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TLTROGS - Italy to be main beneficiary

Targeted longer term refinancing operations (TLTRO) — the silent measure that supports loan
growth — have returned to the market’s attention recently on speculation about the potential for
another round/extension of TLTRO and we concur. During the ECB’s October press
conference, President Mario Draghi said that governing council members (GC) had mentioned
the TLTRO without going into detail. Since then, starting just a few hours later, several GC
members have mentioned the measure. Since this summer, we have argued that another
TLTRO round could be in the pipeline given the new regulatory requirements implemented
from July 2019 and that the fragility as well as dependency of southern European banks could
be a risk for the banking sector should this terminate. We stress the ECB has not announced a
TLTRO3 measure yet but that it is our expectation there will be another round. A recent
Bloomberg survey of analysts suggested two-thirds expect some sort of TLTRO.

Current rules - expected to be applied again

We expect another round of TLTROs, which would have similar characteristics as the
TLTRO2s, i.e. banks can take up to 30% of the banks’ eligible loan stock (loans to
households excluding house purchases and loans to non-financial corporations) (for details
see TLTRO2 — EUR11bn of voluntary repayments, 22 June). We expect the new round to
be announced in Q1 19 and implemented in Q2 19, before the TLTROZ2.1 operation has
less than 1Y to maturity. While the ECB’s GC has not yet discussed this in detail, we
consider it would be a politically ‘easy’ measure to deploy, as it is supports lending growth
and is collateralised (unlike the APP). Further, it would be part of the ‘dovish tightening’
style that we have seen from the ECB over the past few years. We expect a maturity of
three to four years.

Potential maximum new take-up of ‘TLTRO3'is EUR1trn

Pot max

Eligible loan

Max eligible Currently

stock take-up (30% of  outstanding LTRO Potential max new take up

(bn EUR) (Sep.18) eligibleloan stock]) by country new take up % of GDP
Germany 1453 436 88 348 11
Netherlands 409 123 28 95 13
Austria 224 67 20 a7 13
France 1279 384 114 270 12
Finland 114 34 S) 26 11
Luxembourg 83 25 5) 20 36
Belgium 160 48 23 25 6
Spain 652 196 167 28 2
Italy 1001 300 239 61 4
Portugal 96 29 1) 10 5)
Ireland 69 21 3 17 6
Greece 115 35 8 27 15
Other 98 29 3 26

Euroarea 5754 1726 722 (TLTRO) 1004 9

Source: ECB, Danske Bank

Important disclosures and certifications are contained from page 4 of this report.
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Note: Banks could take 30% at most
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Two-thirds of analysts expect some
kind of TLTRO according to Bloomberg

19.0ct.18 %
New TLTRO round 56
Roll-over to new TLTRO 10
No new TLTRO 34

Note: 32 analysts responded
Source: Bloomberg
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New additional take up at TLTROS3 - possibly EUR100-150bn

The parameters for another round of TLTRO are not clear, as the economic expansion and
the health of the banking sector are significantly different from when TLTROs were first
deployed in 2014. The following things, among others, are uncertain. Could the ECB
choose to extend the current operations (and not offer new liquidity)? Could it use a floating
rate strategy instead of its fixed MRO/deposit rate? What would be the maturity? This
means that estimating the take-up of the TLTRO3 is difficult; in the following we assume
the 30% limit on eligible loan stock will be applied and fixed rate, i.e. applying the MRO/
deposit rate prevailing at the time of allotment. The latter is a strong argument for larger
take-up due to the carry possibility and the prospect of the ECB hiking rates in H2 19. We
do not expect there to be any stigmatisation prevailing in the TLTRO3, unlike the LTROs
in 2011/12.

We estimate the maximum total eligible take-up could be up to an additional EUR1trn (as
of September 2018). The current eligible loan stock is EUR1,726bn, significantly higher
than the EUR722bn currently outstanding (see table on page 1). However, we do not expect
the take-up to be anywhere close to such a number, as additional capacity from the main
takers in the TLTRO2 are very limited (Spain and Italy took more than 50% in TLTRO2).
The Spanish and Italian bank sectors took around 25% of the maximum of 30% in
TLTRO2.

