Post-restructuring challenges for the Spanish
banking sector

Joaquin Maudos'

Inthe wake of the crisis, Spanish banks have become more solventand returned to
profitability. However, unique macroeconomic conditions, especially the current
low interest rate environment, together with increased capital requirements, will
require further efforts to boost efficiency and reinvent business strategies to
secure positive profits going forward.

The crisis had a severe negative impact on the Spanish banking sector. However, profitability
has returned in 2013 and has since remained in positive territory, albeit constrained below
pre-crisis levels in the context of the current low interest rate environment. As regards non-
performing loans (NPLs), they have declined overall since their peak. Still, the concentration
of bad loans related to construction and development, as well as the overall NPL rate in this
sector, remains high. Finally, in line with more stringent new capital requirements, Spanish
banks have improved their solvency indicators, with capital ratios for deposit-taking institutions
that are above Basel Il minimum requirements. On the downside, even though there have
been significant reductions in employees and number of branches, Spanish banks have not been
able to sufficiently increase efficiency indicators. Thus, despite notable progress post-crisis,
today’s difficult climate requires further efficiency gains, together with the adoption of new
business strategies reliant on increasing scale, internationalisation, and further expansion of
on-line services in order to adapt to profitability challenges.

Introduction

The imbalances accumulated in the Spanish
banking sector in the pre-crisis expansionary
period ultimately forced a profound restructuring
and reorganization of the sector. Imbalances
were so severe in parts of the banking sector that
the Spanish government had to request financial

assistance from the European Union. The conditions
established in the Memorandum of Understanding
(MoU) accompanying the assistance programme
have helped bolster the sector’s viability. The
restructuring and the end of the recession have been
the cornerstones of the sector’s return to profitability
and its ability to extend credit. Moreover, having
provisioned resources equivalent to 27% of GDP to
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writing-off asset impairment losses since the start
of the crisis, profitability of Spanish banks is now
on the rise, along with the growth rate of new lending.
At the same time, banks have made a significant
effort to bring capitalisation levels in line with even
the most demanding solvency requirements, as
evidenced by the their successful performance on
the ECB and EBA's 2014 stress tests.

Nonetheless, in the wake of the financial crisis,
the Spanish banking system still faces significant
challenges for a number of reasons: i) the process
of private sector deleveraging, although intense, is
still incomplete, and is holding back the potential
recovery in banking activity; ii) the current low
interest rate environment is having a negative
impact on net interest margins, limiting profitability;
iii) the potential to offset the drop in interest income
with earnings from financial transactions has
lost momentum (low interest rates are making it
difficult to obtain capital gains — i.e., lower interest
rates on public debt have made the carry trade
less attractive); iv) new capital requirements call
for more and better quality capital, and capital is
difficult to attract as the current yield offered to
investors is low; and finally, v) the large volume
of non-performing assets still held on banks’
balance sheets is slowing the recovery in profits
and the reactivation of credit.

In this context, it is difficult to raise profitability
above the cost of capital, making efficiency gains
and cost rationalisation more necessary than ever.
This is a challenging goal bearing in mind that,
although the network of branches has been cut
by 31% and jobs by 25%, it is proving difficult to
reduce costs per unit of assets — they have even
increased in 2014 and 2015. For this reason,
efficiency gains have been hard to achieve
and efficiency today is below pre-crisis levels.

On top of these difficulties, increased competition
poses a no less important challenge. Competition is
set to increase on two fronts: domestically,
manifesting itself through a narrowing of the
interest margin banks are charging on their loans
as they try to win business; and, internationally,

deriving from progress on the banking union.
Implementing the two pillars of this union (the
Single Supervisory Mechanism and the Resolution
Mechanism), together with harmonisation of
standards in the singe rule book, will bring about
a more competitive marketplace.

Against this background, this article aims to
analyse recent developments in the Spanish
banking sector, over a period that captures both
the impact of the crisis and the recovery, using the
most recent data available, which refer to June
2015. Given the information available from the
Bank of Spain, the analysis based on income
statements (margins, profitability, efficiency,
income structure, etc.) refers to deposit-taking
institutions (business in Spain), while the rest
of the analysis (activity, specialisation, capacity
indicators, etc.) refers to credit institutions.

