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Research Update:

Erste Group Bank AG Upgraded To 'A-/A-2' On
Stronger Financial Profile; Outlook Positive

Overview

« W believe the strong consolidated funding and liquidity ratios we
observe at the Erste group |evel are now al so evident at the main
operating subsidiaries.

* W& consider that Erste's financial profile strengthened materially in
2016, owing to the group's portfolio clean-up, stronger earnings, and, in
turn, higher earnings retention, which reflect the stable to inproving
operating environnent in Erste's principal nmarkets.

e W are upgrading Erste to '"A-/A-2' from'BBB+ A-2'.

» The outlook is positive, reflecting our view that Erste nmight start to
build up a buffer of gone-concern, bail-in-able instrunments over the next
two years that could nerit rating uplift for additional |oss-absorbing
capacity.

Rating Action

On March 14, 2017, S&P dobal Ratings raised its long-termissuer credit
rating on Erste Goup Bank AGto "A-' from'BBB+ . The outlook is positive. W
affirmed the short-termrating at 'A-2".

At the same tinme, we raised our issue ratings on Erste's subordinated debt
instrunments to 'BBB' from'BBB-' and on its Additional Tier 1 (AT1l) capita
notes to 'BB+ from'BB'.

Rationale

The upgrade reflects our positive reassessnment of Erste's conbi ned fundi ng and
liquidity position, based on our view that the strong consolidated funding and
liquidity ratios that we observe at the group |level are now al so evident at
the main operating subsidiaries. W already considered that Erste benefits
from an above-average funding profile conpared with its donestic and
international peers. This is owing to Erste's leading retail franchise in
Austria and nmain operating markets across Central and Eastern Europe (CEE)
under pi nned by sel f-funded operations by the core CEE subsidiaries.

Accordi ngly, we have revised upward our assessment of the bank's stand-al one
credit profile (SACP) to 'a-' from'bbb+', leading us to raise the issuer
credit ratings on Erste and the issue credit ratings on Erste's debt by one
not ch.

The upgrade is al so supported by our view that Erste's asset quality and
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pre-tax profitability has inproved substantially in the past 12-24 nonths,
owng mainly to a strong focus on restructuring and di vesting nonperform ng

| oans, as well as the stabilized operating environment in Austria and its hone
markets in CEE. This translated into stable revenues, nmaterially | ower credit
| osses than our base-case assunption, and strengthened earnings in 2016,
denonstrating continued progress beyond the inprovenents in the bank's
capitalization that we recognized in our reviewin May 2016. W do not
anticipate further substantial inmprovenents in profitability since the

i mpai rment charge has likely bottonmed and revenue growth remai ns chal |l enged
amd ultra-1ow base rates in the eurozone. However, we anticipate that

retai ned earnings and further issuance of additional tier 1 instruments will
lead to a noderate rise in the bank's S& G obal Ratings' risk-adjusted
capital (RAC) ratio to 8.5%9.0% fromour estinate of approximtely 8.4%  for
end- 2016.

On a consolidated group basis, Erste has |ong denonstrated superior funding
and liquidity nmetrics conpared with many of its peers. For exanple, we
estimate the group's one-year liquidity ratio (broad liquid assets to
short-term whol esal e funding) to be 3.8x as of year-end 2016, conpared wth
the 1.0x-2.0x ratios that we observe anong nany of the other |arge European
banks. These netrics reflect the structural strengths of Erste's deposit-heavy
funding profile, in addition to nanagenent's policy of maintaining anmple

buf fers of unencumbered high-quality securities eligible for refinancing by
t he European Central Bank. As of year-end 2016, the consolidated liquidity
buf fer (defined as unencunbered collateral plus cash) stood at €51.2 billion
or 26.7%of total liabilities.

The changed assessnent reflects the overall inprovement in the funding
profiles in Erste's network banks, denmponstrated by a marked reduction of

i ntragroup funding fromthe parent bank over the past five years that exceeded
our expectations. W now see each network bank as being able to deal with
potential liquidity stresses on its own, which we consider a critical factor
given the restrictions on intra-group liquidity transfers. In our view, Erste
and its main operating subsidiaries would likely benefit from custoners
flight to quality in financial crises, and their liquidity coverage woul d
enable themto withstand a | ack of access to whol esal e funding for nore than
12 nonths, as well as noderate reductions in custoner deposits. Wiile we do
not place great weight on the regulatory liquidity coverage ratio (LCR) given
its one-nonth horizon, the ratio incorporates regulatory restrictions on
intra-group liquidity transfers. W note that the LCR for the Erste group was
142. 6% as of Dec. 31, 2016, and we understand the ratio for each of the main
subsi diaries also stood well above 100%

