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LSIs represent around 16% of total
banking assets in Europe, while the
number of LSIs has declined by
more than 1,000 since the inception
of the SSM.

Profitability benefited from the
swing in interest rates...

Executive summary

The shift in the interest rate environment has helped less significant
institutions (LSIs) to improve profitability and capital levels over the past two
years thanks to higher net interest margins. At the same time, there are
persistent issues in parts of the LSI sector, such as pressure to modernise banking
business models, decreased credit demand, increased funding costs and an
expected deterioration in credit quality. Regarding the latter, real estate and small
and medium-sized enterprise (SME) lending portfolios — both relevant areas for LSls
— have started to experience rising non-performing loan (NPL) levels and thus higher
provisioning needs. All these threats will likely lead to somewhat weaker profits in the
coming years.

Considering that LSls are largely retail or diversified lenders and thus subject
to high and increasing competition in the light of technological innovations,
the positive developments on the profitability and capital side might support
the sector’s investments in digitalisation. In the same context, the market
consolidation trend for these business models is expected to continue.

This report examines the structural features of the LSI sector, its key developments
and major supervisory activities aimed at addressing challenges from the authorities’
perspective.

The LSI sector represents a roughly stable share of 16% of the euro area banking
market (excluding financial market infrastructures?). Germany continues to account
for the dominant share of that market with 59.6% of entities and 62.7% of the €4.9
trillion in total assets. Despite remaining relatively stable overall, the LS| sector
continues to consolidate notably. Between the end of 2014 (inception of the
Single Supervisory Mechanism, or SSM) and the end of 2023, the number of LSls
fell from more than 3,100 to 1,928. Germany, Austria and Italy accounted for the bulk
of this reduction — largely driven by mergers of smaller savings and cooperative
banks.

LSI profitability has experienced a major upswing over the last two years. The
average return on assets (RoA) increased to 0.5% at the end of 2023, compared
with 0.6% for significant institutions (SIs). For LSIs the return on equity (RoE)
increased to 4.8% (Sls: 9.3%) and the cost/income ratio decreased to 59.4% (Sls:
57.0%). The key driver of the profit recovery for LSIs was the increase in net interest
income (NII) on the back of higher interest rate levels. While in 2022 some LSiIs still
experienced significant downward adjustments in the valuation of bond portfolios,
this effect faded in 2023. However, LSI profitability in the medium term is expected to
shrink as higher interest rate levels start to negatively influence credit risk and credit
growth, while funding costs will likely increase.

1 FMls with a banking licence are supervised by NCAs and hence are treated as LSls. In total they
represent a share of around 3% of the euro area banking market.
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...while loan portfolios are exposed
to both legacy and new risks...

...posing potential risks to capital
positions, despite a further increase
in capital levels.

The immediate liquidity risk looks
contained with very limited impact
from change in central bank funding
or idiosyncratic liquidity issues
outside the euro area.

Supervisors need to continue
focusing on clear supervisory
priorities while staying flexible and
proportionate towards LSls.

Heading towards 2024, there has already been a noticeable deterioration in LSI
credit risk indicators. After trending downward for a number of years to a low of
2.1% in the first quarter of 2023, LSIs’ aggregate NPL ratio? at SSM level increased
slightly to 2.4% by the fourth quarter of 2023. Although such levels are not yet
alarming, this is a sign that the effects of higher interest rates and weak
macroeconomic circumstances on credit quality are starting to materialise after
several years of a rather benign lending environment. For the time being, NPL ratio
is further on rise also in 2024. Segments that have grown strongly over the past
couple of years, such as real estate-related loans, are subject to particular scrutiny
from banks and supervisors alike.

As strong profit growth exceeded asset growth, this enabled an increase in LSIs’
total capital ratio of 0.3 percentage points to 19.2% in 2023 (Sls: 19.8%). When
looking at capital composition, Common Equity Tier 1 (CET1) ratios remain
significantly higher for LSIs (17.9%) than for Sls (15.8%). In addition, the average
risk-weighted asset (RWA) density is also higher for LSIs (51.1%) than for Sls
(33.8%).

LSIs’ liquidity positions have benefited from an increase in deposits since
2021, especially those coming from non-financial corporations (NFCs) and
households, against the background of an increase in central bank rates.
Furthermore, the amount of issued debt securities has increased, whereas central
bank funding has fallen by 72% or €156 billion following the repayment of central
bank liquidity. The liquidity coverage ratio (LCR) stood at 217% (Sls: 164%) in the
fourth quarter of 2023, well above the regulatory minimum target of 100%. Liquidity
stress as observed in some cases outside the euro area has not materialised among
banks under European banking supervision. Nonetheless, supervisors are paying
more attention to possible idiosyncratic risks.

Given that key risks to profitability in conjunction with operational capabilities remain,
and credit risks are also starting to materialise, the ECB and national competent
authorities (NCASs) set their key supervisory priorities mostly in the areas of
credit risk, business model sustainability, operational resilience and
governance. In view of these priorities, a number of SSM-wide initiatives have been
carried out in cooperation between the NCAs (responsible for the direct supervision
of LSIs) and the ECB (responsible for LS| oversight) over the past two years. Details
of those joint supervisory activities are outlined in this report, also emphasising the
necessity for supervisors to remain flexible and risk-focused.

2 The NPL ratio excluding cash balances at central banks is considered.

LSI supervision report 2024 — Executive summary 4



Technical clarification

Please note that the LSIs 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 LS| country aggregates. The cut-off date for this report was 7 July
2024 for LSI 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
FMIs. Furthermore, banks that were reclassified from Sl to LSI or vice versa between
31 December 2021 and 31 December 2023 are excluded for consistency reasons
from a time series perspective. 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 in place.
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1 The SSM approach to LSI supervision

1.1 The organisation of banking supervision in the SSM

NCAs are responsible for the direct  The role of the Single Supervisory Mechanism (SSM), which comprises the

;foirrvn;ss'oannOgvﬁisé,mﬁleet_he FCB 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 supervisory 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 supervisory activities for LSls using their
own resources and decision-making procedures®.

3 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).

4 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).

5 For certain common procedures, however, 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 LSiIs 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 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.
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1.2

To shape its oversight, the ECB
uses a classification framework to
allow for proportionality.

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 high
supervisory standards are consistently applied to all banks in the euro area,
including LSIs, 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 LSls is proportionate and
commensurate to the risks that individual institutions pose. LSIs are currently
classified on the basis of their impact on the financial system and their risk profile.
Since 2022 impact criteria® and risk criteria are assessed separately. High-risk LSls
are classified based on the existing risk assessment by the NCA, LSIs’ compliance
with capital and liquidity requirements as well as their potential crisis status. The
classification for high-risk LSls is updated more frequently (quarterly), and the
outcome remains confidential for financial stability reasons. High-impact LSls 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, and the resulting list is published (see published list of supervised banks). For
classification as high-impact, criteria such as size, business model, importance for
the economy, relevance of cross-border activities, and whether a bank could become
potentially Sls in the near term and are used. At least three LSIs per country should
be classified as high-impact to ensure minimum coverage, although exceptions are
possible. Small and non-complex institutions (SNCIs) cannot be classified as high-
impact unless they are the largest LSI in a jurisdiction where all LSIs are SNCIs.

The resulting classification has implications for effective supervision and determines
which notifications NCAs have to submit to the ECB and whether this is done ex ante
or ex post. In addition, for all LSIs, a multi-year Supervisory Review and Evaluation
Process (SREP) approach applies, meaning that the supervisor is allowed to tailor
the depth of the analysis of each risk for each year, hence determining which risks
should be assessed in more depth. For high-impact LSIs this entails annual
assessment of each risk Supervisory capital stress tests for high-impact LSIs should
be conducted at least every second year.

6 For more details 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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Box 1
Proportionality in banking supervision

Proportionality allows the nature and intensity of supervision to be adapted to each bank, taking into
consideration risk profile, business model and size without compromising prudential position.
The general means and characteristics referred to when considering proportionality are listed in the
guidelines on internal governance published by the European Banking Authority (EBA). The Single
Supervisory Mechanism (SSM) incorporates proportionality into supervision and oversight in
several ways.

The classification regime represents a key starting point when applying proportionality. First, the
differentiation between Sls and LSlIs provides a scale for tailoring supervisory intensity. As of 31st
of December 2023 (see supervisory banking statistics) there were 107 significant institutions (Sls)
and 1932 less significant institutions (LSIs). In this report, the sample of LSIs considered in the
data-based analytical part differs slightly (1928 LSIs) due to some additional sampling criteria
applied.”

Among LSIs, a further differentiation of high-risk and high-impact, based on the methodology set
out in the SSM Framework Regulation, translates into certain levels of supervisory engagement in
terms of the frequency, scope and depth of supervisory reviews as well as the level of information
exchange between national competent authorities (NCAs) and the ECB, for example.

Table A
LSI supervisory classification

(number of entities excluding subsidiaries and branches of foreign banks in 2024)

Number of banks

Classification at highest level of consolidation
High-risk 96
High-impact 100
High-risk and high-impact 17

Source: ECB.

The Capital Requirements Regulation (CRR I1)® also introduced the concept of “small and non-
complex institution” (SNCI) (Article 4(145) CRR) and “large institution” (Article 4(146) CRR)°, which
entered into force in June 2021. SNCI entities cannot be defined as high-impact, although
exceptions are possible. A key relief for these entities — next to being subject to a simplified, less
granular calculation of the net stable funding ratio (NSFR) — relates to less frequent and less
detailed disclosure and reporting requirements. As a consequence, more than half of LSIs apply the
leanest supervisory reporting concept (“datapoints”, e.g. just 12 of the 45 reporting templates
required in FINREP). While this is a major relief for banks, it is also a constraint to supervisory
insights into sector and individual bank developments. At a consolidated level, 76% of all LSIs
(1,469 institutions) qualify as SNCls.

7 See Technical clarification (after the Executive summary).

8 Regulation 2019/876 amending Regulation (EU) No 575/2013 (CRR Il)

9 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-Sll); (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.
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Table B

Reporting concepts in the SSM for LSIs under the Implementing Technical Standards (ITS)

Number of entities at the highest level of consolidation (excluding subsidiaries and branches of foreign banks), which are reporting FINREP together with
CORERP of the fourth quarter of 2023. The total includes one entity, which is waived from FINREP reporting.

Entity classification

DATAPOINTS

OVERSIMPLIFIED

SIMPLIFIED

FULL

TOTAL

Number of data points
Large

Regular

Small (SNCI)

TOTAL

743

59

1174

1233

7818

17

134

66

217

8891

13394

6

237

230

473

23

440

1471

1935

Source: ECB. Number of data points: Represents the number of data points which are included in the FINREP reporting scheme. Templates that are required
multiple times by currency or country of residence are counted only once.

1.3

NCAs perform daily oversight via
primarily off-site and onsite
activities with a median overall
staffing of around 1.9 FTEs per LSI.

Supervisors usually work in annual
cycles, leaving flexibility for ad hoc

activities.

Organisation of LS| supervision activities

While NCAs are responsible for direct supervision of LSls, the ECB mainly provides
support through its oversight function. The ECB is also responsible for deciding on
common procedures for all LSIs (as well as Sls). These include acquisitions of
qualifying shareholdings, granting of 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 LS| supervisory duties, NCAs tend to split their activities into off-site
and on-site work. 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. The actual frequency of activities may differ to reflect
ongoing needs and address risks in a focused manner. Meetings with the
management body and to a lesser extent also the management board in its
supervisory function are standard tools for NCA supervisors. In addition, supervisors
typically meet on at least an annual basis with the internal audit functions as well as
external auditors. On-site inspections enable supervisors to gain a very intrusive
and in-depth perspective into supervised banks, typically focusing on specific topics
or risk areas.

All the findings from these activities feed into SREP assessments, which are usually
conducted annually by most NCAs.

Staff resources for LSI supervision vary greatly between SSM countries and
depend strongly on the characteristics of the national banking system (the number of
LSIs and size of the LSIs and the sector, the presence or absence of institutional
protection schemes (IPSs), special business models, crises cases, etc.). For some
countries, staffing is often below one full-time equivalent (FTE) per LSI for both on-
site and off-site staff, especially countries with numerous entities. The median
staffing is around 1.9 per LSI.

LS| supervision report 2024 — The SSM approach to LS| supervision 9



2.1

The number of LSIs has decreased
by more than 500 over the last five
years; 83% of these were from
Germany and ltaly.