This article is subdivided into two sections: one
analysing recent developments in the Spanish
banking sector in terms of activity, specialisation,
margins, profitability, liquidity, asset quality,
solvency and efficiency; and another discussing the
challenges facing the sector and the vulnerabilities
it needs to overcome.

Recent developments in the Spanish
banking sector

Activity and specialisation

Following the rapid growth during pre-crisis
expansion, the crisis made a clear impact on
the size of the Spanish banking sector’s balance
sheet. After growing at an average annual rate of
14.6% between 2000 and 2007, the rate turned
negative during the crisis (Table 1). Nevertheless,
assets continued to grow until 2012, subsequently
dropping by 17% to June 2015. Given the weight
of residential private sector lending in the balance
sheet, both its intense growth in the expansionary
phase (growing by a factor of 3.3 between
2000 and 2008) and the subsequent plunge (a
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Table 1

Spanish banking system balance sheet (credit institutions)
(Billion euros)

a) Assets
Total assets  Interbank  Credit Credit to Credit to Fixed Equity Others
lending  to public domestic non-residents income assets
sector  resident sector
2000 1,133 145 31 559 96 139 75 87
2007 2,946 246 43 1,760 254 268 184 191
2008 3,224 263 53 1,870 253 326 172 287
2009 3,238 247 65 1,837 237 415 184 254
2010 3,252 234 79 1,844 230 384 180 301
2011 3,400 251 90 1,783 234 406 251 387
2012 3,423 279 114 1,605 232 509 258 426
2013 3,026 211 87 1,448 180 493 280 326
2014 2,913 155 101 1,380 169 492 262 353
2015 June 2,832 160 98 1,358 174 459 245 339
A oI 146% 78%  4.5% 17.8% 14.9% 9.9% 13.6% 11.9%
ARnua oM 0.53% 56%  11.6% -3.4% 4.9% 7.4% 3.9% 7.9% 17
b) Liabilities
Total liabilities Interbank  Public Domestic Deposits from Debt Shareholder’s  Others
and deposits sector  resident sector non-residents  issued equity
shareholder’s deposits deposits
equity
2000 1,133 162 21 491 237 55 77 90
2007 2,946 269 75 1,323 442 426 175 237
2008 3,224 315 76 1,433 505 395 181 320
2009 3,238 305 82 1,427 507 434 190 294
2010 3,252 270 79 1,440 511 433 178 340
2011 3,400 373 70 1,373 492 435 220 439
2012 3,423 573 69 1,317 339 394 195 535
2013 3,026 381 63 1,314 306 297 233 430
2014 2,913 312 76 1,289 320 249 230 436
2015 June 2,832 317 76 1,276 314 227 225 396
FIIELGIIGD g gy 75%  20.1% 15.2% 9.3% 34.2% 12.4% 14.8%
rate 2000-07
Annual growth
rate 2007- -0.53% 2.2% 0.1% -0.5% -4.5% -8.1% 3.4% 7.1%

June15
Note: Average values for December of each year and the preceding year.
Source: Bank of Spain.
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contraction of 27% between 2008 and June 2015)
explains how assets have evolved. Over time, the
rate of decline has slowed, dropping to around 4%
in mid-2015. The crisis barely affected growth in
fixed-income investments, such that they account
for a much larger share of the balance sheet today
(16%) than they did in 2007 (9%). This increase is

The crisis barely affected growth in fixed-
income investments, such that they account
for a much larger share of the balance sheet
today (16%) than they did in 2007 (9%).
This increase is explained by investment in
public debt, as it has more than tripled as a
share of assets: from 2.9% in 2007 to 9.1%
in 2015.

explained by investment in public debt, as it has
more than tripled as a share of assets: from 2.9%
in 2007 t0 9.1% in 2015. Nevertheless, the current
level is only slightly higher than that at the start

Exhibit 1

of the 2000s. In the case of equities, their share of
total assets is currently higher (8.7%) than it was
before the crisis in 2007 (6.2%).

