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Margin gains and NPL improvement, but pension
deficit weighs on capital generation

DAVY VIEW

AIB’s H1 results (July 28th) are expected to show continued
improvement in interest margins and new lending activity.
Non-performing loans will reduce further, although at a slower
pace, with write-backs also subsiding. Although trading
performance may not benefit capital given the swing in the
pension deficit, a FL CET1 ratio of ¢.13% still leaves the AT1s
(10.5/10.9% vyield) as attractive, in our view. UK operations will
come under scrutiny following the referendum result, especially
given the notable contribution (30%) to 2015 lending activity.

Margin gains drive underlying improvement

AIB’s net interest margin (ex-ELG) grew from 1.97% in FY 2015 (2.02% exit) to 2.09% in
Q1, and we anticipate a similar H1 2016 margin out-turn of 2.09% as banking margin
gains are offset by reduced treasury income. The bank’s most recent mortgage rate cuts
only take effect from the start of July. Our full year forecast of 2.11% therefore sees
further improvement in H2 as the uplift from the CoCo’s redemption in July is partly
offset by mortgage rate pressures. New lending activity grew by 17% during Q1, with
strong activity noted across corporate, SME and personal lending sectors, following 49%
growth during 2015.

Pace of asset quality improvement to slow

AIB's impaired loan balances have fallen substantially to €12bn as of Q1 2016, which
represents a 60% decline from peak. The Q1 reduction represented a slowdown in the
rate of improvement, falling by only €1bn versus €4.9bn in H2 2015 and €4.2bn in H1
2015, although AIB recorded a net write-back of €109m in Q1 versus €923m in FY 2015.
Management previously targeted a further impaired loans reduction of €3-5bn of gross
loans in H1 2016. We expect impaired loans to continue to reduce but at a slower pace,
especially as Irish mortgages now represent nearly half of the outstanding.

Pension deficit swing to stall capital growth

AIB's CET1 capital ratio was relatively unchanged in Q1 2016 (13.1% fully-loaded (FL)
/15.9% transitional) as profits were offset by an increase in the deficit in the Irish DB
pension scheme mainly due to a lower discount rate. The bank disclosed a €500m swing
in the first two months of the year, which we reflected in our 2016 forecasts, but €AA
corporate bond yields have since declined by a further 52bps to the end of June (f -
28bps). Therefore AIB's H1 FL CET1 ratio is likely to be relatively unchanged on further
pension pressures rather than our forecast 13.6% ratio.

Outlook for the UK operation is uncertain

AlIB’s UK operations will come under particular scrutiny at results, and we have yet to
make any forecast adjustments. AIB UK accounted for 16% of group loans and 14% of
2015 pre-provision operating profits. Yet the UK contributed to 30% of new lending
flows in 2015, which proved especially important at stabilising group loan balances as
amortisations in the Irish mortgage book in particular continue to outpace new lending.
Management previously indicated that an update on the group’s UK strategy, focusing
on owner-managed entities and SME customers, would be provided during 2016 but this
will now prove difficult in the post-referendum landscape.
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Table 1: AIB financials run - 18/07/16

Price (c) Yield %

Securities Bid Ask Bid Ask
AIB 2 5/8 07/16 (ACS) 100.1 100.1 -1.0 -3.0
AIB 4 7/8 06/17 104.8 1049 -02 -0.3
AIB 3 1/8 09/18 106.9 107.1 -0.1 -0.2
AIB 0 5/8 07/20 102.6 1028 0.0 -0.1
AIB 2 1/4 03/21 110.4 110.8 0.0 -0.1
AIB 0 5/8 02/22 102.8 103.1 0.1 0.1

AIB 0 7/8 02/23 104.0 1044 03 0.2
AIB 2 7/8 11/16 (SNR) 100.9 101.1 0.3 -0.2
AIB 2 3/4 04/19 105.6 106.0 0.7 0.5
AIB 1 3/8 03/20 101.8 102.2 0.9 0.8
AIB 4 1/8 11/25 (T2) 94.3 95.0 5.6 5.4
AIB 7 3/8 12/49( AT1) 89.0 90.0 10.9 10.5
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Profits boosted by €294m VISA sale as write-
backs subside

We are forecasting a decline in H1 operating profit to €1,007m from the prior year
result of €1.244bn, which was boosted by €543m of net provisions write-backs versus
our forecast for a reduced €100m in H1 2016. However, the H1 2016 result benefits
from AIB’s €294m equity share in the VISA Europe sale. We would note that this was
already booked in reserves and included in FL CET1 capital.