The structure of the LSI sector

Most LSIs are rather small in size, pursue “standard” retail or diversified
lender business models and operate in highly competitive markets. Against this
background, there is a very limited number of new banking licences, which mainly
reflects the emergence of entities with a stronger fintech component. As a result, the
total number of LSIs has steadily declined over the last two years, standing at 1,928
Lentities as of the fourth quarter of 2023. Hence, the consolidation trend continues
to be one of the most prominent features, driven mainly by the high number of LSI
mergers in the countries with the largest populations of LSls.

Scope of the LSI sector

Continuing on from the previous report in 2022, the total number of LSIs has further
declined over the last two years, standing at 1,928 entities as of the fourth quarter of
2023. It is important to mention that Germany still accounts for roughly 60% of total
LSls in the SSM and hence has a strong influence on the LSI metrics used in this
report (Chart 1), with Austria and Italy adding another relevant number of LSIs to the
total sample.

Chart 1
Number of LSIs and average size in 2023

(left-hand scale: total assets, EUR billions; right-hand scale: number of LSIs)

B Number of LSIs (right-hand scale)
Average total assets (left-hand scale)
= Average total assests SSMLSIs only (left-hand scale)

12 1,150 1,200
10 1,000
8 800
6 600
4 327 400
2 114 200
g 23 g O 5 B B gy " 122 5 9 14 12 5 5 14 g
___-__-_. m_- - el

IE ML FI ES SK PT LU BE IT DE FR BG S GR HR LT EE AT CY MI LV

Source: SSM LSlIs (excluding branches and entities that are not reporting FINREP and COREP) at the highest level of consolidation
(excluding FMIs and institutions that were significant between the fourth quarter of 2021 and the fourth quarter of 2023), FINREP
F_01.01, F_01.01_dp.

Notes: SSM LSils (excluding branches) at the highest level of consolidation (excluding FMIs).

10 The number differs slightly from the number of LSIs published as part of the Supervisory banking
statistics due to the additional sampling criteria as defined in Technical clarification(after the Executive
summary).
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The average size of LSIs differs
materially across and even within
countries.

Even though at first glance the LS| aggregate is dominated by the three
aforementioned countries, this does not entail homogeneity. In fact, national LSI
sectors display diverse characteristics not only in terms of the number of local
entities, but also in terms of business models (Section 2.3) and overall/individual
entity sizes.

As of the end of 2023, the average size of an LS| was close to €2.5 billion (Sls:
€242.5 billion). However, the dispersion is material not only across countries, but
also within them, which underlines the importance of proportionality (Box 1).

Chart 2
LSI entity sizes in 2023

(EUR billion)
M Interquartile range
Median
18
16
14
12
10
8
6
4
2 L i
0 i g 5hda
IE SK ES LU DE BG 4 BE CY GR MI FR PT LV AT HR LT

Source: SSM LSiIs (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023), FINREP F_01.01, F_01.01_dp.

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 one year of observations. SSM LSls (excluding branches) at the highest level
of consolidation (excluding FMIs). Values not displayed: IE (27.0), NL (23.0).

The reduction in the number of entities between the fourth quarter of 2021 and the
fourth quarter of 2023 was predominantly caused by mergers, largely of smaller
savings and cooperative banks in Germany (-8%; 104 entities) and Austria (-11%; 42
entities). This trend reflects a continuous consolidation, with 88 mergers in total
having been completed (Germany: 42; Austria: 31).

Additional changes came from the lapsing and withdrawal of licences, but also from
new licences being granted. In the past two years:

. the licences of ten LSIs in seven different jurisdictions were withdrawn;

the licences of 11 entities (also including subsidiaries) lapsed;

new LSI licences were granted to 16 credit institutions in nine countries;

ten financial holdings and branches in total were set up within the SSM.**

11 For the purpose of providing a comprehensive picture, LSIs which are not at the highest level of
consolidation are also taken into account in this paragraph.
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Following the review and assessment of significance:

the ECB assumed direct supervision for AS LHV Group (criteria “economic
importance”) as of 1 January 2023. In addition, Revolut Holdings Europe UAB
(criteria “NCA request”’) and Wistenrot Bausparkasse Aktiengesellschaft
(criteria “size”) underwent direct supervision as of 1 January 2024. Furthermore,
Swedbank Baltics AS and CrelanCo SC (both ad hoc reviews following
mergers) at the beginning of 2022, and NatWest Bank Europe GmbH, RBS
Holdings N.V. and RBS International Depositary Services S.A. as of 1 January
2024 were classified as significant and became subject to the ECB’s direct
supervision'?;

reclassification to less significant was applied to Bank Degroof Petercam NV
and its subsidiaries (ownership change) on 25 February 2022 and C.R.H. —
Caisse de Refinancement de I'Habitat (not meeting any of the significance
criteria for three consecutive calendar years) on 1 January 2022.

As a result, the total number of LSIs declined by 8% or 160 entities in two
years.

Chart 3
Changes in total number of LSIs — 2023 vs 2021

(absolute number of LSIs)

2100
2080
2060
2040
2020
2000
1980
1960
1940
1920
1900

W Total
Increase
W Decrease

2088
0 0
42 5
0o 1 0 0 0 0 2
-104 -2 ? 0 0 0 0 1928
4 73
- 1

Total AT BE BG CY DE EE ES FI FR GR HR IE IT LT LU LV MT NL PT SI SK Total
LSIs LSls
in in
2021 2023

Source:

SSM LSis (excluding branches and entities that are not reporting FINREP and COREP) at the highest level of consolidation

(excluding FMIs and institutions that were significant between the fourth quarter of 2021 and the fourth quarter of 2023).

12

See previous footnote.
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2.2

The market share of LSIs and Sls
has remained broadly stable...

...while there are major differences
across countries in terms of the
relevance of the local LSIs.

Market share of LSls

Since December 2021 the balance sheet of significant and less significant banks in
the SSM has continued to expand, reaching €30.9 trillion in December 2023 and
driven equally by LSIs (+3.2%) and Sls (+3.4%). LSIs’ growth has been steadier than
that of Sls, with a rise of 2.2% in 2022 (Sls: 2.9%) and only a slight moderation in
2023 to 1.1% (Sls: 0.5%). As a consequence, the share of LSIs in total assets has
remained broadly stable at around 16%. Including FMIs, the share would increase to
18.5%.

Chart 4
Market share of Sls and LSIs by country

(percentages of total assets)

M Significant institutions
Less significant institutions
100% 2%

FR

6% 5% 5%
lew feW few ow 2% 11% 11k 9% 8% oo
ogey 2% 22%
80% amy 9% 39% .
55%
60%
40% 5 5 7 i B i i
20%
0%
BE
Source: ECB calculations based on FINREP F 01.01, F 01.01_DP.

LU LT DE MI AT BG PFT HR S SSM EE SK IE CY IT NL FI LV ES GR
Notes: SSM LSIs and Sls (excluding SSM branches) at the highest level of consolidation (excluding FMIs and institutions that were
significant between the fourth quarter of 2021 and the fourth quarter of 2023). This means that branches and entities that are
subsidiaries of SSM parent entities are included in the total assets/ market share of their parent entities and are not considered in the
respective market share of the local banking sector. However, subsidiaries — which, as a general rule, are not considered in order to
avoid double counting — could still cause relevant shifts in market shares. For BG, HR and SK, exceptions to this general methodology
are made and the market shares of Sls 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 in the chart.

A static snapshot shows that the share of LSIs’ assets in the domestic banking
market varies materially across countries, ranging from less than 6% in France,
Belgium and Greece to more than 40% in Lithuania and Latvia, where LSls occupy a
significant share of some business models (Chart 4). A dynamic approach reveals
that in the last two years the share of the LSIs has grown in Lithuania (37.0%) and
Luxembourg (14.5%). In Lithuania, this has been driven by the rise of “neobanks” —
more digitalised banks which nonetheless provide traditional banking services. The
emergence of these special types of entities was triggered by changes in the
regulatory environment (introduction of the credit union reform and a specialised
banking licence with a lower initial capital requirement). In Luxembourg — due to
relocations, mergers and acquisitions but also market exits — there has been an
overall contraction in the banking sector, with a decline of around 10% in the total
assets held by LSIs, and a significantly more pronounced reduction for Sls. In Latvia
the share of banking sector total assets held by LSIs has decreased notably (-12%)
mostly due to the exit of entities.
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2.3

Retail and consumer credit lenders
and diversified lenders are the most
prominent business models of LSls.

More generally, LSIs have expanded their market share in overall loan business
compared with Sls. An analysis of individual portfolios highlights that LSIs’ growth
has outpaced that of Sls in businesses with NFCs and household portfolios. Cash
balances at central banks have fallen following the repayment of central bank
liquidity programmes (such as targeted longer-term refinancing operations,
TLTROS).

LS| business models

The classification of LSI business models is based on a largely quantitative
methodology that was developed mainly for Sls and was then adjusted for some
qualitative aspects to cater for the lower level of data availability for LSIs.*3

Chart 5
LSI business models

(number of entities; percentage change since the fourth quarter of 2021)
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Source: ECB calculations based on the internal business model classification framework.
Note: SSM LSiIs (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).

“Retail and consumer credit lenders” is the dominant business model with 60% of
LSIs belonging to this group. Diversified lenders are the second most important
group. While savings and cooperative banks exist in many jurisdictions, their
structure and organisation differ across the SSM. For example, in France
cooperative banks are consolidated into significant groups and are treated as Sls,
whereas in some other countries several LSIs are organised as decentralised
savings and cooperative banks and often just covered under a joint, country-specific

13 The resulting classification is not always clear cut, and overlaps may exist. It is worth noting that while
the observations mentioned below are based on a point-in-time approach, they also remain valid under
a dynamic approach given changes to the classification over time remain limited.
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Consolidation occurs mainly in
business models that performed
weakest in past years.

IPS, In Finland, they are systematised in two deposit institution amalgamations®®
and constitute a relevant share in the country LSI market (22%). Emerging market
lenders, a distinctive business model only in LSls, are present mostly in Malta and
the Netherlands (around 14% of countries’ LSIs). There are also clusters of some
business models in particular countries, with custodian and asset managers being
more prominent in jurisdictions such as Luxembourg, Belgium, France and the
Netherlands (Chart 6).

Around 40 LSIs have a strong fintech/digital component in their business model, with
around half of those being “neobanks” that operate mainly or exclusively online.
Within this dynamic Fintech ecosystem, LSIs can be further grouped in different
clusters depending on their business model: be it retail, payment services, SME
lending, banking as a service, or brokerage. More than half of these LSIs were
established in a handful of jurisdictions (Germany, Netherlands, Luxembourg). These
LSIs are usually quite small in terms of asset size (from a few hundred million EUR
to a few billion EUR), but can have a large footprint in terms of number of customers
(millions of customers across the EU for some LSIs) or in terms of payment volumes
(hundreds of billions of EUR per year processed for some LSIs).

As shown, the number of LSIs has decreased over the last two years. Through the
lens of the business model classification, this reduction has mainly been observed
among retail and diversified lenders as well as custodians — in absolute as well as
relative terms in each category. As retail and diversified lenders are the least
profitable banks (see Section 3.2), some of these entities might be less viable and
hence be forced more strongly into mergers.

Across countries major differences do exist, with LSIs in some countries largely
belonging to the same or similar business models, while in other countries we find a
quite broad range of different business models serving their market.

14 An IPS is constituted by a number of banks, usually savings banks, that cooperate under an agreement
to — in case of failure of individual banks — ensure that the entity as such is protected from insolvency
via mutual support.

15 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.
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Chart 6
Structure of the sector of LSIs by business model across countries

(percentages by number of entities)
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Source: ECB calculations based on the internal business model classification framework.
Note: SSM LSis (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).

Box 2
Financial market infrastructures

Financial market infrastructures (FMIs) are an important element in the less significant institution
(LSI) sector. According to the Committee on Payments and Market Infrastructures (CPMI), FMIs are
systemically important payment systems, central securities depositories (CSDs), securities
settlement systems (SSSs), central counterparties (CCPs) or trade repositories (TRs).2® The
entities following this business model facilitate the clearing, settlement and recording of trading and
other financial transactions (such as payments, securities and derivatives contracts).

Currently, there are four FMIs with a Capital Requirements Regulation'” banking licence active in
the SSM which are also considered as LSIs. Two of them are CCPs, located in France and
Germany. The other two are CSDs, situated in Belgium and Germany.