On the liabilities side, other resident sector
(ORS) deposits have suffered the impact of the
crisis. After growing at a rate of 15.2% up until
2007, since the crisis, their average growth rate
has been -0.5%. This evolution is similar to that
of the balance sheet as a whole, such that their
share of assets remains 45%. As a consequence
of banks taking full advantage of ECB financing,
interbank financing peaked at 17% of assets in
2012, although it had slipped back to 11.2% in June
2015. Market issuance of debt grew strongly
between 2000 and 2007, given the shortage of
deposits to finance such rapid credit growth, such
that it went from representing 4.8% of assets in
2000 to 15% in 2007. The difficulties accessing
wholesale markets during the crisis had reduced
this share to 8% in June 2015. Finally, the crisis
caused own funds to shrink in relative terms to
a minimum of 5.4% in 2010. However, the new
regulatory requirements had obliged institutions
to bring them up to 8% in the summer of 2015.

Percentage distribution of credit to ORS (credit institutions)
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The composition of credit, the most significant
variable concerning banks’ assets, changed
substantially throughout the crisis relative to the
years of expansion. As Exhibit 1 shows, lending to

Given that defaults have risen exponentially
in the construction and property development
sector, the biggest decline in credit has been
in these two sectors, their total share of credit

having halved.

construction and property development activities
peaked at 27% in 2007. Considering lending for
housing purchases as well, the construction and

Table 2

property sector as a whole came to account for
61% of lending. This lending has subsequently
declined, dropping to 13.6% and 55%, respectively,
in June 2015. Given that, as we shall see, defaults
have risen exponentially in the construction and
property development sector, the biggest decline
in credit has been in these two sectors, their total
share of credit having halved.

Margins and profitability

The crisis has adversely affected the quality and
value of banks’ assets, necessitating massive
write-offs. Between 2008 and June 2015, the
Spanish banking system devoted 282 billion euros
of net margin to provisions, to cover both financial
(206 billion) and non-financial assets (76 billion).

Spanish banking system income statement (deposit-taking institutions)

(Percentage of Average Total Assets)

2000 2007 2008
Financial revenues 457 432 478
Financial costs 277 310 3.59
NET INTEREST INCOME 1.80 122 119
Non-interest income 119 125 1.05
Dividends 0.38 043 0.41
Net commissions 0.71 052 0.44
Trading gains 0.04 024 0.16
Other net income 0.06 0.07 0.04
TOTAL OPERATING INCOME 299 248 224
Operating expenses 1.88 1.07 0.99
NET INCOME 1.1 141 1.24
Net provisions 0.30 0.06 0.11
Loan loss provisions 021 031 0.51
OPERATING PROFIT 0.60 1.05 0.61
Non-financial assets loss provisions 0.00 0.05 0.03
Other income 0.37 011 0.10
PROFIT BEFORE TAXES 096 112 0.69
Net attributable income 0.81 0.96 0.62

Note: * Last 12 months.
Source: Bank of Spain.

2009 2010 2011 2012 2013 2014 2015

June*
3.32 247 264 247 212 194 1.79
193 137 171 147 125 098 0.80
138 110 093 1.01 0.87 096 0.99
079 093 087 082 094 1.00 0.96
025 039 041 046 029 035 0.31
039 038 037 035 036 040 041
0.11 0.14 010 0.10 0.32 0.31 0.26
0.04 0.03 -0.01 -0.08 -0.03 -0.05 -0.01
217 203 179 183 181 196 1.95
095 094 089 083 087 092 094
123 1.09 090 1.00 094 1.04 1.00
0.04 0.13 0.06 020 0.07 0.07 0.07
063 054 071 254 071 051 048
055 042 0.13 -1.73 0.16 046 0.46
024 017 068 1.03 013 0.05 0.07
0.15 0.06 0.00 0.08 0.11 0.06 0.07
046 032 -055 -268 014 046 045
042 0.31 -046 -0.69 -0.15 0.06 0.09
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Exhibit 2
Profitability of Spanish banking system (deposit-taking institutions)
(Percentages)
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Note: * Last 12 months.
Source: Bank of Spain.