Simlar to other systemcally inportant banks in Europe, Erste will need to
build its buffer of bail-in capacity to neet what will likely be a substantia
regul atory mninumrequirenent for eligible liabilities (MREL). As such, we
anticipate that its buffer of additional |oss-absorbing capacity (ALAC) will
rise nodestly in the next 12-24 nonths from our estinmate of approximtely 4.4%
for year-end 2016 to about 4.5%5.0% by 2018. This will principally be on the
back of a small rise in total adjusted capital beyond that taken into account
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in our capital assessnment and a rollover of existing capital instrunents.
However, this |eaves the bank bel ow our 5.5%threshold of risk-weighted assets
for a one-notch uplift. W use an adjusted threshold for the Erste group, as
opposed to the usual 5.0% because we anticipate that Erste will have to
depl oy substantial ALAC -primarily consisting of excess core capital--inits
CEE subsidiaries, and we see fungibility of such resources as constrai ned by
capital restrictions set by host regul ators.

Therefore, we currently do not incorporate any additional uplift into the
ratings for ALAC. In the next 12 nonths, however, we expect to have nore
clarity on the resolution strategy for Erste, the MREL requirenent, and
managemnent' s approach for buil ding and downstreaning that MREL. This could
reveal details regarding the size and pace of Erste's ranmp-up of ALAC that
could lead us to reconsider the size of the threshold adjustment, possibly
benefiting the ratings on Erste.

Outlook

The positive outlook on Erste reflects our view that, over the next two years,
a clearer indication of the pace and size of Erste's build-up of ALAC could
eventually lead us to include one notch of uplift in the rating. W expect
that the operating environment in Erste's biggest core markets will remain
stable, facilitating the generation of sound earnings fromits traditiona
customer-led retail and corporate custoner business.

W would nost likely raise the rating if greater insight into the ranp-up

| eads us to add to the rating one notch of support for ALAC. However, this
woul d hinge on our view of the group's creditworthiness as being clearly in
[ine with that of 'A -rated peers.

Wiile less likely, an upgrade could stem or be supported by an inprovenent in
Erste's operating environment or a noderate shift in operations toward
lower-risk countries that lead us to revise the anchor to 'bbb+ from'bbb'.
However, at this stage, we do not see a strong probability that this would

| ead us to reassess upward the SACP to 'a' because we woul d take into account
our view of Erste's other rating factors, such as its business position
relative to peers with 'bbb+" anchors.

We could revise the outlook to stable if we see a smaller |ikelihood of a
substantial rise in ALAC or if, for exanple, we observe aggressive growh in
hi gher-risk countries that suggests a linited scope for inprovenent in Erste's
credi t wort hi ness.

Ratings Score Snapshot

I ssuer Credit Rating A-/ Positivel A-2 BBB+/ St abl e/ A- 2
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GCP a- bbb+
Anchor bbb bbb
Busi ness Position Strong (+1) Strong (+1)
Capital and Earnings Adequate (0) Adequat e( 0)
Ri sk Position Adequat e (0) Adequat e (0)
Fundi ng and Above average and Above average and
Liquidity Strong (+1) Adequat e (0)
Support (0) (0)
ALAC Support (0) (0)
GRE Support (0) (0)
Group Support (0) (0)
Sover ei gn Support (0) (0)
Addi ti onal Factors (0) (0)
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Ratings List

Upgr aded; Ratings Affirned

To From
Erste Group Bank AG
Counterparty Credit Rating A-/ Positivel A-2 BBB+/ St abl e/ A- 2
Seni or Unsecured A- BBB+
Subor di nat ed BBB BBB-
Juni or Subordi nat ed BB+ BB
Conmrer ci al Paper[ 1] A-2 A-2
Erste Finance (Del aware) LLC
Conmrer ci al Paper|[ 2] A-2 A-2

[1] Co-i ssued by Erste Group Bank AG Hong Kong Branch.
[2] Guaranteed by Erste G oup Bank AG

Additional Contact:
Financial Institutions Ratings Europe; FIG_Europe@spglobal.com

Certain terns used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further

i nfornati on. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at spcapitaliqg.com All

ratings affected by this rating action can be found on the S& @ obal Rati ngs'
public website at www. st andardandpoors.com Use the Ratings search box | ocated
inthe left colum. Alternatively, call one of the follow ng S& d obal
Ratings nunbers: Cient Support Europe (44) 20-7176-7176; London Press Ofice
(44) 20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225;

St ockhol m (46) 8-440-5914; or Mscow 7 (495) 783-40009.
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