As of the fourth quarter of 2023, the aggregate total assets of the five entities considered as FMIs —
with two of them belonging to the same group — amounted to around €1 trillion (for comparison,
total LS| assets amounted to €4.9 trillion)8. As the inclusion of these entities would create a major
bias for any aggregate not only in the local LS| markets, but also for the overall Single Supervisory
Mechanism (SSM) LSI sector, they are excluded from LS| public banking statistics as well as from
metrics used in this report. Given their specific business, the supervisory approach for these entities
also tends to differ from the approach for the vast majority of other LSls.

FMIs with a banking licence are governed by a comprehensive regulatory framework designed to
ensure their stability and efficiency. As banks, they are subject to SSM prudential supervision. At the
same time, however, CCPs are subject to the provisions of the European Market Infrastructure

16 See “Principles for financial market infrastructures”, Bank for International Settlements, April 2012.
17 Regulation (EU) No 575/2013.

18 For this reason, they are excluded from statistics published for LSIs and generally from the data used
in this report in order to avoid biases.
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Regulation (EMIR) and CSDs are subject to the Central Securities Depositories Regulation (CSDR)
which aims to introduce common settlement practices and increase settlement efficiency.

Supervision of FMIs is carried out by various bodies to ensure consistent application of these
regulations. The European Securities and Markets Authority (ESMA) oversees CCPs and
coordinates with national competent authorities (NCAs) on harmonised supervision. NCAs handle
day-to-day supervision and enforcement within their jurisdictions, ensuring local compliance with
EU regulations, while the ECB central banking side in its payment oversight role oversees systemic
FMIls critical to financial stability.

Key risks include: operational risk, such as technology failures and cybersecurity threats, which can
disrupt services; credit risk, arising from participant defaults; and liquidity risk, where FMIs must
ensure they have sufficient liquidity to meet obligations promptly. Additionally, market risk from
fluctuating market prices can affect the value of collateral, while legal and regulatory risks relate to
compliance with evolving regulations, including complex sanction regimes. Exposure to the latter
has become particularly evident in the context of recent geopolitical tensions (see Box 4).
Interdependency risk is also significant, as failures in interconnected FMIs can have contagion
effects, and concentration risk arises from the consolidation of services within a few key entities,
posing systemic threats if one fails. Consequently, effective risk management strategies, robust IT
systems and strong regulatory compliance are essential to mitigate these vulnerabilities and ensure
the resilience of FMls.

LS| supervision report 2024 — The structure of the LSI sector
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While a boost in profitability,
especially in 2023, has helped LSIs
after major challenges in recent
years, this could mask idiosyncratic
weaknesses against persistent and
new threats.

Key developments in the LSI sector

LSlIs have largely navigated well through the turbulences in recent years.
Despite a boost in profitability thanks to increased interest rates, threats to the
financial sector remain in the form of increased uncertainties from global geopolitical
and macroeconomic tensions, but also high competition and pressure to modernise
traditional (non-niche) business models. Sufficient capital buffers therefore remain
important to address current and upcoming challenges for LSls.

While balance sheets grew at a moderate pace from December 2021 to December
2023 (+3.2%), the loan business expanded significantly, especially in 2022, at the
expense of cash balances at central banks and other demand deposits. At the same
time, LSIs’ profitability experienced a strong upswing on the back of higher interest
rates and consequently a rebound in interest income; an interim hit to securities
valuations in 2022 was partially offset following subsequent reclassifications and
pull-to-par effects. Increases in administrative expenses remained contained in
nominal and relative terms, which was also true for impairment and provisions, at
least nominally, whereas the relative increase in impairment and provisions was
more noticeable. Against this background, capital levels strengthened slightly and
remained comfortable on average.

Despite the re-emergence of liquidity risks among some banks in the United States
and Switzerland in early 2023, there are currently no signs of structural liquidity
issues in the euro area LSIs and banks have coped well with the reduction in central
bank funding.

Challenges remain such as adequate loan and deposit pricing in an uncertain
macroeconomic environment and a potential further rise in non-performing
exposures going forward. Moreover, new risks are emerging such as increased
operational risks in conjunction with IT and cyber risks as well as environmental,
social and governance (ESG) challenges. LSIs need to improve their risk-bearing
capacity and risk management (see also the LSI thematic review on governance?®,
Section 4.3.3).

19 See “Strengthening smaller banks’ governance”, Supervision Newsletter, ECB, 18 May 2022.
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3.1

The aggregate LSlIs balance sheet
has grown by €159 billion or 3.3%
since the end of 2021. Loan growth
has been significant, although this
has recently slowed down.

Balance sheet composition

The aggregate balance sheet of the LSI sector from December 2021 to December
2023 grew by €153.6 billion or 3.2% to €4,913 billion (SlIs: +3.4%). The LSIs growth
was driven by growth in the loan portfolio of 8.5% (Sls: 6.5%), specifically loans to
NFCs (8.9%; Sls: 5.6%) and households (8.1%; Slis: 3.9%).2° However, lending
dynamics have weakened substantially recently, which might weigh on bank
profitability going forward. The reasons for this include the monetary policy tightening
that started in 2022 as well as the general macroeconomic outlook, which has
prompted banks to tighten their lending standards. The tightening of lending
standards continued throughout 2023 — at different magnitudes across countries —
adding to the substantial cumulative tightening since 2022, which is now at
historically elevated levels.? Together with weak loan demand, this has translated
into a sharp decline in loan growth to firms. Even so, loan growth has been a lot
stronger for LSIs than for Sls. This might be an indication that LSIs followed less
strict lending standards, which in the medium term might be dragging on
profitability. While loan business has grown remarkably, cash balances at central
banks and other demand deposits (-16.9%) have significantly declined.

Chart 7
Changes in total assets (December 2023 vs December 2021)

(breakdown of changes in total assets, EUR billions)
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Source: ECB calculations based on FINREP F 01.01, F 01.01_DP.
Note: SSM LSiIs (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).

20 Sector breakdown based on F_18.00 using carrying amount in contrast to gross carrying amount used
in F_01.

21 Please also refer to the Euro area bank lending survey.

LS| supervision report 2024 — Key developments in the LS| sector 19


https://www.ecb.europa.eu/stats/ecb_surveys/bank_lending_survey/html/index.en.html

Asset composition and growth differ
across countries, often due to
idiosyncratic drivers; loans to
households and NFCs remain the
core of the business, with cash also
still relevant.

Asset growth and composition differ across countries in the SSM.

At country level, LSl asset growth showed significant heterogeneity over the
course of 2022-23, largely driven by idiosyncratic developments. In some
countries, there was a considerable decrease in total assets — such as France (due
to a former Sl being in run-down mode), Luxembourg (due to the relocation of
entities as well as downsizing and a few market exits), Cyprus (following the cleaning
of balance sheets) and Spain (i.a. due to a decline in two sizeable entities). At the
same time, there was strong growth in other countries, often due to the emergence
of new entities with fintech-driven business models, with Lithuania being the clearest
example. There was also strong growth in Estonia (again due to fintech and digital
business models), Croatia (coming from bank-specific but also more general growth,
in particular in household and consumer loan business), Greece (largely coming
from the rapid growth of one entity and mergers which led to further consolidation of
the LSIs), Bulgaria (given increased lending activity in the residential real estate
(RRE) and household sectors) and Ireland (bank-specific growth), all of which
experienced more than 20% growth in total assets of their LSIs.

The composition of assets differs across countries as well, but loans to
households and NFCs remain the core for most. Overall, about two-thirds of
assets in the European LSls comprise loan exposures, which is quite common
across countries as the share of loans and advances varies mostly between 40%
and 75%. Exceptions are due to the predominance of certain business models, like
custodians, asset managers or fintech entities being more successful in acquiring
funding rather than providing loans. Loan growth has been remarkably strong in
Estonia (+66%, dominated by one bank) and Ireland (+58%, again largely dominated
by one bank), while it has contracted noticeably in Cyprus (-15%). The amount of
non-loan exposures, such as debt securities, again varies significantly across
countries. While on average the share of debt securities in total assets is 14%, in
some countries these play a more prominent role for the investment mix of LSls
(such as in Portugal, Italy, France, Spain and Latvia). The amount of cash holdings
is elevated in Lithuania (driven by fintech entities, where investment business is
lagging behind collection of funds), Luxembourg (coming from the strong asset
management and custody business at several LSIs) and to a lesser extent in Latvia
(resulting from a slowdown in loan business), Cyprus and Ireland (possibly due to its
hub nature for non-euro area banks).
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Funding via household and non-
financial corporation deposits
remains key, as further highlighted
by the recent change to the funding
structure due to the repayment of
central bank liquidity programmes.

Chart 8
Composition of assets of LSIs: fourth quarter of 2023

(percentages)
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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: SSM LSiIs (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant

between the fourth quarter of 2021 and the fourth quarter of 2023). Loan breakdown based on gross loan amount; remaining balance

sheet positions are reported in carrying amounts.

Household deposits remain the main source of funding, especially after the
repayment of central bank funding. As shown in Section 3.5, European LSIs
generally rely heavily on deposits from households as their key funding source,
accounting for around 47% of total LSI liabilities and equity, further increasing in
2024. The market share for the second most relevant funding source — NFCs —
recently declined from 15.2% to 14.5%. Consequently, asset growth has been
funded predominantly by the collection of additional deposits (+1.6%; Sls: -1.1%),
largely from households (+5.3%; Sls: +5.4%) and from NFCs (+5.3%; Sls: +8.4%),
which — together with a material increase in interbank funding — has more than
compensated for the reduction in central bank funding, which has fallen by 72% or
€156.4 billion. At the same time, the amount of equity has risen by 11% or €51.9
billion. The remaining gap to asset growth (€153.6 billion or +3.2%) has been
covered by the growth of debt securities (+€19.9 billion).
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Chart 9
Composition of liabilities of LSIs: fourth quarter of 2023

(percentages)
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Source: ECB calculations based on SSM List of Supervised Entities, FINREP F 01.02, F 01.02_dp, F 08.01.a, F 08.01.a_dp.
Note: SSM LSis (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).

As for assets, we also see significant differences across countries for liabilities.
Lower shares of deposit funding are observed in some countries such as France
(coming from the business models and size of French LSls, which are diverse and
do not systematically target retail customers), Luxembourg and Ireland (both are
strongly funded via financial counterparty deposits). Central bank funding usually
plays a minor role, except for Italy (where investing funds in government bonds has
been a popular alternative to placing them as deposits at LSIs) as well as Slovakia
and Cyprus (because of the prominent use of central bank liquidity programmes).
Since December 2021 the materiality of central bank funding has fallen noticeably in
Portugal, Italy, Austria and Spain due to the repayment of central bank liquidity
programmes. In countries with well-established covered bond and securities
markets, debt securities issuance often plays a considerable role, as observed in
France for some of the largest LSIs, Finland and to a lesser extent also in Austria at
least for larger LSls, the Netherlands and Ireland. In Finland there has even been a
further increase in debt securities funding, which was already a material funding
source for the Finnish LSiIs.

Looking ahead, as relative growth in deposits has been stronger for Sls than for LSls
and hence LSIs have slightly lost market share here, this might result in the need to
offer more attractive deposit rates, translating into higher funding costs and dragging
on profitability.
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3.2

Average RoA has recovered
significantly ...

...driven by growth in interest
income until the third quarter of
2023, despite a significant increase
in interest expenses.

Profitability

ROA for LSIs recovered from 0.3% in 2021 to 0.5% in 2023 (Sls: 0.6%), while RoE
increased from 3.5% to 5.2% (Sls: 9.3%). The development of profitability between
December 2021 and December 2023 was driven by a significant increase in NIl
offsetting major losses in trading income.

Chart 10
Change in year-end results for LSls: December 2021 vs December 2023

(EUR millions, percentages)
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Source: ECB calculations based on SSM List of Supervised Entities, F_02.00, F_02.00_dp.
Note: SSM LSis (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).

The ratio of NIl to total assets, supported by the increase in interest rates, rose
from 1.2% to 1.8%; in relation to operating income, it increased from 51% to
60%, which allowed banks to widen their net interest margin from 1.3% to 2.0%.
Starting in the fourth quarter of 2022, both interest income and expenses increased
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The abrupt correction of market
rates in 2022 led to major
intertemporal valuation losses in
some debt securities portfolios.

Impairments and provisions are
slowly increasing from historically
low levels.

significantly. Given that the relative growth in interest expenses was twice as strong
as for interest income, the increase in NIl slowed down significantly and almost
stabilised in the second half of 2023.

Trading income recorded a major loss in 2022, driven by value adjustments to
investment portfolios. This was mainly due to German LSiIs, given their dominance in
the European LSI sample and the implications of German GAAP for the valuation of
banking book securities. In other countries, LSIs experienced less of this effect as
losses on bond portfolios did not immediately pass through the profit and loss
account. The total trading loss for LSls amounted to €11.0 billion in 2022, which
normalised in 2023 to a profit of €4.1 billion. The rebound was again most
pronounced in Germany, supported by the reclassification of securities and pull-to-
par effects.