The Royal Decrees enacted in February and May
2012 required intense restructuring of banks’
property exposure, with provisions consequently
coming to 356% of net margin that year, resulting
in banks” generating losses, with an ROA of -2.7%
and ROE of -42.7%. Banks also recorded losses
in 2011, with write-offs equivalent to 155% of net
margin.

Between 2008 and June 2015, the Spanish
banking system devoted 282 billion euros

of net margin to provisions, to cover both

financial (206 billion) and non-financial
assets (76 billion).

2013 was a turning point for banks’ profitability,
as the Spanish economy emerged from recession
in the second half of the year. After the restructuring
of property exposure in 2013, the year ended with
pre-tax profit of 4.2 billion euros — a profit of 0.14%
in terms of assets, and 2.01% in terms of equity.
The recovery in profits continued in 2014, with

ROA of 0.46% and ROE of 6.01%. Up through the
first half of 2015 (last 12 months) returns remained
at 2014 levels, specifically 0.45% in terms of ROA
and 5.86% in terms of ROE. These levels, however,
are far from those reached prior the crisis in 2007:
ROA of 1.13% and ROE of 20.2%.

The drop in money markets’ benchmark interest
rates to record lows makes it difficult to make
profits, as this squeezes net interest margins.
Net interest income (as a percentage of assets)
has halved since the early 2000s and is currently
down almost 20% on its pre-crisis level in 2007.
Nevertheless, the bigger drop in expenses than
financial income in 2014 and in the first half of
2015 has allowed margins to recover slightly, and
they are currently 0.99%.

Gross profit margins fell by 21% as a percentage
of assets after 2007, but have been growing since
2011. Banks reacted to the drop in net interest
income by increasing their income from fees
and financial transactions. Fees rose between
2014 and 2015 to represent 0.41% of assets,
and income from financial transactions tripled its
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Exhibit 3

Percentage of operating margin set aside for provisions (deposit-taking institutions)
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Note: * Last 12 months.
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share relative to its value in 2011 and 2012, with a
value equivalent to 0.26% of assets in June 2015.
Without these non-recurrent revenues, Spanish
banks’ current profits would be halved.

Banks reacted to the drop in net interest
income by increasing their income from fees
and financial transactions. Without these non-
recurrent revenues, Spanish banks’ current
profits would be halved.

Liquidity gap

During the credit boom, the Spanish banking
system accumulated a widening liquidity gap.
However, the subsequent slump in credit has
largely corrected it. Thus, the private sector loans-
to-deposits ratio increased from 1.4 in 2000 to
1.7 in 2007, with the liquidity gap widening from
a value equivalent to 13.8% of assets in 2000 to
25.4% in 2007 (Exhibit 4). In June 2015, it was
below its 2000 level at 1.2, equivalent to 7.6% of

2011 2012 2013 2014 2015

June*

——Total provisions

assets. The gap, as a percentage of assets, is
currently at a record low.

The reversal of the liquidity gap was not a
consequence of a recovery in deposits, but rather
of a collapse in credit. Thus, whereas between
2007 and June 2015, deposits increased by 13%,
credit contracted by 23%. The biggest correction
of the gap took place after 2011, and particularly
in 2013, as in this year alone it shrank by 38%
(165 billion euros).

Spain’s reliance on Eurosystem financing
peaked in August 2012, when Spain requested
financial assistance from the European Union
at the height of tensions, accounting for 34%
of ECB gross total lending. Dependence has
dropped by a third, but still represents a large
share of Eurosystem funding (26%).

The problems accessing wholesale markets
when the crisis broke out, further exacerbated

21
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Exhibit 4
Liquidity gap between ORS credit and ORS deposits (credit institutions)
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by the sovereign-debt crisis, forced Spanish
banks to resort to ECB liquidity on a large scale.
The low interest rates charged on this type
of funding also made it particularly attractive.
As Exhibit 5 shows, Eurosystem financing
peaked at 411 billion euros in August 2012, at
precisely the moment Spain requested financial

Exhibit 5
Spanish banks’ financing in the Eurosystem

assistance from the European Union at the
height of tensions. From this high point, when
the Spanish banking system accounted for 34%
of the ECB’s gross total lending, its dependence
has dropped by a third, currently at 138 billion
euros. This is nevertheless a large share of
Eurosystem funding (26%).

