on retail clients, these lenders specialise in
consumer finance loans. Their funding can be heterogeneous, some relying mostly
on retail deposits while others use wholesale funding.

Car finance banks: These entities are linked to car producers. They offer loans to
finance car purchases for retail clients, and sometimes also trade financing for their
retail network. Funding is mostly wholesale.
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Financial market infrastructures (central clearing counterparties, CCPs): These
entities offer central clearing services for derivatives and manage collateral, earning
fees as their main income source.

Financial market infrastructures (central securities depositaries, CSDs): These
offer post-trade services as a central securities depositary, mainly involving
settlement, legal transfer of ownership and custody. Fees for these services
constitute the main income source.

Emerging market lenders: Institutions that operate in countries classified as
emerging markets (EMs). They include both banks domiciled in EMs with
predominantly domestic exposures and banks domiciled elsewhere, but with
significant EM exposures. They have a similar business model to diversified lenders,
but feature higher lending margins and higher risk.

Investment banks: These have a relatively low share of net interest income (mostly
wholesale); fees, commissions and trading activities are the main income source.

Other: Banks that operate a niche business model and cannot be classified in any of
the other categories.

Not available: Banks that cannot be classified due to data limitations.

D Methodological comments

NCA annual reporting

Over recent months the ECB has been working with NCAs to improve NCA reporting
templates and address various methodological constraints identified in previous
years. The introduction of operational definitions aims to reduce potential
misunderstandings of supervisory concepts. At the same time, reporting by NCAs on
their activities and the entities under their direct supervision has been streamlined.
However, data collected can only be meaningfully analysed if NCAs have interpreted
the information requests in a similar manner. There remains some scope for NCAs to
interpret the reporting of information differently, which can create inconsistencies in
the data collected. This can affect the comparability of information received.

The survey of supervisory activities on which this report is based cannot provide a
comprehensive picture of all supervisory activities conducted by NCAs on LSls in
2021. The analysis focuses only on reported information, and it is important to bear
in mind that not all dimensions of supervisory activities can be reflected.

The report primarily focuses on the quantitative dimension of the NCAs’ performance
of their supervisory tasks, such as the number of meetings held. It does not detalil
gualitative aspects related to the methodology being followed, including the intensity
of supervisory activities on different priority groups of LSls.
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LSI supervisory reporting

Implementing technical standards (ITS) data (FINREP, COREP) is the key source for
guantitative references to country aggregates for LSls throughout this report. The
cut-off date has been set at 7 October 2022 for LS| data unless otherwise stated;
any information received after that date may not have been fully reflected. The
sample of LSIs refers to banks at their highest level of consolidation excluding
branches and — unless otherwise indicated — excluding FMIs such as CCPs and
CSDs; the size of these usually exceeds the significance threshold even though they
might not be classified as significant institutions. Confidentiality rules protecting
dissemination of individual bank data are being put in place. Data on individual
subsets, such as country-level information, can only be shared if the sample includes
at least three banks and none of these accounts for more than 85% of either
numerator or denominator within the perimeter. More details can be found in the
Methodological note for the publication of aggregated Supervisory Banking Statistics.

The whisker charts display the 10th and 90th percentiles (narrow bars), the median
(mark in the box) and the interquartile range between the 25th and 75th percentiles
(the thick bar). Outliers below the 10th or above the 90th percentile are not shown in
the boxplots.

LSI sectors in Member States participating in the SMM vary greatly in terms of
number, asset size and business model. This has implications for the comparability
of LSI country aggregates. For these reasons, this report should be seen as a high-
level overview of selected supervisory practices of NCAs, rather than a judgement-
based comparison with definite findings or conclusions.

A different approach to the number of entities was chosen compared to the ECB
Annual Report on supervisory activities:
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Table D.1

Number of LSls

Highest level of Other entities (not
consolidation (excl. ECB Annual Report on Branches at highest highest level of
branches) supervisory activities level of consolidation consolidation)
Data reflect highest level Data reflect highest level
of consolidation (excluding of consolidation (except
branches and entities not for Bulgaria, Croatia and
reporting FINREP and Slovakia; including
FMls) branches)
Reference date: Reference date: Reference date: Reference date:
Methodological 31.12.2021 31.12.2021 31.12.2021 31.12.2021
note Cut-off date: 07.10.2022 Cut-off date: 07.10.2022 Cut-off date: 07.10.2022 Cut-off date: 07.10.2022
BE 13 16 1 6
BG 12 13 0 0
DE 1,255 1,273 12 35
EE 6 9 3 2
IE 8 12 2 8
GR 1 1 0 1
ES 56 57 0 16
FR 77 82 2 21
HR 14 14 0 1
IT 118 122 2 21
cYy 5 5 0 0
Lv 9 9 1 0
LT 10 12 1 0
LU 48 52 2 9
MT 14 16 0 1
NL 23 26 3 7
AT 367 387 2 14
PT 24 24 0 80
Sl 5 5 0 0
SK 5 9 4 1
Fl 9 33 24 42
Total 2,089 2,187 59 266
Source: ECB calculations, based on SSM list of supervised banks.
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