The temporary hit from securities valuations was also very visible from the number of
loss-making entities: in total, there were 92 loss-making entities in the LSI sector in
2023 compared with 121 in 2021. However, the number jumped temporarily in the
first quarter of 2022 to more than 800 entities, as in particular in Germany, Estonia,
Austria, Spain and Italy the share of loss-making entities peaked between the first
and the third quarter of 2022.

Net fee and commission income (NFCI) at the same time remained stable at 0.8%
in relation to total assets; hence, in nominal terms grew roughly in line with total
assets and was not a key driver of the change in profit levels. Administrative
expenses also remained largely unchanged, even from a medium-term perspective
over the last eight years, at around 1.8% against total assets. Consequently, the
cost/income ratio for the LSI sector stood at 59.4% (Sls: 57.0%) in 2023, a
significant improvement compared with 2021, when it stood at 70.2% (Sls: 64.3%).
Sls saw an improvement of only around 7 percentage points. However, net
impairments and provisions for LSIs deteriorated on average in the SSM,
increasing from -0.06% as a percentage of total assets in the fourth quarter of 2021
to -0.27% in the fourth quarter of 2023. Despite this rise, the level of provisions
remains contained.

Profit levels across and within countries as well as the magnitude of recovery
differ materially, with small pockets of both high loss-making and very profitable
entities in several countries.
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Chart 11
Annualised RoE and RoA by country for LSIs
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Source: ECB calculations based on SSM List of Supervised Entities, F_02.00, F_02.00_dp, F_01.01, F_01.01_dp, F_01.03,
F_01.03_dp.

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 one year of observations. SSM LSIs (excluding branches) at the highest level of
consolidation (excluding FMIs and institutions that were significant between the fourth quarter of 2021 and the fourth quarter of 2023);
Values not displayed in chart a (RoE): LT (-61.1%); Values not displayed in chart b (RoA): LT (-9.1%).

These differences across countries are caused by various factors as for example
more structural drivers, such as the specific structure and nature of national banking
sectors (e.g. the French banking sector is characterised by numerous rather small
entities that might struggle more than others with cost efficiency), banks benefiting
from being niche players with specialised business models, enabling them to achieve
attractive margins in their areas of activity (e.g. in Luxembourg, the Netherlands and
Belgium) or the hub nature of certain LSIs (e.g. in Ireland, where several LSls act as
an entry point to the European banking sector). Also, interest rate fixation patterns
(see below) seem to be a structural feature which differs across countries.

Certain macro dynamics of course impact profitability, such as strong loan growth
(e.g. in Ireland, Malta, Germany and Latvia), the share of new fintech entities in the
start-up phase (e.g. in Estonia and Latvia) or ongoing restructuring efforts (e.g. in
Greece, Cyprus and Italy) alter the profitability levels. Finally differences in national
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Recovery of income is also
dependent on national
characteristics such as loan growth
and share of loans with fix rate
agreements.

accounting frameworks can also have relevant implications, in particular for the
timing of profit/loss recognition.

With regard to income components across countries, the general improvement in
NIl occurred in all countries, although to different extents. National differences were
caused on the one hand by different levels of loan growth as well as sometimes
specialist niche players. On the other hand, the speed and magnitude of the positive
shifts were also dependent on national patterns in the fixation of loan interest rates
(Chart 12). Countries with a traditionally higher share of fixed rate loans benefited to
a lesser extent from higher interest rates (such as Germany and Belgium), compared
with countries where loans are usually contracted with shorter interest rate fixation
periods (such as Finland, the Baltic States, Portugal, Cyprus and Spain).

Chart 12
Interest fixation pattern for household mortgage loans
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Sources: ECB (AnaCredit), ECB (MIR) and ECB calculations. Some countries are not displayed due to incomplete data.
Note: Right-hand scale represents approximation using cumulative mortgage loan flow data.

Not only does NIl differ across countries, but the relevance of NFCI compared with
NIl also varies considerably. In most cases, the share of NFCI in operating income is
between 15% and 30%, while it is lower in Estonia and Cyprus and higher in
Belgium, France, Lithuania, Luxembourg, and the Netherlands due to LSls in these
countries having very specific business models focusing on asset management or
transaction banking.

As a result, at different profit levels, the cost/income ratio also varies materially
across countries, with a tendency for more negative outliers (meaning banks with an
above-average cost/income ratio) than positive outliers in nearly all countries.
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Chart 13
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.

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 one year of observations. 11 observations for three banks were excluded as
their values were outside the range displayed. Values outside axis range are LT (290%). SSM LSIs (excluding branches) at the highest
level of consolidation (excluding FMIs and institutions that were significant between the fourth quarter of 2021 and the fourth quarter of
2023).

A business model breakdown of LSIs’ profitability reveals that retail and consumer
lenders together with diversified lenders are among the weakest performers. Their

average RoA against the cost/income ratio is reflective of the strong competition in
this market.

Chart 14
Profitability by business model
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Source: ECB calculations based on SSM List of Supervised Entities (excluding FMIs), FINREP F_01.01, F_01.01_dp, FINREP
F_02.01, F_02.01_dp.

Note: SSM LSiIs (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).
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The significant improvement in
profitability may conceal more
issues ahead in profitability and
asset quality. Banks hence need to
use this boost in profitability to
overcome these deficiencies.

Overall, the sector has substantially benefited from the increase in interest
rates, and hence, the increase in profitability will help LSIs to bring forward balance
sheet clean-up and implement structural adjustments to their business, also in the
light of innovative technologies they can use to remain competitive in the medium to
long term. The repricing of liabilities has been relatively slow, while interest income
from non-retail and rather short-maturity business has increased significantly. The
guestion remains whether this effect might be masking more medium-term structural
profitability challenges. It is not unlikely that several LSls could face tougher
profitability challenges again as repricing on the funding side gains pace while
additional income opportunities remain limited. In addition, a continued increase in
loan loss provisions, reflecting the challenging macroeconomic situation for many
borrowers, will further weigh on earnings. So far as per second quarter 2024
profitability was still stable, as further increases to NIl remained limited, while NFCI
was slightly lower.

LS| supervision report 2024 — Key developments in the LS| sector 28



3.3

NPL levels have passed their
trough and are on the rise again,
but at comfortable levels on
average.

At the same time, a significant
amount of legacy NPLs remain, as
success in dealing with legacy
NPLs depends largely on individual
banks’ capacity and ambition to
tackle these exposures.

Credit risk

Over the observed period, the aggregate LSI NPL ratio?? in the SSM was initially
following a downward path, reaching a record low of 2.05% in the first quarter of
2023, before the trend reversed and the NPL ratio increased to 2.37% as of the
fourth quarter of 2023, 14 basis points higher than in 2021. Consequently, for the
first time in ten quarters the LS| NPL ratio moved above that of SIs (Chart 15).

Chart 15
Evolution of NPL ratios

(percentages)
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Source: ECB calculations based on SSM List of Supervised Entities, FINREP F_18.00a, F_18.00a_dp.
Note: SSM LSiIs (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).

At SSM level, the majority of LSIs (60.1%) continue to have NPL ratios lower
than or equal to 2%, although their share has reduced somewhat compared with
the fourth quarter of 2021 (64.5%). At the other end of the spectrum, the share of
LSIs with NPL ratios higher than 5% has also decreased marginally versus the fourth
quarter of 2021 (-0.3%), standing at 9.5% as of the end of 2023. In jurisdictions such
as Cyprus, Greece, Croatia, Latvia and Slovakia, the majority of LSIs are in fact
high-NPL banks, accounting for a share ranging from 60% to 100% (Chart 16).

Further analysis of developments at country level reveals that between December
2021 and December 2023 the LSI NPL ratio decreased materially in Greece
(-12.9%, because of major growth in the loan book as denominator, licence
withdrawal of one entity and mergers), Cyprus (-6.5%), Latvia (-3.9%) and Croatia
(-3.2%) (in several cases driven by portfolio sales of individual banks), which was
offset by higher NPL levels in Austria, Luxembourg (+0.8%) and Lithuania (+0.7%).

22 Please note that in contrast to the previous iteration of the LSI supervision report, the NPL ratio
excluding cash balances at central banks is considered.
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Chart 16
LSI clustering by NPL ratio buckets (excluding cash balances at the central bank)
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Source: ECB calculations based on SSM List of Supervised Entities, FINREP F_18.00a, F_18.00a_dp.
Note: SSM LSis (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).

A closer look at LSIs’ loan book composition sheds further light on key patterns and
dynamics with respect to NPL levels and coverage (i.e. the portion of NPLs covered
by provisions). Chart 17 illustrates the major counterparty categories for LSIs at SSM
level, with RRE accounting for the vast bulk (76.5%) of the €1,591 billion in loans to
households, followed by consumer credit (CC) at only 7.4%. SMEs account for a
significant share (54.8%) of the €1,163 billion in LSI loans to NFCs, with loans
secured by commercial real estate (CRE) constituting another important segment
(42.3%)%. The aggregate LS| NPL ratio for loans to NFCs (fourth quarter of 2023:
3.9%; fourth quarter of 2021: 3.5%) is more than twice as high as that for loans to
households (fourth quarter of 2023: 1.7%; fourth quarter of 2021: 1.8%).

28 The NFC sub-segments CRE and SME are not mutually exclusive, i.e. the breakdown displayed should
be interpreted as an indication of their respective individual weights in the overall NFC portfolio. The
“other” category is calculated as the residual but likely understates the share of NFC loans that are
neither CRE nor SME due to their overlap, which cannot be quantified based on FINREP. For countries
with data point (DP) reporters, segment data might be incomplete due to requirements for less granular
reporting in some of the accounting portfolios.
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Chart 17
Breakdown of NFCs and households by segment
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Source: ECB calculations based on SSM List of Supervised Entities, FINREP F_18.00a, F_18.00a_dp.
Note: SSM LSis (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).

The breakdown of the household portfolio (Chart 18) highlights the elevated riskiness
of CC as the segment with the highest NPL ratio (5.0%). The comparatively high
coverage ratio (43.1%) is consistent with the fact that consumer loans tend to have
larger proportions of unsecured exposure. On the contrary, RRE is the segment with
the lowest NPL ratio (fourth quarter of 2023: 1.1%) and lowest coverage ratio
(21.2%) at SSM level. Focusing on NFC loans (Chart 19), both the SME (fourth
quarter of 2023: 4.2%) and CRE (fourth quarter of 2023: 4.1%) segments have seen
their NPL ratios increase by around 20 basis points, with the coverage ratio being
notably higher for SME (37.9% vs 30.5% for CRE), presumably also reflecting the
generally larger degree of collateralisation in CRE lending?*.

The country breakdowns highlight not only the well-known and sustained cross-
country differences in NPL levels (also discussed earlier in this section), but also
significant differences in the coverage ratios within the same counterparty segments,
e.g. ranging from 3.0% in Belgium to 69.6% in Slovenia for RRE, and from 6.7% in
Lithuania to 57.3% in Slovenia for CRE. Apart from idiosyncratic bank/portfolio
factors that might affect the averages, especially for jurisdictions with small LSI
populations, this can to some degree be explained by differences in the average
vintage of NPLs and the level and type of collateralisation but might also reflect
cross-country differences in provisioning practices.

24 Further details on CRE can be found in the dedicated information box.
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Chart 18
Breakdown of household portfolio by segment — NPL and coverage ratios

(left-hand scale: NPL ratios by segment, percentages; right-hand scale: coverage ratios by segment, percentages)
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Source: ECB calculations based on SSM List of Supervised Entities, FINREP F_18.00a, F_18.00a_dp., FINREP F_18.00b,
F_18.00b_dp.

Notes: SSM LSiIs (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023). Some countries are not displayed due to methodological
confidentiality rules (see Annex D). Not displayed due to scale: CC coverage ratio for HR: 97.5% and IE: 85.3%. For some countries
size and materiality of the CC and/or CRE segments over total loan book might be very limited.

Chart 19
Breakdown of NFC portfolio by segment — NPL and coverage ratios

(left-hand scale: NPL ratios by segment, percentages; right-hand scale: coverage ratios by segment, percentages)
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Source: ECB calculations based on SSM List of Supervised Entities, FINREP F_18.00a, F_18.00a_dp., FINREP F_18.00b,
F_18.00b_dp.