450,000 1 r 40.00
400,000 - r 35.00
350,000 A r 30.00
300,000 A L 2500
250,000 A
r 20.00
200,000 A
150,000 A 15.00
100,000 A r 10.00
50,000 A r 5.00
0 —T T 7T 71T — — T —7— ———— 0.00
NO OOV O OO~ AN ANNOOOSIE T OO
OO OO0 000 ™ ™ ™ ¥ ¥ © v v ™ & v v v v v v v
oac)oamoamoamgamoamoamoam\
<A< A<28<A<28<28<248<3

——NMillions of euros

Source: ECB.

% of Eurosystem (r.h.s)



Post-restructuring challenges for the Spanish banking sector

Asset quality related activities (construction, property development,
and mortgages). As already discussed, lending to

The quality of Spanish banks’ assets deteriorated  this sector peaked at 61.5% of total credit to the
progressively as the property-market bubble burst,  resident private sector, and subsequently dropped to
given the high concentration of risks in property-  around 55% in mid-2015. However, construction and

Exhibit 6

Non-performing loan rate for loans to other resident sectors (credit institutions)
(Percentages)
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Exhibit 7
ORS non-performing loan rate and provision coverage rate
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property development, the area of activity hardest hit
by the crisis, had dropped from a peak of 27% of
lending to around half that (13.6%) by June 2015.

Driven by the economic crisis, the non-performing
loan rate rose exponentially between 2007 and
2013 (Exhibit 6). Since its peak at close to 14%
it has been falling as the economy has emerged
from recession, having dropped to 11% in June
2015. However, this average conceals significant
differences across types of credit. In the case
of property development and construction, non-
performing loans reached a maximum of 35%
in 2013, and although they have since fallen,
the rate remains high (31.5%). By contrast, non-
performing loans for housing purchases currently
comprise 5.3% of the total. The non-performing
loan rate on all types of loans has been falling
continuously since January 2014, with doubtful
loans valued at 147 billion euros in July 2015, a
drop of 26% (50 billion euros) from the peak. At
present, 39% of non-performing loans are in the
property development and construction sectors
(58 billion euros). This share rose as high as 51%
in 2011.

Exhibit 8
Own funds/assets ratio. Credit institutions

(%)
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6.0 1

5.5 -

One factor to bear in mind regarding doubtful
assets is their provision coverage. After a sharp
drop in the coverage ratio in 2008 as a result of
the increase in non-performing loans, the ratio is
currently 58%. In the case of specific provisions,
coverage has been rising since 2011, and in June
2015 it was 47%.

Solvency

In the years of expansion up until 2007, Spanish
banks’ own funds grew more slowly than assets,
with the result that proportionally they fell from

Spanish deposit-taking institutions” solvency
ratio at June 2015 was 14.3% and the common
equity tier 1 capital ratio (CET1) was 12.4%.
Both these wvalues are above the minimum
required (8% and 6%, respectively).

6.4% of assets in 2000 to 5.9% in 2007 (Exhibit 8).
This drop continued until 2010 (5.7%). Since

5.0 T T T
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Source: Bank of Spain.
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then the ratio has gradually increased, rising to
a new high of 7.9% in June 2015. The leverage
ratio has fallen since 2010, when it was 17.6, to
12.7 in June 2015. This represents a significant
capitalisation effort, and has allowed the Spanish
banking system to meet the requirements of the
MoU and the new capital requirements under
Basel lll. In particular, Spanish deposit-taking
institutions’ solvency ratio at June 2015 was
14.3% and the common equity tier 1 capital ratio
(CET1) was 12.4%. Both these values are above
the minimum required (8% and 6%, respectively).
There has also been an improvement in the
quality of capital, as 87% of the total is top quality
capital (CET1).