Highlights include:

e A 17bps yoy increase in the net interest margin, increasing net interest income by
4.8% to €1,003m despite a 4.6% contraction in interest earning assets.

e A 51% increase in ‘other’ income to €616m. However, if we exclude the VISA sale,
this falls to €322m, which represents a decline of 21%/€87m as the prior year period
benefitted from €67m of net trading income (which we do not model for) and €36m
of higher ‘miscellaneous/other’ gains. We assume that underlying fees and
commissions continue to improve, rising by €16m annually.

e We forecast a 9% rise in operating expenses, broken down between an increase of
4% to reflect the assumed accrued regulatory charge and 5% for higher wage costs
and the on-going strategic IT programme.

e We previously forecast a €200m gross write-back from the bank's targeted H1 2016
gross impaired loans reduction of €3-5bn, which offset our full year underlying
€200m charge (35bps). Therefore we are forecasting a net write-back of €100m in
H1, although this may prove conservative given the reported Q1 write-back.

Table 2: Summary forecasts (€m)

H1 2015 H2 2015 2015 H1 2016 H2 2016 2016 | H116/H115 H116/H215| FY16/FY15
Net interest income (ex-ELG) 957 1000 1957 1003 1011 2014 4.8% 0.3% 2.9%
ELG payments -17 -13 -30 -6 -4 -10 -64.7% -53.8% -66.7%
Other income 409 287 696 616 301 916 50.5% 114.5% 31.6%
Total Income 1349 1274 2623 1613 1307 2920 19.6% 26.6% 11.3%
Operating costs (inc. levies) -648 -716 -1364 -707 -767 -1473 9.1% -1.3% 8.0%
Op. profit pre-provisions 701 558 1259 906 541 1447 29.3% 62.4% 14.9%
Impairment charges 543 380 923 100 -101 0 -81.6% -73.7% -100.0%
Operating profit 1244 938 2182 1007 440 1447 -19.1% 7.3% -33.7%
Associated undertakings 13 12 25 14 14 28 7.7% 16.7% 12.0%
Exceptionals -22 =271 -293 0 0 0
Profit before tax 1235 679 1914 1020 454 1474 -17.4% 50.3% -23.0%
Income tax -395 -139 -534 -153 -68 -221 -61.0% 10.8% -58.6%
Profit/loss after tax 840 540 1380 867 38 1253 3.3% 60.6% -9.2%
AT1 -19 -19 -38
Retained profit (410) (7) (425) 848 367 1253 1.0% 57.1% -394.8%
Other comprehensive income 191 657 848 -975 -126 -1101 -610.5% -248.4% -229.8%
Net interest margin (ex-ELG) 1.92% 2.01% 1.97% 2.09% 2.13% 2.11% 17bps 8bps 14bps
Average interest earning 100,637 99,955 99,272 96,000 95,500 95,476 -4.6% -4.0% -3.8%
assets
RWAs 13,559 12,210 12,210 12,009 11,808 11,642 -11.4% -1.6% -4.7%
Transitional CET1 17.4% 15.9% 15.9% 16.1% 16.6% 16.6% (1.2ppts)* 0.3ppts 0.7ppts
Fully-phased CET1 14.1% 13.0% 13.0% 13.6% 14.0% 14.0% | (0.5ppts)* 0.6ppts 1ppts

* reflects the €1.3bn repayment of state aid
Source: AIB; Davy forecasts
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Table 3: Summary historic financials and forecast estimates (€m)