Notes: SSM LSls (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023). Some countries are not displayed due to methodological
confidentiality rules (see Annex D). Not displayed due to scale: SME coverage ratio for SI: 73.1%.
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Box 3
Commercial real estate exposures in the less significant institution sector

The commercial real estate (CRE) sector has drawn significant public attention in recent years due
to the impact from the shift in interest rates and structural changes brought about by the pandemic
and evolving consumer habits, which has led to lower office occupancy and accelerated
transformation and digitalisation of the retail business.

Chart A
LSl and S| market shares and NPL ratios in the CRE segment

(left-hand scale: LS| and SI market shares in the CRE segment, percentages; right-hand scale: LS| and S| CRE NPL ratios, percentages)
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Source: ECB calculations based on SSM List of Supervised Entities, FINREP F_18.00a, F_18.00a_dp.For countries with data point (DP) reporters, which in
some jurisdictions represent the majority of the LS| population, segment data might be incomplete due to requirements for less granular reporting in some of
the accounting portfolios.

Notes: SSM LSls (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant between the fourth quarter of
2021 and the fourth quarter of 2023). This means that branches and entities that are subsidiaries of SSM parent entities are included in the total CRE
exposures oof 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 Sls in these countries include the total CRE exposures 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 in the chart. Not displayed due to scale: LS| CRE NPL ratio for GR: 50.6%.

As of the fourth quarter of 2023, total loans secured by CRE?® amounted to €2.1 trillion for the
whole SSM banking system (Chart A). In terms of market share, the contribution of LSIs was
relatively moderate at 23.3% (€492 billion). However, the picture is not homogenous across
countries and the LSI share ranges from less than 3% in three countries to more than 30% in six
countries. This implies that different jurisdictions are exposed in an unequal way to risks stemming
from the LS| CRE segment, which is further evidenced at the bank level: as of the fourth quarter of
2023, there were 213 individual LSls, for which loans backed by CRE accounted for more than 30%
of the total loan book, with the majority stemming from Germany (157 LSls), followed by Austria (12
LSIs), Italy (10 LSIs) and Cyprus, Luxembourg, Slovenia and Slovakia (1 LS| respectively).
Especially in countries where LSIs tend to have a smaller share of the local CRE market, non-
performing loan (NPL) ratios for these LSI portfolios are often higher than for their national

25 Numbers based on FINREP reporting. Note that the underlying concept of “loans secured by
commercial immovable property” is broad and goes beyond loans financing income-producing
commercial real estate (such as office buildings rented out to external tenants). The latter are more

exposed to the interest rate shifts and structural changes mentioned than, for example, loans granted

to finance manufacturing business, with the manufacturer’s premises serving as collateral.
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significant institution (SI) competitors, which might indicate that LSIs are occupying riskier client
segments.

The degree to which these CRE exposures are subject to surging refinancing and default risk linked
to the changes in the interest rate environment depends, among other factors, on the maturities,
interest rate profiles and repayment structures of the underlying loans. Indicative evidence?®
available suggests that the use of very short maturities (with regular rollover) as well as bullet and
balloon repayment structures, implying large instalments due at maturity, is less common in the LSI
compared with the Sl sector, in particular in jurisdictions with larger LS| CRE exposures. Variable
interest rate structures, which have immediate cash flow implications for borrowers upon reset, do
however also appear prevalent in the LSI sector, with the exception of Germany. While these
observations suggest that, for LSIs as a whole, short-term challenges in CRE lending may be
somewhat less pronounced than for larger banks, medium-term and longer-term structural factors
like the ones mentioned at the start of this box (also including requirements for properties to comply
with energy efficiency standards) imply that CRE lending will remain a key focus point of credit risk
management in the years to come.

Box 4
Geopolitical tensions and its impact on the less significant institution sector

1. Heightened geopolitical risks have been a persistent phenomenon in recent years. The
general outlook also remains uncertain, with the risk of a sudden further reamplification of
geopolitical tensions. The potential repercussions of such events could be wide-ranging. Even
though banks in the Single Supervisory Mechanism, including less significant institutions
(LSIs), have proven to be resilient so far, both supervisors and banks should remain vigilant.

2. Inthis context, before the Russian invasion of Ukraine, the LSlIs already exhibited limited direct
exposures to the two countries, which were concentrated in a few institutions. Since then, LSIs’
total direct exposures to Russian counterparties have decreased by 51%, amounting to €1.48
billion as of the fourth quarter of 2023. Six LSls with connections to Russia have exited the
market, and another six entities have taken actions to close or curtail their Russian
subsidiaries. While these developments clearly indicate that LSIs’ vulnerability to first-order
implications from the conflict is decreasing, supervisors continue to monitor the situation at
LSIs where sizeable exposures remain.

3. With regard to the conflict in the Middle East, which flared up in the last quarter of 2023,
available data indicate minor direct LS| exposures to countries in the region?’, standing at
€1.27 billion and distributed among a few entities in Germany, the Netherlands, Luxembourg,
Austria and ltaly.

26 Source: Anacredit.
27 Israel, Palestine, Lebanon, Jordan and Egypt.
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4.  Apart from risks related to regular banking business, financial market infrastructures with a
banking licence have proven to be particularly exposed to geopolitical risks due to the
specificities of their business model, including legal and compliance risks related to seized
assets as a consequence of international financial sanctions regimes.

5.  While the immediate consequences of such geopolitical events could be perceived as
contained for LSls, the second-order effects (e.g. volatility in energy prices and heightened
inflation, exposures to affected sectors, increased IT and cyber risk) are major points of
attention and are likely to remain in the supervisory focus in the coming years.

3.4

LSIs’ capital ratio further increased
to a TCR of 19.12%, with a CET1
share exceeding that of Sls.

Capital adequacy

The key capital metrics indicate a comfortable position for LSIs on the back of
improved profitability.

The total capital ratio (TCR) stood at 19.2% as of the fourth quarter of 2023 (Sls:
19.8%), 37 basis points higher compared to the fourth quarter of 2021 (18.8%; Sls:
19.6%). Capital levels over the course of these two years recovered, reaching their
lowest point in the third quarter of 2022 (18.3%; Sls: 18.7%). These fluctuations were
caused to a large extent by temporary losses mainly in Germany, as the positive shift
in interest rates in conjunction with the requirements of German GAAP resulted in
the need to immediately recognise negative changes in market value for current non-
trading financial assets. From the fourth quarter of 2022 onwards, this effect started
to fade out and the aggregate SSM capital position showed improvements. A
decomposition of the different elements of the TCR indicates that between
December 2021 and December 2023 the increase in total capital — supported by
higher earnings specifically in 2023 — was the main driver of the ratio’s
evolution, while growth in total assets and RWA density was only moderate.

CET1 ratios mirrored the developments described above, standing at 17.9% as of
the fourth quarter of 2023 (Sls: 15.8%) (Chart 20). The share of CET1 in total
capital further increased slightly to 93.3% in the fourth quarter of 2023 from
92.1% in the fourth quarter of 2021. Sls exhibited a higher TCR (19.8%) but lower
CET1 ratio (15.8%), reflecting stronger utilisation of and reliance on Additional Tier 1
and Additional Tier 2 instruments compared to LSIs.
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Capital ratios differ greatly in the
SSM due to country-specific
developments, especially in smaller
countries.

Chart 20
CET1 ratio and TCR — Sls vs LSlIs
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Source: ECB calculations based on SSM List of Supervised Entities, COREP C 01.00 and C 02.00.
Note: SSM LSiIs (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fou rth quarter of 2023).

The distribution of CET1 ratios across the LSI population provides further evidence
of comfortable capital ratios, with more than 75% of LSIs exhibiting ratios greater
than 15%.

Chart 21
Percentage share of LSIs and Slis by capital bucket (CET1 ratio)
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Source: ECB calculations based on SSM List of Supervised Entities, COREP C 03.00.
Note: SSM LSiIs (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).

A country-specific breakdown of TCR by jurisdiction shows several key
differences (Chart 22). First, there is a notable divergence across country medians,
ranging from 39.5% (Ireland) to 15.2% (Greece). Second, some jurisdictions such as
Slovakia, Malta and France exhibit material within-country variance. That being said,
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there is no clear-cut correlation between the within-country variance and the number
of LSIs or their market share.

Chart 22
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 one year of observations. SSM LSIs (excluding branches) at the highest level
of consolidation (excluding FMIs and institutions that were significant between the fourth quarter of 2021 and the fourth quarter of
2023); Values not displayed in chart: LU (78.7%), FR (89.0%), SK (95.7%), MT (84.1%)

When reviewing the developments at country level over time, several additional
aspects are worth highlighting. Owing to the emergence of a number of “neobanks”
in the past two years, total assets in Lithuania have increased sharply by 459.3%,
with a corresponding (albeit smaller) increase in RWAs (275.0%) and lesser increase
in total capital (158.0%). Consequently, the average TCR in Lithuania has fallen by
930 basis points, although it still remains above the SSM average at a comfortable
20.5%. Furthermore, total assets in Estonia have grown significantly by 71.8%, but in
this case with no negative impact on the TCR. The two Baltic jurisdictions have some
of the highest inflation rates in the euro area, which is affecting nominal growth
figures. This has, however, little impact on the SSM aggregates given these two
countries’ relatively small share in the LSI market. Further marked increases in the
TCR (in the range of 400-700 basis points) have been observed in Cyprus, Greece
and Slovenia, but the underlying drivers are different. In Cyprus, this was due to a
de-risking of the overall balance sheet, with total assets decreasing by 4.5%, RWAs
falling by 14.8% and total capital growing by 17.3%. By contrast, in Greece and
Slovenia there was an expansion of total assets and RWAs, which was accompanied
by an even stronger increase in capital.

Analysis of LSIs' compliance with the Pillar 2 capital requirements set by NCAs
as part of the SREP process (see chart 23) shows generally comfortable headrooms
(i.e. excess of the levels of total capital with respect to the relevant requirements) as
of Q4 2023. In 8 countries the median P2R capital headroom for LSls exceeded
10%, while ranging from 8% to 10% in another 10. The median P2R headroom
across all SSM LSIs was 8.8%, strongly driven by the countries with the largest LSI
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The SSM LSI leverage ratio
remains well above the regulatory
limit and has even increased
further, although a country
breakdown reveals incongruent
trends.

populations. The observed distribution around the SSM median shows that for most
LSIs, total capital headroom stood in a range of 7% to 12%, with few LSiIs falling
significantly below that range and a notably higher number materially exceeding it.

Chart 23
Capital headroom with respect to overall capital requirements (capital supply
compared to P2R capital requirements)
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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 (narrow bars), the median (mark in the box) and the interquartile range
between the 25th and 75th percentiles (thick box) as of Q4 2023. Sample: SSM LSls (excluding branches) at the highest level of
consolidation (excluding FMIs and institutions that were significant between the fourth quarter of 2021 and the fourth quarter of 2023);
Values not displayed in chart: LU (65.3%), FR (85.3%), SK (53.9%), MT (58.3%)

The overall risk exposure density (risk exposure amount over total assets) has
marginally increased by 1.2%, standing at 51.1% as of the fourth quarter of 2023 and
hence is still notably higher than for Sls (33.8%). It should be noted in this respect
that the use of internal models to calculate risk exposures is much less pronounced
among LSls than Sls, as for LSIs 95.9% (Sls: 40%) of credit RWAs are determined
by applying the standardised approach.

The leverage ratio serves as a simple, non-risk-based “backstop” to capital ratios
based on RWA and is calculated by dividing Tier 1 capital by the total exposure
amount, including assets and off-balance-sheet items without risk-based
adjustments. As of the fourth quarter of 2023 the aggregate LSI SSM leverage ratio
improved to 9.4% (Sls: 5.8%) compared with 9.1% as of the fourth quarter of 2021.
Looking at individual jurisdictions, this improving trend was evident in 14 countries,
with Greece displaying the most relevant growth (+4.0 percentage points). In the
remaining eight countries, the leverage ratio showed signs of deterioration. This was
especially the case in Lithuania (-5.1 percentage points). Croatia (-1.4 percentage
points), Latvia (-1.5 percentage points) and the Netherlands (-1.1 percentage points)
also saw their leverage ratio decline notably.