Efficiency and costs

In a context of low interest rates and narrow
margins, and with a declining volume of assets
due to the deleveraging of the economy, it is
essential that banks rationalise their costs in order
to improve their efficiency. Although banks gained
efficiency during the expansion thanks to a sharp

drop in operating expenses (which fell by 43% as
a percentage of assets), current efficiency levels
(Exhibit 9) are below pre-crisis levels as a result
of gross margins shrinking faster than operating
expenses. The current efficiency ratio is therefore
48.5%, 5.2 pp worse than in 2007. Consequently,
despite the correction in overcapacity, with the
closure of more than 14,000 branches (a cut of
31%) and a cut in employment of 70,000 (25%)
since the peak in 2008 (Exhibit 10), the sharp
drop in banks’ margins has meant this effort has
been insufficient to achieve efficiency gains.

In terms of recurrent efficiency (eliminating
earnings from financial transactions), the trend
was similar up until 2012 but differed in subsequent
years due to the increased share of this type of
non-recurrent revenues. This efficiency ratio
is currently 8.2 pp higher (meaning efficiency is
lower) than in 2007. It deteriorated sharply in 2013
(increasing by almost 11 pp) and only managed to
improve by 2.8 pp in 2014 and 2015, ending the
period at 55.9%, which is close to the 2014 level.

Exhibit 9
Efficiency of Spanish banking system (deposit-taking institutions)
(Percentages)
60 - - 1.10
58 -
56 - - 1.05
54 1 L 1.00
52 A
50 A - 0.95
48 -
46 :\\///\/\/ - 0.90
44 4 - 0.85
42 A
40 T T T T T T T T 0.80
2007 2008 2009 2010 2011 2012 2013 2014 2015
June*

== Cost to income ratio
- Cost to income ratio (without trading gains)
Operating costs/Assets (r.h.s.)

Note: * Last 12 months.
Source: Bank of Spain.

25



26

Joaquin Maudos

Exhibit 10

Number of employees and branches of Spanish credit institutions
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Challenges facing the Spanish
banking sector

The recent evolution of the Spanish banking
sector shows a return to profitability after the
enormous impact of the crisis, which required
write-offs equivalent to 27% of GDP, and caused
the sector to post negative returns in 2011 and
2012. Correcting the imbalances that built up
during the expansion has required a profound
restructuring that has manifest itself in the
shedding of overcapacity and the consolidation of
the sector.

Although the restructuring and write-offs have made
public aid necessary (largely financed from the
European bail-out funds), the level of aid is similar
to the European average (between 2008 and 2014
the cumulative aid was equivalent to 5% of Spanish
GDP, compared with 4.7% in the eurozone as a
whole), although, unfortunately, the impact on the
public deficit has been bigger in Spain (4.4% of GDP
compared with 1.8% in the eurozone as a whole).

The adjustment has allowed the Spanish banking
system to become well positioned on the ranking

of EU banking sectors in terms of profitability
and efficiency. The latest comparable data from
the ECB’s statistics refer to June 2014 at the
consolidated group level. As Exhibit 11 shows,
the Spanish banking system enjoys high net
interest and operating margins, its operating
expenses per unit of assets are similar to the
European average, it tops the ranking among
the main EU countries in terms of operating
margins, its profitability is above the European
average, and it is the most efficient in the group
of countries analysed. The Spanish banking
sectors’ poorest performance is on the solvency
ratio, with a value 2.2 points below the average for
the EU’s banks. However, this indicator should be
interpreted with caution given the differences in
the way risk-weighted assets are measured.

Although the banking crisis is now behind us,
current profitability levels are low and are a long
way short of pre-crisis levels. The sector’s average
ROE is currently 5.9%, a low and insufficient level
relative to the cost of attracting capital (around 8%,
according to some recent estimates). This problem
is not unique to Spanish banks, as according to the
IMF’s latest financial stability report, dated October
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Main indicators for European banking sectors (consolidated groups) June 2014
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2015, the ROE of banks in developed countries
has fallen from 13.2% over the period 2000-06 to
8.2% in 2014. In 2014, Eurozone banks’ ROE was
around 2.5%, compared with 9% in North America.
Almost 70% of the drop in profitability in developed
countries is due to stricter capital requirements. The

Source: ECB.
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eurozone banks’ lower profitability is due to their
large volume of non-performing assets.

