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Research Update:

KBC Bank And CSOB Outlook To Positive On
Expected Further Build-Up Of Loss Absorption
Capacity; 'A/A-1' Ratings Affirmed

Overview

 Belgian financial group KBC is building a sizable stock of senior debt to
comply with EU regul ations, in particular its expected | evel of nininmm
requirenents for own funds and eligible liabilities (MREL).

« KBC Group N V., the nonoperating hol ding conpany, as the preferred single
point of entry in a resolution scenario for the group, is instrunental in
the group's strategy to build up this material buffer protecting KBC
Bank's senior creditors in a resolution scenario.

« W are revising to positive our outlook on KBC Bank and Ceskosl ovenska
obchodni Banka A S. (CSOB), core banking entities of the KBC group, and
affirmng our ' A/A-1'" ratings on the two banks.

 The outl ooks on the nonbanking entities of the group--KBC | nsurance, KBC
Goup Re, and KBC Group N. V.--remain unchanged and are all stable.

e The outl ooks and long-termratings on strategically inportant
subsi di aries KBC Irel and and United Bul gari an Bank al so remai n unchanged.

Rating Action

On Cct. 27, 2017, S&P d obal Ratings revised to positive fromstable its
out | ooks on the core banking entities of the KBC bancassurance group (KBC),
nanel y Bel gi um based KBC Bank N.V. and Czech Republic-based Ceskosl ovenska
Gbchodni Banka A S. (CSOB). W affirned our long- and short-termissuer credit
ratings on the two banks at 'A/A-1'.

We affirned the ratings on the nonoperating hol ding conpany (NOHC) KBC Group
N. V. at 'BBB+/ A-2'. The outl ook on the NOHC renmi ns stable.

We also affirned our 'A-' issuer credit and financial strength ratings on KBC
I nsurance N. V. and insurance subsidiary KBC Goup Re S. A The outl ook on both
entities is stable.

Additionally, we affirnmed the issue ratings on the subordi nated and hybrid
capital instruments issued by these entities.

The outl ooks on the two banking subsidiaries in Ireland and Bul garia, nanely
KBC Bank Ireland PLC (BBB-/Stabl e/ A-3) and United Bul gari an Bank AD
(BB+/ Posi tivel/B), are al so unchanged.
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Rationale

The outl ook revision on KBC Bank and CSOB reflects the gradual build-up of an
addi ti onal |oss-absorption capacity (ALAC) buffer, mainly at the hol di ng
entity, KBC Goup N.V. W think KBC s strategy will result in ALAC increasing
above our 8% threshold within two years fromnow, and that KBC will maintain a
buffer of that size beyond this horizon. In particular, KBC G oup N. V. is

i ssuing a sizable stock of senior debt, which in our vieww Il contribute to
protect KBC Bank's senior creditors in a resolution scenario. W expect that

it wll continue to do so steadily to conply with the EU Bank Recovery and
Resol ution Directive's mnimumrequirenment for own funds and eligible
liabilities (MREL).

W estimate that the ALAC buffer represented about 4.0% 4.5% of S&P d oba
Rati ngs' risk-weighted assets (RM) at year-end 2016 and that it will already
stand above 7% at year-end 2017, given internal capital generation and the
continuing issuance of tier 2 debt instrunments and senior debt by the NOHC

We include in our ALAC assessnent subordinated instrunents protecting KBC
Bank's senior creditors. W are still uncertain whether regulatory authorities
will ultimately confirmthe choice of the NOHC as the resolution entity for
the group, but we believe that this is a very likely scenario and view
positively the already sizable anmobunt of debt the NOHC has issued so far (€3.5
billion as of June 30, 2017, versus nil at year-end 2015).

The projected ALAC ratio reflects our expectations that:

e The KBC group will replace maturing Tier 2 capital instruments with
ALAC-eligible instruments and the NOHC will continue to issue senior debt
in each of the coming two years to conply with an estimted MREL | evel of
about 26.25% in 2020, conpared with 22.8% at end-June 2017.

* Excess S&P dobal Ratings' risk-adjusted capital (RAC) ratio wll
increase in the next two years, with a projected RAC ratio in the
9.25% 9. 75% range, which is above the 7% threshold to qualify for an
adequat e capital and earnings position under our criteria. This excess
total adjusted capital will contribute to the build-up of the ALAC
buffer, in accordance with our criteria.