Income statement €m 2012 2013 2014 2015 2016F 2017F 2018F
Net interest income 1494 1518 1746 1957 2014 2103 2091
Other income 318 508 843 696 916 650 628
Guarantee fees (ELG/CIFs) -388 -173 -59 -30 -10 0 0
Total income 1424 1853 2530 2623 2920 2753 2720
yoy change -20% 30% 32% 4% 11% -6% 1%
Operating expenses (inc. levies) -1739 -1470 -1463 -1364 -1473 -1543 -1573
yoy change 3% -15% 7% -7% 8% 5% 2%
Operating result pre-provisions -315 383 1067 1259 1447 1210 1147
yoy change -412% -222% 140% 18% 15% -16% -5%
Total provisions -2529 -1904 188 923 0 -169 -172
yoy change -69% -25% -110% 391% -100% 33740% 2%
Operating profit/loss -2844 -1521 1255 2182 1447 1041 975
yoy change -412% -222% -186% 74% -34% -28% 0%
Associated undertakings 10 7 23 25 27.5 30.25 32
Exceptional items -996 -173 -167 -293 0 0 0
Profit/loss before tax -3830 -1687 1111 1914 1474 1071 1007
Income tax 183 90 -230 -534 -221 -161 -151
AT1 coupon 0 0 0 0 -38 -93 -93
Retained profits -3647 -1597 881 1380 1215 817 763
Key ratios

Net interest margin (NIM) 0.91% 1.22% 1.63% 1.94% 2.10% 2.29% 2.31%
NIM (ex-ELG) 1.22% 1.37% 1.69% 1.97% 2.11% 2.29% 2.31%
Average interest earning assets 122,200 110,000 103,370 99,272 95,476 91,761 91,761
Other income-to-total income 18% 25% 33% 26% 31% 24% 0%
Cost-to-income ratio (ex-ELG) 96.00% 72.60% 62.90% 51.41% 50.27% 56.05% 57.84%
Loan loss charge (gross loans) 2.56% 2.22% -0.24% -1.23% 0.00% 0.22% 0.22%
Loans-to-deposits ratio 115% 100% 99% 100% 100% 99% 0%
CT1 ratio (B2)/B3 transitional 15.1% 15.0% 10.5% 15.9% 16.6% 17.1% 17.2%
CET1 ratio (B3 fully-phased) 9.7% 10.5% 5.9% 13.0% 14.0% 14.9% 15.8%

Leverage ratio

Summary balance sheet

Cash & interbank 6961 6180 7258 7289 7000 7000 7000
Customer loans 72972 65713 63362 63240 62600 63470 65548
NAMA bonds 17387 15598 9423 5616 4213 0 0
AFS securities/trading portfolio 16372 20370 20185 19972 18947 18216 17535
Intangibles 187 176 171 289 441.2 563 550
Deferred Taxation 3845 3828 3576 2897 2676 2515 2364
Other non-earning assets 4777 5869 3479 3819 3819 3819 3819
Total assets 122501 117734 107455 103122 99696 95583 96817
Monetary borrowing 22220 12725 3400 2900 3051 2274 1147
Interbank loans 5636 10396 13368 10963 8500 3000 3000
Customer deposits 63610 65667 64018 63383 62683 63937 65215
Debt securities in issue 10666 8759 7861 7001 7001 6326 6826
Subordinated debt 1271 1352 1451 2318 784 1284 1284
Pension deficit 762 94 1239 368 868 868 868
Other 7743 8241 4546 4546 4546 4546 4546
Shareholder's equity 3499 6994 8072 11648 11762 12349 12930
Preference Shares/AT1s 3500 3500 3500 500 500 1000 1000
Total liabilities including equity 122501 117734 107455 103122 99696 95583 96817

Source: AIB, Davy forecasts
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Analyst Certification

Each research analyst primarily responsible for the content of this research report certifies that : (1) the views expressed in this research report accurately reflect his
or her personal views about any or all of the subject securities or issuers referred to in this report and (2) no part of his or her compensation was, is, or will be,
directly or indirectly related to the specific recommendations or views expressed in this report.

Investment ratings definitions

Davy ratings are indicators of the expected performance of the stock relative to its sector index (FTSE E300) over the next 12 months. At times, the performance
might fall outside the general ranges stated below due to near-term events, market conditions, stock volatility or — in some cases — company-specific issues.
Research reports and ratings should not be relied upon as individual investment advice. As always, an investor's decision to buy or sell a security must depend on
individual circumstances, including existing holdings, time horizons and risk tolerance.