In this context, one of the biggest challenges
facing the Spanish banking system is to raise its
profitability. This is far from easy in an environment
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oflow interest rates, which are damping the recovery
in margins, and increased regulatory pressure, with
stricter capital requirements. Although net interest
income rose slightly in 2014 and the first half of
2015 as financial costs fell more than income, if the
benchmark rates in the money markets remain at
their current levels, they will have a negative impact
on margins, as although there may be scope for
lower lending rates (which continue to drop as a
result of more intense competition), the same is not
true for borrowing rates.

The key variable in this scenario becomes efficiency.
And improving efficiency will mean cutting costs.
However, as we have seen, despite the intense
correction to overcapacity, costs per unit of assets
have barely dropped, and indeed have increased
since 2012. Spanish banks therefore need to
continue rationalising costs, which could encourage
(as the ECB and Bank of Spain have recently
suggested) further mergers as banks aim for
economies of scale in order to reduce their costs.
In parallel, progress developing on-line and mobile
banking is an essential part of cost cutting, although
the benefits will not materialise in the short term.
In any event, other channels offering an alternative

Exhibit 12

to traditional branches as a means of accessing
banking services should be given more importance.
This is particularly relevant in Spain’s case, given
that it has Europe’s densest branch network and
smallest average branch size.

One of the lessons of the banking crisis in
Spain has been the importance of geographical
diversification. Spain’s two largest banking groups
have weathered the storm best not only thanks
to sound management, but also because of the
advantages of diversification. The basic principle
that “diversification reduces risk” has been reflected
faithfully in the bottom line of Spain’s two largest
banking groups. Therefore, the new banking groups
that have emerged in Spain out of the restructuring,
and those that may emerge from future mergers,
should look to expand internationally, particularly
bearing in mind that business in Spain is likely
to be sluggish for some time as a result of the
deleveraging still underway.

Another vulnerability is the large volume of non-
performing assets. This is a problem that has
been highlighted by the IMF in its latest report on
the European banking sector. Spanish banks have
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Post-restructuring challenges for the Spanish banking sector

Exhibit 13

Share of public debt income in total financial income and total fixed-income earnings

(deposit-taking institutions)

(Percentages)
18 1 - 80
16 - 70
14' '60
12 | 50
10
- 40
8_
6 | - 30
4 1 - 20
2 - - 10
S D & O P> L L Q&P OO N A >
F S P FPFFT PSP E N
O M R S S
q,Q'\b

——% interest income
Note: * Last 12 months.
Source: Bank of Spain.

bad loans valued at around 14% of GDP on their
balance sheets. However, if foreclosed assets are
also considered, the figure rises to 22% (230 billion
euros). These are assets that generate costs but
no income, thus weighing down profitability.

One additional challenge the Spanish banking
system faces derives from the change in income
structure. During the credit boom, when margins
were high, net interest income accounted for as
much as 64% of total net income. With the drop
in credit and narrowing of margins, banks used
earnings on financial transactions as an escape
valve, such that they accounted for 18% of net
income in 2013 (Exhibit 12). Earnings were also
shored up by the capital gains obtained from
the carry trade, whereby they used the lower
interest rates from the ECB to finance public debt
purchases. As this type of income is non-recurrent,
banks face the challenge of maintaining their
income in an environment in which low interest
rates mean they will not be able to repeat these
capital gains. In fact, over the twelve months to
June 2015, the contribution had dropped to 13%.

——% fixed income (r.h.s.)

The carry trade also boosted Spanish banks’
bottom lines with the income obtained from
buying public debt, particularly when interest
rates on public debt were high. In 2007, the
income associated with public debt represented
2.7% of the Spanish banking system’s total
financial income and 30% of income from fixed-
income securities (Exhibit 13). In 2013 and
2014, following the ECB’s opening up its liquidity
facility, the percentage reached a maximum of
15.5% (58% of fixed income). High levels were
maintained over the 12 months to June 2015
(14.4% of total financial income and 58% of fixed-
income earnings).

In summary, although the banking crisis is now
behind us, as the reactivation of new lending and
recovery in profitability show, the sector’s challenges
and vulnerabilities suggest that, going forward, it
will be difficult to boost profitability. This requires
institutions to continue raising their efficiency and
exploring new business models, while reflecting
on the future viability of the current retail banking
model based on an extensive network of branches
that are too small by European standards.
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