We estimated that the RAC ratio before diversification at end-2016 stood at
8. 8% under our updated RAC franework methodol ogy and taking i nto account the
positive revisions we made to our risk assessments for banks operating in
Ireland and Czech Republic (see Related Research). Qur RAC ratio projection in
the 9.25%9. 75% range by year-end 2018 is based on the follow ng assunptions:
* On average a 4% 5% annual increase in S& d obal Ratings' RWA over

2016- 2018, as the group continues to expand its bal ance sheet in European

countries where it already operates, excluding Ireland.
e Annual net profits in the €2.0 billion-€2.5 billion range in 2017 and

2018, thanks to a resilient net interest margin especially in the two

| argest markets Bel gi um and Czech Republic, which we view as benefiting
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from good growt h prospects, healthy contribution of insurance activities
and assets under nanagenent, stable operating expenses, and a | ow cost of
risk overall. Cost of risk is declining in Ireland, in particular, where
it used to be very high.

* A dividend payout ratio in the 50% 60% r ange.

* No change in the group's perinmeter in our base-case scenario.

G ven these expectations and assunptions, and our views on KBC s strategic
positioning and financial performance, we have maintai ned the unsupported
group credit profile (GCP) at 'a-' and one notch of uplift for ALAC for the
core banking entities of the KBC group. As we do not believe ALAC support will
be available for insurance subsidiaries, we continue to equalize their ratings
with the unchanged 'a-' unsupported GCP. W still view KBC Insurance as a core
entity of the group though, as it is integral to the long-termstrategy.

We continue to view KBC Bank Ireland PLC and United Bul gari an Bank as
strategically inportant subsidiaries of the KBC group

Outlook

KBC Bank

The positive outlook on KBC Bank N. V. reflects our expectation that, over the
next two years, the bank will steadily inplenent its strategy to naintain a
hi gh core regulatory capital ratio and build a [arge buffer of instruments
protecting senior creditors, in excess of 8% of S& d obal Ratings' RWAs. W
will therefore likely incorporate a second notch of uplift for ALAC into our
ratings in the next two years, all other factors remai ning unchanged. In our
view, KBC is opting for a conservative financial strategy, which could lead to
a stronger bal ance sheet over time. W do not assume any material acquisitions
over the com ng two years.

The outl ook al so refl ects our expectation that the group will continue to
performwell in the core markets where it operates and display resilient
earnings, as it leverages its efficient bancassurance operating nodel, which
hel ps to offset pressure fromthe lowinterest-rate environment.

We coul d revise the outl ook to stable if the issuance of bail-in-able debt
falls short of our projections of 8% of S& RWAs in the next 24 nonths, either
because the group is opting for a nore acquisitive or shareholder-friendly
strategy, or because capital market conditions conplicate the issuance of

| arge anount of bail-in-able debt.

KBC Group N.V.

The outl ook on the NOHC KBC Group N. V. is stable and reflects our expectation
that, in the next two years, the group will continue to grow and perform well
in the core markets where it operates and further build-up its core capital

We expect the overall group to display resilient earnings, as it leverages its
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ef ficient bancassurance operating nodel, which helps to offset pressure from
the lowinterest-rate environment.

We could lower the ratings if we were to revise the unsupported GCP downwar d.
This could happen if the group departed fromthe prudent expansion strategy
and increased substantially its exposures in higher-risk areas, or if it

exhi bited a nore aggressive growth pattern, organically or via acquisitions.

We could raise the ratings if we were to revise the unsupported GCP upward to
'a'. This could happen if we were to observe a sustainable inprovenment of the
group's capital nmetrics or stronger diversity of its business nodel.

Ceskoslovenska Obchodni Banka

The outl ook on the core banking subsidiary CSOB is positive and nirrors the
out | ook on KBC Bank. Any rating action on KBC Bank would translate into a
simlar rating action on this core subsidiary.

Despite the prevailing regulatory uncertainties in the Czech Republic, we use
the supported GCP as the reference point for equalization of the ratings
because we anticipate that the group would be subject to a single resolution
process and this would seek to ensure that CSOB continued to service its
seni or obligations on time and in full. If we concluded that the ALAC support

i ncorporated in our ratings on the parent would not extend to the Czech
subsidiary (for exanple because it would potentially be subject to separate
resolution), we would likely equalize the ratings on CSOB with the unsupported
GCP of "a-'.

Other group entities

The outl ooks on the other group entities are unchanged. The outl ook on core

i nsurance entities KBC Insurance and KBC Goup Re is stable because we do not
expect downward pressure on their core group nmenbership in the next two years,
as insurance remains an integral part of the group's strategy. W al so expect
t he unsupported GCP to remmi n unchanged over the next two years.