Nevertheless, 88.5% of LSIs (Sls: 45.8%) still have a leverage ratio above 7%.
Compared with the TCR, the LSI leverage ratio shows smaller variance of medians
and a more consistent picture across jurisdictions.
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3.5

Chart 24
Leverage ratio by bucket and 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 one year of observations. SSM LSIs (excluding branches) at the highest level
of consolidation (excluding FMIs and institutions that were significant between the fourth quarter of 2021 and the fourth quarter of
2023); Values not displayed in chart: |E (66.4%), FR (73.7%), MT (41.0%), LU (56.1%)

Funding and liquidity

Despite liquidity risk receiving heightened attention in the recent past, the
situation in the euro area banking system including the LSI sector remains
stable. Reductions in central bank liquidity programs have been more than offset by
LSIs via growth in deposit collections, although LSIs seem to have lost market
shares in NFC deposits. Despite limited overall liquidity risk, idiosyncratic risk
patterns in individual LSls are monitored by supervisors.
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Deposits from households and
credit institutions have grown
strongly, more than offsetting the
decline in central bank funding...

...and further supporting strong
LCR levels on average.

Supervisors and banks alike have placed renewed focus on liquidity risks against the
background of non-euro area liquidity stress events at individual banks (see also
Section 4). In general, however, at least from a quantitative perspective, liquidity risk
remains low in the euro area, as LSIs’ liquidity position in 2023 benefited from a
continued increase in deposits. In relative terms, the growth of LSIs’ deposits
amounts to €61.4 billion (+1.6%), which is still lower than overall balance sheet
growth. Nevertheless — as mentioned above — deposits, especially from households
and NFCs in close conjunction with the development of central bank rates, are the
backbone of funding for LSIs. This relevance has increased even more since
December 2021, as their repayment of central bank liquidity programmes was largely
backed by the collection of additional household (+€115.8 billion; +5.3%) and NFC
deposits (+€35.6 billion; +5.3%), although in NFC funding LSIs seem to have
recently lost market share against Sls (see Section 3.1). Deposits from credit
institutions have also seen remarkable growth of €67.3 billion (+16.4%), increasing
financial sector interconnectedness. The remaining gap to fund the asset growth
(€153.6 billion; +3.2%) has been covered by the growth of debt securities (+€19.8
billion) and equity (+€51.0 billion).

The LCR of LSIs, an important supervisory metric for liquidity risk, has increased to
217.2% (Sls: 164.4%) on aggregate, well above the 100% regulatory requirement.

As for other risk metrics, liquidity risk metrics also differ significantly across
countries. More than 80% of LSIs have an LCR of above 150%, hence showing a
comfortable buffer above requirements. Just a few banks operate in a narrower band
of 100-150%, whereas this is specifically observable in Austria where many LSIs are
members of an Institutional Protection Scheme benefiting from a liquidity waiver, i.e.
LCR requirements have to be fulfilled at liquidity group level only.

Chart 25
LCR clusters by country

(percentages)
W 100% <LCR<135% W 200% <LCR<250%
135% <LCR<150% B 250% <LCR<350%
B 150% < LCR < 200% B LCR=350%

100%

90%
80%
0%
60%
50%
40%
30%
20%
10%

DE AT SK S8SM FI IE HR LV BE EE LT LU NL FR IT PFT GR S ES MI BG CY

Source: ECB calculations based on SSM List of Supervised Entities, COREP C 76.00.a.
Note: SSM LSiIs (excluding branches) at the highest level of consolidation (excluding FMIs and institutions that were significant
between the fourth quarter of 2021 and the fourth quarter of 2023).
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The NSFR, unencumbered assets
ratio and funding concentration ratio
also pointed to an easing of LSI
liquidity on average

The net stable funding ratio (NSFR) — due to its construction — tends to remain
very stable and hence is largely unchanged compared with the fourth quarter of 2021
at 132.5% (Sls: 126.5%). Dispersion across countries remains more limited than for
the LCR, with average values mostly between 125% and 170%.

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 86.5%
(Sls: 82.8%). The differences across countries remain limited, with none of the
countries showing exceptional low values for their LSIs on aggregate.

Funding concentration — expressed as the amount of funding at each bank
provided by their respective top ten funding counterparts — recently lowered to 18.8%
(compared with 19.6% in the fourth quarter of 2021). At country level, we see a high
concentration of funding coming from the top ten counterparties in some countries,
which seems to be partly driven by strong intragroup links (as in France) as well as
asset management footprints (as in Ireland and Luxembourg). At the same time,
numerous countries have significantly reduced their funding concentration, also
reflecting the repayment of central bank liquidity programme funds.
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4 Main LSI supervisory priorities and
activities

4.1 Overview of supervisory priorities

Every year ECB Banking Supervision, together with the NCAs, performs a thorough
assessment of the main risks and vulnerabilities faced by the Sls under its direct
supervision and sets its strategic priorities for the next three years accordingly.

In supervisory practice, these translate into activities in the areas of credit risk,
funding risk, business model risk, operational risk, governance risk and climate-
related and environmental (C&E) risk.

Key priorities for LSIs froman NCA  The SSM priorities also set the tone when NCAs lay down their national priorities for

perspective relate to credit risk, .. . e e e . . . .

operstional risk, govemance risk the supervision of LSIs in their jurisdiction. When setting these priorities to their

and business model risk. national LSI sectors, country-level idiosyncratic factors are considered, resulting in
specific focus topics. As outlined in Section 3, key priorities in LS| supervision across
NCAs were credit risk (in all countries, mostly as a first priority), operational risk
(in 17 out of 21 countries, often the second most relevant priority), as well as
governance (14 countries) and business model risk (13 countries). The overall

ranking of the various risk types has remained stable over the last three years.
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The key priorities from the previous
cycle remained broadly relevant for
the new 2024-26 cycle.

4.2

Figure 1
Ranking of key risks across countries

(ranking of key risks at national level)
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c) Governance d) Business model
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Source: NCA reporting.

The abovementioned priorities have generally remained key for the next cycle from
2024-26, with climate-related risks becoming the second most important priority for
Sls and some new focus activities being mapped accordingly. For 2024 NCAs again
very much focused on credit risk, set as the first priority in 12 out of 17 cases,
governance, mostly as the second or third priority (15 countries), and operational
risk (largely IT and cyber risks; 13 countries).

Off-site supervisory activities on the abovementioned priorities were supported by
218 onsite inspections on credit risk, 113 inspections with primary focus on internal
governance as well as 46 missions on operation risk conducted by NCAs in
individual LSIs. In total there were 475 onsite inspections conducted over the last 2
years.

Supervisory activities focusing on financial resilience

Financial resilience remains key, as despite temporary relief, profit generation
remains challenging given strong competition paired with changes in the
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42.1

Annual credit risk monitoring
provides a structured framework for
benchmarking and the ongoing
observation of trends.

4.2.2

In the light of materialised liquidity
risk outside the SSM area, funding
risks were reviewed in a triage
exercise and subjected to a focused
and targeted follow-up.

operating environment. The key focus areas for supervisors in 2022 and 2023
were credit and liquidity risk.

Annual credit risk monitoring

The annual monitoring of LSI credit risk metrics represents a framework for the
regular, structured and data-driven monitoring of SSM-wide credit risk trends,
focusing on analysis of trends and patterns and enabling cross-country
benchmarking. It aims to capture the diverse facets of credit risk by providing a
perspective on portfolio composition, credit growth, NPL evolution, provisioning and
classification. Some of the insights from the most recent iteration are described in
Chapter 3.3.

Funding plan assessment

In the light of developments in the interest rate environment and subsequent effects
on funding after years of abundant liquidity for financial institutions, SSM
supervisors also shifted their focus to liquidity and funding risk. Following
cases of extreme liquidity crisis leading to failures of non-EU banks in the first half of
2023, the SSM promptly performed a centralised screening exercise. Reporting
data from banks were assessed to identify possible early warning signals, leveraging
on indicators such as unrealised losses in bond holdings, funding vulnerabilities
related to share of deposits not covered by guarantee schemes, concentration of
funding sources as well as growth of business activities. For those banks identified
as being potentially vulnerable, the SSM performed a targeted follow-up.

While no immediate threats were identified, the SSM continued its monitoring
activities in consideration of the ongoing (at the time) tightening phase of monetary
policy as well as possible shortcomings in the funding risk management capabilities
of banks. In the second half of 2023 the SSM launched a targeted review of
funding risk for a sample of approximately 100 LSIs from 18 euro area countries.
The targeted review leveraged, for proportionality reasons, on regulatory reporting
and ILAAP submissions. For LSIs not required to submit a Funding Plan according to
the EBA Guidelines on harmonised definitions and templates for funding plans of
credit institutions?®, the SSM required the submission of a proportionate subset of the
Funding Plan template data points. The exercise was performed by a joint working
group, composed of ECB and NCA members. The working group designed a
proportionate methodology for LSls, leveraging on the EBA funding plan template
and the ECB guide to the Internal Liquidity Adequacy Assessment Process (ILAAP).
The analysis focused both on the risk management capabilities of these LSIs as well

28 EBA/GL/2019/05 require Competent Authorities to “ensure that the largest credit institutions in terms of
volume of assets in each Member State are covered, and that the coverage amounts to at least 75% of
the banking system’s total consolidated assets in that Member State”. While some Competent
authorities collect Funding plans from all the banks operating in that Member States, others have
decided to not extent the requirement beyond the 75% coverage.
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4.3

43.1

Practices around IT risk supervision
still diverge across the SSM and
hence are the focus of exchanges
between supervisors.

as on the soundness of their funding plan projections. Depending on the results and
lessons learned from this exercise, further steps may follow.

Supervisory activities focusing on operational resilience

During the COVID-19 pandemic, banks were forced to improve their
operational capabilities at short notice. While banks in the end navigated quite
well through the pandemic, entities are under pressure to continue improving their
operational resilience. Digitalisation is not only changing the business environment
and patterns, but is also leading to an increase in new threats such as IT risks, cyber
risks and money laundering. Banks are increasingly forced to develop and facilitate
processes using modern state-of-the art technologies and implement suitable entity
and governance structures. As a result, the ECB and NCAs are also focusing on IT
risk and digitalisation and as well as continuing their efforts around banks’
governance.

ICT risk supervision

The Digital Operational Resilience Act (DORA), which will be introduced in 2025,
aims to remove legislative disparities and address uneven national and regulatory
supervisory approaches regarding ICT risk (Recital 9 DORA). Prior to its
implementation, the ECB prepared an internal overview of the 2023 LSI
supervisory practices applied to ICT risk.

The implementation of DORA presents challenges for the current structure, where
most NCAs assign a separate SREP score for ICT risk. In most LSI jurisdictions, the
key ICT-relevant supervisory products for LSIs refer to SREP decisions and
on-site inspections, while enforcement is based on remedial action plans proposed
by LSiIs following supervisory recommendations and provided there are no
administrative penalties. In line with its 2024 supervisory priorities, the ECB will
follow up on the supervision of LSIs’ operational resilience readiness. At the same
time, both ECB and NCAs are dedicating significant efforts to a capacity building in
the LS| community through sharing of experience and trainings. he challenges in
building up sufficient IT-related expertise are mostly addressed by (i) recruiting ICT
experts, (ii) providing training and/or support to general supervisors, and (iii)
establishing a dedicated ICT unit.
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4.3.2

2022 and 2023 were devoted to
defining the follow-up by NCAs on
findings made during the thematic
review on governance in 2021 in
order to address the key
weaknesses.

Figure 2
LSI ICT risk supervision approaches compared to LSI landscapes

| > 1% of all LSls | <1% of all LSls |

Equals 100% index
size

for all displayed
market shares

EE

| LU=

NCAs' L SIIT Risk Supervision
Organisation — internal factor

- multi-pooled
pooled (3-in-1)

non-pooled

Market share = 25 %

HRIZ
- LSIT landscape — external factor

s K

‘ E I E 1 LSI requlatory framework — external factor

EBA guidelines transposed as
legal reguirement

D concentrated [T systems of LSIs
(like IPS members)

Market share < 25 %

2 pooled before 2017

Source: ECB visualisation based on NCA feedback.

Internal governance

As part of its LSI oversight role, the ECB carried out a thematic review of the
governance arrangements of LSls in 2021-22, in cooperation with the SSM NCAs.
The thematic review involved data collection from a sample of more than 200 LSls
across the 21 SSM countries and covered a broad range of aspects related to LSIs’
internal governance arrangements, especially the setup and functioning of their
supervisory bodies (i.e. the management body in its supervisory function — such as
the board of directors or supervisory board), as well as the related national
supervisory practices.

The findings from the thematic review revealed issues concerning the boards’
composition, in particular regarding the formal independence, experience and
diversity of board members. In addition, supervisory concerns were raised about the
functioning and oversight role of supervisory boards. Furthermore, it was found that
internal control functions had partially insufficient direct access to the boards, and
risk committee structures or alternative arrangements were not always in place.