Uncertainty about the new take-up is high at this stage but we expect around
EUR100-150bn in additional funds could be taken (on top of the rollover possibility), with
most take-up in the larger countries. Given the current political/market turmoil, we expect
Italian banks, in particular, to be very active in the operations and come very close to the
30% limit. However, as euro area banks may use them simply as three- or four-year
liquidity operations, we may see a large take-up ahead of the first rate hike, should the rules
remain at MRO/deposit rate prevailing at the time of allotment.

Early repayment - small and expected to continue to be small

So far, we have only seen a small voluntary early repayment from the banks, as banks have
little incentive to do so (see TLTRO2 — EUR11bn of voluntary repayments, 22 June).
TLTRO2.1 and TLTR2.2, which are the only operations to have had early voluntary
repayments, have seen early repayments of EUR13.7bn and EURO.9bn, respectively.

TLTROZ2 - facts about current outstanding measures

Original  Outstanding Voluntary early Non-voluntary early
(bn EUR) Maturity amount amount repayment repayments
TLTRO2.1 Jun-20 399.3 382.3 137 3.3
TLTRO2.2 Sep-20 45.3 44.3 0.9 0.0
TLTRO2.3 Dec-20 62.2 62.2 0.0 0.0
TLTRO2.4 Mar-21 233.5 233.2 0.0 0.3
Total 740.2 722.0 146 36

Source: ECB and Danske Bank

Source: ECB, Danske Bank
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Share of total TLTROR2 take-up
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Support for the southern European banking sectors

As mentioned above, the largest take-up in TLTRO2 was taken by Italy and Spain, with
close to 15% of GDP taken (24% of eligible loan stock) to support their fragile banking
sectors. Since then (2014-16), the Spanish banking sector has seen a strong improvement
following the bank recapitalisation in the midst of the crisis and supported by the
recovery/expansion of the economy in general. However, the Italian banking sector remains
fragile, with the sovereign-bank feedback loop (the so-called ‘doom loop’) still alive and
kicking amid the current political challenges in Italy (see Italian Politics Monitor - The
gloves are off, 23 October). Therefore, given the health and current stance of European
banks, we believe the main beneficiary of another round of TLTROs would be Italy.

Impact on economic growth

It is difficult to estimate the economic growth impact of the TLTROs. While it is not a
bazooka-like instrument such as the ECB’s Asset Purchase Programme (APP), it is a solid
tool that supports loan growth, which plays an integral part in the ECB’s toolbox. Even
though the economic impact is difficult to estimate, the TLTRO (together with APP and
forward guidance) has supported the transmission mechanism of lower rates to the private
sector. Lending rates to households and non-financial corporations have declined by almost
2pp since the first TLTRO was launched in summer 2014. This leads us to conclude that
the existing TLTROs (together with the above-mentioned measures) have had a significant
positive lasting impact on lending growth, as well as pushing lending rates lower, while
any additional TLTRO impact on lending rates may have a diminishing, but still non-
negative, impact on the euro area as a whole.
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Loan growth in euro area has
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Disclosures

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The authors of this research report
are Piet P. H. Christiansen, Senior Analyst, and Aila Mihr, Analyst.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
Bank is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority
(UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation
Authority are available from Danske Bank on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
Dealers Association.

Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
None.

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research report has been prepared by Danske Bank (a division of Danske Bank A/S). It is provided for
informational purposes only. It does not constitute or form part of, and shall under no circumstances be considered
as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments (i.e. financial
instruments mentioned herein or other financial instruments of any issuer mentioned herein and/or options,
warrants, rights or other interests with respect to any such financial instruments) (‘Relevant Financial Instruments”).

The research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank considers to be reliable. While reasonable care has been taken to ensure that its contents are not untrue
or misleading, no representation is made as to its accuracy or completeness and Danske Bank, its affiliates and
subsidiaries accept no liability whatsoever for any direct or consequential loss, including without limitation any
loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change and Danske Bank does not
undertake to notify any recipient of this research report of any such change nor of any other changes related to the
information provided herein.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom or
the United States.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank’s prior written
consent.
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Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/A, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank is not subject to U.S. rules with regard to the preparation of research reports and the independence of
research analysts. In addition, the research analysts of Danske Bank who have prepared this research report are not
registered or qualified as research analysts with the NYSE or FINRA but satisfy the applicable requirements of a
non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.
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