The outl ook on KBC Bank Ireland is stable and refl ects our expectation of a
gradual strengthening of the bank's capital position and repositioning of the
franchise, while it continues to work through its very |arge stock of
nonperform ng assets.

The outl ook on United Bulgarian Bank is positive and reflects our view that we
could raise the ratings on the bank over the next 12 nonths if we raised the
sovereign credit ratings on Bulgaria and we saw an inprovenent in the bank's
busi ness profile, in particular a nore focused growh strategy and operating
per f ormance i nprovenents.
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Ratings Score Snapshot

KBC Bank N.V.

To From
I ssuer Credit Rating A Positivel A1 Al Stable/ A1
SACP a- a-
Anchor bbb+ bbb+
Busi ness Position Strong (+1) Strong (+1)
Capital and Earnings Adequat e (0) Adequat e (0)
Ri sk Position Adequat e (0) Adequat e (0)
Fundi ng and Average and (0) Average and (0)
Liquidity Adequat e Adequat e
Suppor t +1 +1
ALAC Support +1 +1
GRE Support 0 0
G oup Support 0 0
Sover ei gn Support 0 0
Addi ti onal Factors 0 0

Related Criteria

e Criteria - Financial Institutions - General: Risk-Adjusted Capital
Framewor k Met hodol ogy, July 20, 2017

e CGeneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

e Ceneral Criteria: Guarantee Criteria, Cct. 21, 2016

e Criteria - Financial Institutions - Banks: Bank Rating Methodol ogy And
Assunptions: Additional Loss-Absorbing Capacity, April 27, 2015

e« Criteria - Financial Institutions - Banks: Bank Hybrid Capital And
Nondef errabl e Subordi nated Debt Methodol ogy And Assunptions, Jan. 29,
2015

e CGeneral Criteria: Principles For Rating Debt |ssues Based On | nputed
Prom ses, Dec. 19, 2014

* CGeneral Criteria: Goup Rating Methodol ogy, Nov. 19, 2013

e Criteria - Financial Institutions - Banks: Quantitative Metrics For
Rati ng Banks d obal ly: Methodol ogy And Assunptions, July 17, 2013

e Criteria - Financial Institutions - Banks: Banks: Rating Methodol ogy And
Assunptions, Nov. 9, 2011

e Criteria - Financial Institutions - Banks: Banking Industry Country Ri sk
Assessnent Met hodol ogy And Assunptions, Nov. 9, 2011

e CGeneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

* Criteria - Financial Institutions - Banks: Conmercial Paper |: Banks,
March 23, 2004
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Related Research

 United Bul gari an Bank AD, Aug. 4, 2017

e Various Rating Actions Taken On Four Czech Banks On Conti nued Econonic
Recovery, March 16, 2017

e Various Positive Rating Actions Taken On Irish Banks On Reduced Economic
Ri sk, Jan. 13, 2017

* KBC Bank Ireland PLC, July 27, 2016

Ratings List

Ratings Affirmed; Qutl ook Action

To From

KBC Bank N. V.
Ceskosl ovenska Gbchodni Banka A. S.

Counterparty Credit Rating A Positivel A1 Al Stable/ A1
Ratings Affirned
KBC Group N. V.

Counterparty Credit Rating BBB+/ St abl e/ A- 2

Seni or Unsecured BBB+

Subor di nat ed BBB-

Juni or Subordi nat ed BB
KBC Group Re S. A
KBC | nsurance N. V.

Counterparty Credit Rating

Local Currency A-/ St abl e/ - -
Fi nancial Strength Rating
Local Currency A-/ Stabl e/ - -

KBC Bank N. V.

Juni or Subordi nat ed BB+

Juni or Subordi nat ed BBB-

Conmrer ci al Paper A1

Certificate O Deposit A A1
KBC Ifim N. V.

Seni or Unsecur ed* A

Seni or Unsecur ed* Ap

Subor di nat ed* BBB

*Q@uar ant eed by KBC Bank N. V.
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Additional Contact:
Financial Institutions Ratings Europe; FIG_Europe@spglobal.com

Certain terms 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
information. Conplete ratings information is avail able to subscribers of

Rati ngsDi rect at www. capitalig.com Al ratings affected by this rating action
can be found on the S& d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng S& d obal Ratings nunbers:
Client Support Europe (44) 20-7176-7176; London Press O fice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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