In 2022-23 the NCAs submitted action plans on how they aimed to follow up on the
identified findings for the LSlIs in their respective jurisdictions. To facilitate this
process, several interactions between the ECB and the NCAs took place, while a
workshop with the NCAs across 21 SSM jurisdictions was organised to share good
practices when assessing LSIs’ internal governance arrangements. Since then,
significant progress has been made by NCAs to enhance their supervisory practices
when assessing LSI governance arrangements.

Overall, LSIs are still lagging behind Sls, especially regarding the formal
independence of board members as well as diversity aspects, including the diversity
of board members’ expertise. To promote further convergence and good practices

LS| supervision report 2024 — Main LSI supervisory priorities and activities 46



4.4

Climate change has become a key
topic for the SSM given the
medium-term to long-term effects
on banking. Consequently, a
stocktake of NCA practices was
carried out.

regarding LSI internal governance across the SSM, the ECB (via its LS| oversight
country desks) will continue to closely monitor and follow up bilaterally with NCAs on
the progress in addressing remaining gaps and weaknesses concerning LSiIs.

Climate change

Supervision of climate-related and environmental (C&E) risks was a priority
area of LSl oversight in 2022 and 2023, in line with the SSM priorities. In this
respect, the ECB has launched several initiatives in recent years to take stock of
how NCAs have implemented their own C&E risk agendas. Moreover, the ECB
offered the possibility for NCAs to opt in for some ECB supervisory exercises, i.e. the
2022 ECB thematic review on C&E risks?® and the 2022 ECB supervisory
assessment of institutions’ C&E risk disclosures®, while providing regular training
sessions open to NCA staff.

The ECB guide on C&E risks®?, published in November 2020, contained a
recommendation for NCAs to apply to LSIs the expectations it set out in a manner
that is proportionate to the nature, scale and complexity of the activities of the
institution concerned. Accordingly, most NCAs have already set expectations
regarding C&E risks addressed to LSIs and have performed dedicated C&E
risk supervisory assessments to evaluate their respective institutions’ ability to
adequately identify and manage C&E risks and their capabilities to steer C&E risk
strategies and risk profiles. Such assessments, in line with the 2022 ECB thematic
review on C&E risks®?, have revealed that, compared with Sls, a larger share of LSIs
are in the early stages of development. Nonetheless, an increasing number of LSIs
have developed good practices in specific areas, such as conducting materiality
assessment for credit risk, assigning responsibilities to the management body and
strategy setting.

In a few cases, NCAs have set institution specific deadlines aligned with those
of the ECB®* based on the application of proportionate supervisory action.

The ECB continues to support NCAs by sharing centrally developed
methodologies, templates and tools. Given the key importance of these risks in
the upcoming Capital Requirements Directive (CRD6/CRR3), the ECB will continue
facilitating the mutual learning and exchange of best supervisory practices. Looking
ahead, the implementation of new mandates for competent authorities, particularly
on transition planning, will represent a key development area for both NCAs and
LSls.

2% ECB, “Walking the talk: Banks gearing up to manage risks from climate change and environmental
degradation”, November 2022.

30 ECB, “The importance of being transparent: A review climate-related and environmental risks
disclosures practices and trends”, April 2023.

31 ECB, “ECB publishes final guide on climate-related and environmental risks for banks”, press release,
27 November 2020.

32 Please refer to footnote 31.
33 ECB, “ECB sets deadlines for banks to deal with climate risks”, press release, 2 November 2022.
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4.5

45.1

Despite crypto exposure among
SSM LSIs remaining limited, NCAs
report to be quite concerned about
risks stemming from this rather
novel asset class and related
services.

Other LSI supervision and oversight activities

Fintech and crypto-related activities

Consumers’ continued interest in crypto-assets and related ecosystems warrants
heightened supervisory attention as SSM banks continue to be involved. Based on
the perceived relevance of crypto-assets and related ecosystems, both a growth and
risk®* factor for SSM LSIs, the ECB launched a questionnaire in 2023 on LSIs’
crypto-asset activities in order to gather insights into NCAs’ perceived risks, current
supervisory and regulatory practices and key players in the crypto-asset market. Key
statistics from the questionnaire were as follows:

Table 1
Key statistics from 2023 LSI crypto questionnaire and nature of LSI crypto-asset
exposures

(Reference date: end of 2022)

Number of jurisdictions 4 Nature of exposures:
reporting LSls with exposures (DE,IT, FR,LU) | The total exposure amount of LSls reported appears to be very
Number of LSls in scope1 21 limited, at €163 million. It is also very concentrated, with the top

three LSls accounting for 74%. Two LSlIs have crypto-related
exposures that are material relative to their capital (>25% of
CET1). Reported net income from crypto-related activities is also
low at €15.8 million (with again the top three LSIs accounting for
the bulk). Only one LSI’s crypto-related income is material

163.2 relative to total operating income (12.3%). The questionnaire has
highlighted difficulties in quantifying crypto-related exposures
given the lack of established, standard approaches to quantifying
120.9 relevant operational and reputational risks. Reported numbers
may therefore understate actual exposures. Certain LSIs with
media-reported ties to crypto business have not been included in
15.8 the questionnaire by NCAs.

Average balance sheet size
of LSls in scope 7
(in EUR billions)

Total exposure
(in EUR millions)

Exposure of top three
(in EUR millions)

Total income
(in EUR millions)

Income of top three

(in EUR millions) s

Source: Questionnaire on crypto-asset services and activities.
Notes: 32 institutions were reported in the stocktake, of which 21 were LSIs and 11 were related companies, or companies that
operate under the licence of an LSI (see annex for further details).

Based on these statistics, crypto-related exposures are still very limited for SSM LSls
with the caveat that the data collection is not straightforward due to the heterogeneity
of reporting standards. The participating NCAs report to be rather concerned about
operational risks and money laundering stemming from this asset class and related
services, rather than about other traditional risks such as credit or market risk. A
high-level overview of NCAS’ risk perception of different crypto-related services (by
risk type) can be seen in Table 2.

34 See, for example, the so-called “crypto winter” in 2022, which was characterised by an erosion of USD
2 trillion in market capitalisation and represented a setback for the crypto market while highlighting the
volatility of the asset class.
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Table 2
Aggregate NCA perception of risks stemming from various crypto-related services

(a) (b) (c) +(d) (e) +(a) (f) + (fa) (h) + (hb)

Receipt,
transmission
Exchange of |and execution| Placing and | Advice and
Custody and |Operation of a| crypto-assets | of orders for | provision of portfolio

Risk administration trading for funds crypto-assets transfer management
categories/ of crypto- platform for | and/or other | on behalf of | services for | for crypto- Issuance of
Services assets crypto-assets | crypto-assets | third parties |crypto-assets assets ARTS/EMTS
Credit risk 2.0 1.9 1.6 1.7

Operational risk
Reputational risk

Outsourcing risk

Cyber risk

Market risk 22 3.0 22 23
Liquidity risk 2.8 1.7 27
AML risk 3.0

Source: Questionnaire on crypto-asset services and activities.
Risk levels: 1 — no risk; 2 — low risk; 3 — medium risk; 4 — high risk. The numbers (1-4) in the heatmap are a proxy (averages) of the
aggregate responses.

As a result, the continued monitoring of the crypto-asset class and LSIs’ involvement
is warranted and may continue to be part of SSM supervisory practices, specifically
in the context of the general fintech landscape and the broader digitalisation of SSM
LSlIs.

451.1 Fintech contact group

The ECB and NCAs have established a contact group in which LS| supervisors
regularly exchange views and supervisory experience on developments in the LSI
fintech® sector. This initiative covers around 40 LSls that have a strong
fintech/digital component in their business model (be it in retail, payment services,
SME lending, banking as a service, brokerage, etc.), half of them being neobanks
that operate mainly or exclusively online. The risks stemming from the exposure of
(traditional) LSIs to the fintech universe are also discussed, for instance the use of
online deposit platforms or crypto-related activities.

452 LSI crisis management

The revised Crisis Management The LSI crisis management framework was developed in the early stages of the

Cooperation Framework focuses on . . . « "
structured and effective cooperation  99M and consisted of several Joint Supervisory Standards (“JSS”). The framework

between the ECB and NCAsinthe  played an important role in ensuring effective management of LS| crisis cases for a
context of the Crisis Management ) . .. . .
Contact Groups (‘CMCGs”) and the ~ Number of years. Following the ECB Banking Supervision reorganisation and

f’:;:g;:‘;ﬁ:g?” of roles and drawing on lessons learned from the previous nine years, more practical guidance

35 The term Fintech bank refers to a licenced credit institution with a business model in which the
production and delivery of banking products and services are based on technology-enabled innovation.
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45.3

Since early 2023 aggregated LSI
banking statistics have been
available on a quarterly basis in
visual dashboard and database
format, complementing existing
statistics on Sls.

454

NCAs continued to exchange
information on national stress-
testing practices via a series of
workshops.

and further convergence of practices when dealing with LSI crisis management were
needed.

In 2023 an SSM-wide project aimed at reviewing the LSI crisis management
framework was jointly led by the ECB, Banca d’ltalia and Banco de Espaiia
with the active participation of all NCAs.

The revised LSI Crisis Management Cooperation Framework (CMCF) is now a
simplified framework, with leaner documentation and a more pragmatic
approach for the management of future LSI crisis cases. Examples of the
changes introduced are (i) a streamlined process for the setup of the Crisis
Management Cooperation Group (CMCG), (ii) a clearer definition of roles and
responsibilities between the ECB and NCAs, and (iii) stronger involvement and
strategic steering by senior management. As well as the revised CMCF, a collection
of good practices developed by either the ECB or NCAs were exchanged to provide
practical support to NCAs when dealing with crisis cases.

LSI public statistics

Since early 2023 the ECB has released a set of aggregated banking statistics
covering LSIs. The LSI statistics complement the existing supervisory banking
statistics on Sls that have been published by the ECB since 2016. The LSI statistics
offer a unique supervisory perspective and enhance transparency under the SSM.

Mirroring the structure of the Sl statistics, the LSI statistics cover key indicators on
capital, profitability, liquidity and asset quality. The indicators can be explored
visually via an interactive dashboard, which provides an overview of the latest
developments in these areas and allows users to analyse time series as well as
select either Sl or LS| samples. The full dataset for the new LSI statistics, with
granular time series going back to the second quarter of 2020, is available via the
ECB’s Statistical Data Warehouse and is updated on a quarterly basis.

Supervisory banking statistics are calculated by aggregating the COREP (capital
adequacy information) and FINREP (financial information) data reported by banks at
the relevant point in time. Entities acting as FMI providers (CCPs and CSDs) have
been excluded from the LSI statistics to avoid bias, as their size usually exceeds the
significance threshold even though they may not be classified as Sls.

LSI stress-testing

Following the stocktake of stress-testing practices for LSIs performed over the
course of 2022, the ECB and NCAs have been working on collecting and exchanging
further information. This resulted in a series of ongoing workshops organised with
the NCAs to promote good practices, including methodologies and tools, which might
be taken into consideration by other NCAs to overcome potential issues. In addition,
a quantitative stocktake of several LS| stress-testing metrics, aggregate results as
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In line with the SSM’s key objective
to harmonise national practices, the
LSI SREP methodology is
constantly reviewed to embed the
latest supervisory practices across
NCAs, also reflecting proportionality
as much as possible.

4.5.6

As excessive growth can be a
major threat to banks’ sustainability,
this biannual exercise identifies and
reviews materially growing entities
to ensure early detection of
potential issues.

well as publication formats supplemented the 2022 exercise to further enhance
knowledge sharing.

LS| SREP methodology updates

Since 2015 the ECB and 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 Sls 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 SIs and LSIs. NCAs
may exercise a degree of flexibility when implementing the LS| SREP methodology
to account for national specificities. Another important milestone in ensuring
consistency and high standards for LS| supervision is the roll-out of the SSM
Information Management System (IMAS) portal®® for NCAs, 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.

The SREP methodology is currently undergoing a cycle of reviews stemming from
either regulatory needs (e.g. in order to comply with the new CRD/CRR regulatory
regime or the EBA guideline on SREP), emerging risks (e.g. climate risk, IT/cyber
risk) or to align any updated S| methodological changes (on business model, internal
governance, credit, market or operational risk) approved by the Supervisory Board
with the LSI SREP framework.

In addition, and in order to further foster the proportionality principle in SREP
execution, an enhanced multi-year approach was developed with a level of
granularity and intensity calibrated to the perceived risk and systemic importance of
the supervised institution.

