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Research Update:

Belgian KBC Bank And Czech Subsidiary CSOB
Outlook Revised To Stable On Stronger Balance
Sheet; 'A/A-1' Ratings Affirmed

Overview

» Bancassurance group KBC is building a sizable stock of senior debt at its
hol di ng conpany, which could protect the operating conpany's seni or
creditors in resol ution.

* W expect KBC Bank will continue to display strong and resilient
earnings, grow, and performwell in the core markets where it operates.

» W are revising our outl ook on KBC Bank and core subsidiary CSOB to
stable from negative and affirmng our ' AAA-1' ratings on the banks.

« The stable outl ook on KBC Bank reflects our expectation that the group
will continue to strengthen its core capital netrics and grow its buffer
of bail-in-able instrunents over the next two years.

Rating Action

On Cct. 24, 2016, S&P d obal Ratings revised to stable fromnegative its
out | ook on Bel gi um based KBC Bank N. V.

At the sane time, we affirmed our |ong- and short-term counterparty credit
rati ngs on KBC Bank N.V. at 'A/A-1" and on its nonoperating hol di ng conpany
(NOHC) KBC Group N. V. at 'BBB+/ A-2'.

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

Qur ratings on the following entities forning the KBC bancassurance group are

unchanged, and the outl ooks are all stable:

« "A/A-1'" ratings on core subsidiary Czech Republic-based Ceskosl ovenska
Obchodni Banka A. S. (CSOB).

e "BBB-/A-3'" ratings on strategically-inportant subsidiary KBC Bank I|rel and
PLC.

« "A-' ratings on KBC Insurance N.V. and KBC G oup Re S. A

« "A' ratings on Czech-based insurer CSOB Poji stovna.

Rationale

The outl ook revision reflects the continued strengthening of KBC group's

bal ance sheet and its solid, resilient, earnings profile despite the
lowinterest-rate environnment. W believe the group is gradually building-up a
buffer of bail-in-able instruments, which in our viewis likely to increase in
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the next two to three years and substantially exceed our threshold of 4.5% of
S&P G obal Ratings risk-weighted assets (RWAs). In particular, the holding
conpany KBC Group N. V. this year started to issue a sizable stock of senior
debt (€1.5 billion in total so far), which in our vieww Il contribute to
further protect KBC Bank's senior creditors in a resolution scenario. W
expect that the holding conpany will continue this type of issuance and we
therefore think that the risk of KBC s additional |oss-absorbing capacity
(ALAC) buffer falling short of our projections has declined.

We use a 4.5%threshold for KBC G oup N V., as opposed to the usual 5.0% as
stated in our criteria, because we qualitatively adjust for the portion of KBC
Group N.V.'s insurance operations that we expect woul d be outside the scope of
required bail-in capitalization

We expect the ALAC buffer to represent about 5.25%5.5% of S&P d obal Ratings
RWA by end-2018. W include in our ALAC assessnent the subordi nated
instruments and seni or debt issued by KBC G oup N V. because we believe they
all have capacity to absorb | osses without triggering a default on the
operating conpany KBC Bank's senior obligations and they neet our other
criteria for inclusion

Regul atory authorities in Bel giumhave not formally confirmed the choice of
the NOHC as the resolution entity for the group, but we believe that this is a
likely scenario, or possibility anong ot her choices, and view positively the
€1.5 billion of debt already issued by KBC Goup N.V. in 2016.

We expect KBC s ALAC ratio to stand well above 4.5%in 2018.

The projected ALAC ratio reflects our expectations that:

e Excess total adjusted capital (TAC), as per our calculation, wll
i ncrease over the period, with a projected risk-adjusted capital (RAC
ratio already in the 8.75% 9. 25% range by end-2018, which is above the 7%
threshold to qualify for an adequate capital and earnings position under
our criteria. This excess TACw Il contribute to the build-up of the ALAC
buf fer.