Our ratings are based on the following parameters:

Outperform: Outperforms the relevant E300 sector by 10% or more over the next 12 months.
Neutral: Performs in-line with the relevant E300 sector (+/-10%) over the next 12 months.
Underperform: Underperforms the relevant E300 sector by 10% or more over the next 12 months.
Under Review: Rating is actively under review.

Suspended: Rating is suspended until further notice.

Restricted: The rating has been removed in accordance with Davy policy and/or applicable law and regulations where Davy is engaged in an investment banking
transaction and in certain other circumstances..

Distribution of ratings/investment banking relationships

Investment banking services/Past 12 months

Rating Count Percent Count Percent
Outperform 71 53 29 74
Neutral 38 28 4 10
Underperform 12 9 0
Under Review 3 2 2
Suspended 5 3 0
Restricted 3 4 10

This is a summary of Davy ratings for all companies under research coverage, including those companies under coverage to which Davy has provided material
investment banking services in the previous 12 months. This summary is updated on a quarterly basis. The term 'material investment banking services' includes
Davy acting as broker as well as the provision of corporate finance services, such as underwriting and managing or advising on a public offer.

Regulatory and other important information

J&E Davy, trading as Davy is regulated by the Central Bank of Ireland. Davy is a member of the Irish Stock Exchange, the London Stock Exchange and Euronext. In
the UK, Davy is authorised by the Central Bank of Ireland and authorised and subject to limited regulation by the Financial Conduct Authority. Details about the
extent of our authorisation and regulation by the Financial Conduct Authority are available from us on request. No part of this document is to be reproduced
without our written permission. This publication is solely for information purposes and does not constitute an offer or solicitation to buy or sell securities. This
document does not constitute investment advice and has been prepared without regard to the individual financial circumstances and objectives of persons who
receive it. The securities/strategy discussed in this report may not be suitable or appropriate for all investors. The value of investments can fall as well as rise and
there is no guarantee that investors will receive back their capital invested. Past performance and simulated performance are not a reliable guide to future
performance. Projected returns are estimates only and are not a reliable guide to the future performance of this investment. Forecasted returns
depend on assumptions that involve subjective judgment and on analysis that may or may not be correct. Any information related to the tax status of the securities
discussed herein is not intended to provide tax advice or to be used as tax advice. Tax treatment depends on individual circumstances and may be subject to
change. You should consult your tax adviser about the rules that apply in your individual circumstances.

This document has been prepared and issued by Davy on the basis of publicly available information, internally developed data and other sources believed to be
reliable. While all reasonable care has been taken in the preparation of this document, we do not guarantee the accuracy or completeness of the information
contained herein. Any opinion expressed (including estimates and forecasts) may be subject to change without notice. We or any of our connected or affiliated
companies or their employees may have a position in any of the securities or may have provided, within the last 12 months, significant advice or investment
services in relation to any of the securities or related investments referred to in this document.

While reasonable care has been taken in the preparation of the information contained in this document, no warranty or representation, express or implied, is or
will be provided by Davy or any of its shareholders, subsidiaries or affiliated entities or any person, firm or body corporate under its control or under common
control or by any of their respective directors, officers, employees, agents, advisers and representatives, all of whom expressly disclaim any and all liability for the
contents of, or omissions from, this document, the information or opinions on which it is based and/or whether it is a reasonable summary of the securities in this
document and for any other written or oral communication transmitted or made available to the recipient or any of its officers, employees, agents or
representatives.

Neither Davy nor any of its shareholders, subsidiaries, affiliated entities or any person, form or body corporate under its control or under common control or their
respective directors, officers, agents, employees, advisors, representatives or any associated entities (each an "Indemnified Party") will be responsible or liable for
any costs, losses or expenses incurred by investors in connection with the information contained in this document. The investor indemnifies and holds harmless
Davy and each Indemnified Party for any losses, liabilities or claims, joint or several, howsoever arising, except upon such Indemnified Party’s bad faith or gross
negligence.
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