Material growth of LSIs

The ECB jointly with NCAs performs a biannual exercise to identify and assess
banks that have experienced excessive growth in certain balance sheet positions,
such as loans, deposits to households and NFCs or deposits to financial
counterparties. The purpose of this exercise is to understand the idiosyncratic as
well as system-wide dynamics in order to potentially address emerging risks at an
early stage. In this regard, around 160 entities have been identified and assessed
based on a comprehensive set of growth dimensions. During the follow-up exercise,
NCAs and the ECB work jointly on reviewing the adequacy of the supervisory
assessment for these entities as well as the related supervisory activities. In addition,
details on national approaches to identify and monitor fast-growing entities are
exchanged to help NCAs potentially improve their approaches based on processes
and experiences in other countries.

36 The IMAS portal is an online platform that facilitates interactions and exchange of information between
supervisors and supervised entities/third parties.
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4.5.7

The SSM continues to cooperate
closely with the SRB.

Third-Country Contact Groups
provide a forum for discussion and
information exchange across the
SSM.

Contact groups and cross-institutional cooperation

The ECB has also established effective and constructive collaboration between the
Institutional & Sectoral Oversight Division and the LSI oversight function of the
Single Resolution Board (SRB). As part of this collaboration, the ECB participated as
an observer in the LSI dry run performed by the SRB in 2023-24, simulating a failure
of a fictitious LS| earmarked for resolution.

In order to enhance cooperation among SSM supervisors with regard to links to third
countries, there are three Third-Country Contact Groups (TCCGs) coordinated by
ECB Banking Supervision, corresponding to China, Turkey and Russia. The latter
has been merged with existing SSM expert groups and networks after being
expanded to the entire SSM on the eve of Russia’s invasion of Ukraine. TCCGs
serve as fora for sharing views on and discussing the developments in third-country
jurisdictions as well as their potential impact on the EU financial sector. They are
also designed to establish networks among relevant experts across the SSM,
enhancing transparency among their members and facilitating decision-making by
supervisors in charge of institutions exposed to those jurisdictions. The items
covered in TCCGs typically include macroeconomic and financial sector
developments, SSM banks’ exposures to such jurisdictions, general trends in the
business and operations of third-country banks operating in the EU and updates on
bank-specific cases.
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General conclusion and outlook

The banking sector in Europe continues to navigate through challenging times. After
successfully managing the challenges of the COVID-19 pandemic, the sector was
immediately faced with major geopolitical tensions in combination with a delayed
macroeconomic recovery and disturbances to international trade. The rapid change
in the interest rate environment helped to boost profitability, which however might be
temporary given the expected increase in provisioning and funding costs.

Initial indications in 2024 from a profitability and capital perspective confirm that the
recent positive shift to profitability might be temporary only. Therefore, LSls need to
maintain adequate buffers to ensure that they can master possible increased cost of
risk and funding while at the same time continuing to invest in adapting their
operational infrastructure to the challenges of the future.

The key priorities for supervisory activities in 2024 therefore remain largely
unchanged, namely: credit risk, followed by operational risk and governance. Direct
supervision by the NCAs as well as oversight by the ECB will focus on the required
changes in these areas and putting in place adequate incentives. Important
supervisory activities for LSIs have been and will continue to be brought forward
jointly by NCAs and ECB to facilitate the monitoring, benchmarking and improvement
of LSI-specific and sector-wide supervisory responses with the overall aim to keep
risks to the banking sector controlled and contained.
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Annex

A LSls per country

Table A.1
Number of LSIs and related classification by country
Number of entities
Country (data at highest level of consolidation, excluding branches) IPS members SNCIs High-impact
AT 327 226 295 1
BE 13 - 7 2
BG 12 = = 3
cYy 5 - - 3
DE 1153 1044 963 23
EE 5 - 2 2
ES 57 30 31 5
Fl 9 - 2 3
FR 78 = 41 6
GR 9 - 2 3
HR 14 - 12 2
IE 8 - 1 3
IT 114 - 73 5
LT 12 - 1" -
LU 43 = 6 2
Lv 6 - 1 3
MT 14 - 2 3
NL 23 - 3 6
PT 23 - 13 3
Si 5 - 4 2
SK 5 - 1 3
Total 1,935 1,300 1,470 93

Note: The table includes also FMIs, hence the total number of LSIs differs from the number of LSIs published as part of the
Supervisory banking statistics. Reference date: 31st of December 2023. Includes only those banks reporting FINREP together with

COREP at that point in time.
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B

Table B.1

List of high-impact LSls

List of high-impact (HI) LSls in 2024

Total assets, EUR
billions as per
determination of HI
status

Country Name (year-end 2022)
1 AT HYPO NOE Landesbank fiir Niederésterreich und Wien AG 15.13
2 AT Hypo Vorarlberg Bank AG 15.32
3 AT Oberbank AG 26.8
4 AT Raiffeisen Landesbank Vorarlberg mit Revisionsverband eGen 7.15
5 AT RAIFFEISEN-HOLDING NIEDEROSTERREICH-WIEN registrierte Genossenschaft 2935
mit beschrankter Haftung
6 AT Raiffeisenlandesbank Burgenland und Revisionsverband eGen 4.73
7 AT Raiffeisenlandesbank Kérnten - Rechenzentrum und Revisionsverband, registrierte m
Genossenschaft mit beschrankter Haftung
8 AT Raiffeisen Landesbank Tirol AG 10.31
9 AT Raiffeisenverband Salzburg eGen 9.79
10 AT RLB-Stmk Verbund eGen 17.4
1 AT Wistenrot Wohnungswirtschaft registrierte Genossenschaft mit beschrankter Haftung 7.28
12 BE BANK DEGROOF PETERCAM 9.33
13 BE Euroclear Holding(1) 127.64
14 BE FinAx 10.16
15 BG Bulgarian Development Bank AD 1.54
16 BG Invest Capital AD 4.15
17 BG First Investment Bank AD 6.9
18 cY Astrobank Limited 2.75
19 CcY Housing Finance Corporation 1.05
20 cY Societe Generale Bank - Cyprus Ltd 0.7
21 DE BBBank eG 16.53
22 DE Berliner Volksbank eG 17.95
23 DE BMW Bank GmbH 27.91
24 DE Clearstream Holding AG 20.2
25 DE Deutsche WertpapierService Bank AG 0.82
26 DE EUREX Clearing Aktiengesellschaft 58.25
27 DE Finanzholding der Sparkasse in Bremen 15.02
28 DE Frankfurter Volksbank RHEIN-MAIN eG 15.57
29 DE IKB Deutsche Industriebank Aktiengesellschaft 15.43
30 DE KfW Beteiligungsholding GmbH 25.98
31 DE Kreissparkasse Koln 29.83
32 DE Landesbank Saar 17.47
33 DE LBS Landesbausparkasse Siid 21.91
34 DE LBS Landesbausparkasse NordWest 14.76
35 DE Lloyds Bank GmbH 17.61
36 DE Mercedes-Benz Bank AG 25.64
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Total assets, EUR
billions as per
determination of HI
status

Country Name (year-end 2022)
37 DE Mittelbrandenburgische Sparkasse in Potsdam 18.28
38 DE Nassauische Sparkasse 15.43
39 DE Oldenburgische Landesbank Aktiengesellschaft 26.43
40 DE ProCredit Holding AG & Co. KGaA 8.83
4 DE Sachsen Finanzgruppe 19.49
42 DE SMBC Bank EU AG 21.21
43 DE Sparda-Bank Baden-Wirttemberg eG 15.55
44 DE Sparkasse Hannover 19.93
45 DE Sparkasse KélnBonn 28.03
46 DE Sparkasse Pforzheim Calw 16.72
47 DE Stadtsparkasse Disseldorf 16.03
48 DE Stadtsparkasse Miinchen 23.18
49 DE TOYOTA Kreditbank GmbH 15.61
50 EE Bigbank AS 1.64
51 EE Coop Pank AS 1.71
52 ES Banca March, S.A. 18.86
53 ES Caja Laboral Popular Coop. de Crédito 27.21
54 ES Caja Rural de Navarra, S. Coop. de Crédito 16
55 ES Cecabank, S.A. 14.41
56 ES GRUCAJRURAL INVERSIONES, SL 13.02
57 Fl Aktia Bank Abp 10.92
58 Fl Saastopankkiliitto osk 12.78
59 Fl S-Pankki Oyj 8.95
60 FR Axa banque 15.59
61 FR Banque centrale de compensation 716.17
62 FR C.R.H. - Caisse de refinancement de I'habitat 16.79
63 FR Financiere IDAT SAS 12.85
64 FR Rothschild & Co 17.38
65 GR Attica Bank, S.A. 3.1
66 GR Optima bank S.A. 2.61
67 GR PANCRETA BANK S.A. 2.69
68 HR Hrvatska postanska banka d.d. 5.54
69 HR OTP banka d.d. 8.03
70 IE Macquarie Bank Europe Designated Activity Company 14.85
7 IE Permanent tsb Group Holdings plc 25.93
72 IE Wells Fargo Bank International Unlimited Company 10.46
73 IT BANCA DEL MEZZOGIORNO - MEDIOCREDITO CENTRALE SPA (IN FORMA 15.05
ABBREVIATA BDM - MCC S.P.A.)
74 IT BANCA GENERALI - SOCIETA' PER AZIONI (IN FORMA ABBREVIATA 17.26
GENERBANCA)
75 IT BRIANZA UNIONE DI LUIGI GAVAZZI| E STEFANO LADO S.A.P.A. 17.54
76 IT CASSA CENTRALE RAIFFEISEN DELL'ALTO ADIGE - RAIFFEISEN LANDESBANK 6.23
SUEDTIROLA.G.
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Total assets, EUR
billions as per
determination of HI
status

Country Name (year-end 2022)
77 IT CASSA DI RISPARMIO DI BOLZANO S.P.A. - SUDTIROLER SPARKASSE AG 17.44
78 IT MAURIZIO SELLA - SOCIETA' IN ACCOMANDITA PER AZIONI 20.43
79 LT Lietuvos Centriné Kredito Unija 0.79
80 LU Banque Raiffeisen 10.87
81 LU PAYPAL2 SAR.L. 11.57
82 LU Bank of China (Europe) S.A. 9.67
83 Lv Akciju sabiedriba "Rietumu Banka" 1.4
84 Lv BluOr Bank AS 0.67
85 Lv Signet Bank AS 0.4
86 MT APS BANK P.L.C. 3.1
87 MT FIMBank plc 1.58
88 MT Lombard Bank Malta plc 1.17
89 NL Aegon Bank N.V. 18.2
90 NL Nationale-Nederlanden Bank N.V. 24.16
91 NL NIBC Holding N.V. 22.81
92 NL Triodos Bank N.V. 15.8
93 NL Van Lanschot Kempen N.V. 17.02
94 PT Banco BIC Portugués, SA 8.06
95 PT Caixa Central - Caixa Central de Crédito Agricola Mutuo, CRL 24.15
96 PT CAIXA ECONOMICA MONTEPIO GERAL, CAIXA ECONOMICA BANCARIA, S.A. 19.11
97 SI SKB BANKA D.D. LJUBLJANA 4.44
98 SK 365.bank, a.s. 4.73
99 SK Prima banka Slovensko, a.s. 5.99
100 SK Prva stavebna sporitelfia, a.s. 2.99

Note: FMIs are excluded from the analytical part of this report.
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C Useful links by country

Table C.1
Overview NCAs

Country National competent authority
Belgium Nationale Bank van Belgié/Banque Nationale de Belgique
Bulgaria Bulgarian National Bank
Germany Bundesanstalt fir Finanzdienstleistungsaufsicht
Deutsche Bundesbank
Estonia Finantsinspektsioon
Ireland Central Bank of Ireland
Greece Bank of Greece
Spain Banco de Espaiia
France Autorité de controle prudentiel et de résolution
(analytical references: Annual Report 2021 | ACPR - Banque de France)
Croatia Hrvatska narodna banka
Italy Banca d'ltalia
(analytical references: Financial Stability Report; Notes on Financial Stability and Supervision)
Cyprus Central Bank of Cyprus
Latvia Finandu 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/
https://www.bportugal.pt/
http://www.nbs.sk/
http://www.bsi.si/
http://www.finanssivalvonta.fi/

D 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.

E 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 LSIs in
2022 and 2023. 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) are the key source
for quantitative references to country aggregates for LSIs throughout this report. The
cut-off date has been set at 7 July 2024 for LS| data unless otherwise stated; any
information received after that date may not have been fully reflected. The sample of
LSils 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 Sls. 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 SSM 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 with the ECB
Annual Report on supervisory activities.
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