« KBCwll replace maturing Tier 2 capital instruments with ALAC-eligible
instrunents and KBC Group N.V. will continue to issue senior debt in each
of the coming two years, at |east equivalent every year to the anount
al ready issued in 2016.

We have nmaintai ned the unsupported group credit profile (GCP) at 'a-',

refl ecting our expectation that KBC will continue to display resilient
earnings (as it |everages its bancassurance operating nodel), grow and perform
well in the core markets where it operates, in particular in its second hone
market, the Czech Republic.

We project that its RACratio will stand in the 8.75% 9. 25% range by end-2018.
Under this scenario, we make the follow ng assunptions:
e On average a 3.5% annual increase in S& d obal Ratings' RWA over

2016- 2018, as the group continues to grow its bal ance sheet in European
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countries where it already operates, excluding Ireland.

* Annual profits standing slightly above €2 billion on average, thanks to a
resilient, although slightly declining, net interest nmargin, strong
contribution of insurance and asset under managenent activities, stable
operating expenses with a cost-to-incone ratio hovering around 55% and a
| ow consol idated cost of risk at or nmarginally bel ow 30 basis points
(bps) .

e A dividend payout ratio of at |east 50% based on public disclosures.

* No change in the group's perinmeter in our base-case scenario. The group
has made efforts over past years to reduce the nunber of countries in
which it operates and to exit risky and non-client-driven businesses.

If we were to change our views on economc¢ risk in Belgium(currently at '2'
with a negative trend), our projected RAC ratio would be | ower but stil
within the 7% 10% range for an adequate capital assessnment. The anopunt of
excess core capital above the 7% threshold, contributing to the build-up of
the ALAC buffer, would also remain nmaterial. The ALAC buffer would still be
sufficient to neet our requirenent.

Consequently, we have maintained the supported GCP at 'a'. As we do not
bel i eve ALAC support will be available for insurance subsidiaries, we continue
to notch down for themfromthe unchanged 'a-' unsupported GCP.
We have subsequently affirned our ratings on the core banking subsidiary CSOB
Qur ratings on the insurance subsidiaries KBC Insurance N. V., and KBC G oup
Re, on the highly strategically inportant insurance subsidiary, CSOB

Poj i stovna, and on the strategically inportant bank subsidiary KBC Bank

Irel and are unchanged.

Outlook

The stabl e outl ooks on KBC Bank and KBC Group N. V. reflect our view that the
group will continue in the next two years to strengthen its core capita
metrics and grow its buffer of bail-in-able instruments, both of which are
strengthening its | oss-absorbing capacities. W expect KBC to display
resilient earnings, as it l|everages on its bancassurance operating nodel to
of fset pressure fromthe lowinterest-rate environment, to grow and perform
well in the core nmarkets where it operates.

We could lower the ratings if KBC departed fromthe prudent capital nanagenent
it exhibited over past years and opted for a nore aggressive growh pattern
organically or via acquisitions, or a nore sharehol der-friendly dividend
payout strategy.

We believe that a rating upgrade is renote in the next two years. It would
require a considerabl e inproverment of the group's capital metrics or stronger
diversity of its business nodel. W do not foresee either of these scenarios
over 2016-2018.
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The outl ook on the core banking subsidiary CSOB is stable, mrroring the

outl ook on the parent. Any rating action on the parent would translate into a
simlar rating action on this core subsidiary. The ratings equalization
reflects our view that a unique resolution strategy, at group level, is

probabl e, even if we expect the Czech regulator to clarify further in 2017 how
it approaches the case of locally systenic financial institutions, which are
part of a w der pan-eurozone banking group regul ated by the European Central
Bank.

The outl ooks on 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 nenbership, or on the unsupported
GCP in the next two years. Simlarly, the outlook on CSOB Pojistovna is

stabl e, based on the conmpany's highly strategic inmportance to the group.
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N.B. This list does not include all ratings affected.

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. standardandpoors. com for further
information. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at spcapitalig.com All
ratings affected by this rating action can be found on the S& @ obal Ratings’
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

Rati ngs 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) 783-4009.
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