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European banks are back where they started
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European banks have enjoyed a good start to the year. Revenues have risen,
much more than costs. Loan loss provisions have remained low. Bottom-line
profit has jumped by more than 40% compared with 12 months ago. However,
the rebound has followed what was a weak period in the previous year – in fact,
the industry is in many ways just back where it was in Q1 2015. What is more,
judging only by the P&L, there has been relatively little change since the
European debt crisis erupted in Greece seven years ago. The industry has
more or less been treading water ever since, a frustrating experience after
decades of strong growth and massive recent restructuring efforts. However,
other performance indicators clearly show major improvements, not least with
regard to banks’ de-risking and buildup of capital.
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How are you doing? The European banking industry’s answer to this question
depends on whether the enquirer is interested in a narrower or a wider angle.
The first, short answer would be: quite well. An immediate comparison with 12
months ago shows the operating progress that the sector is currently achieving.
Banks’ results (proxied by the top 20 institutions) are clearly better than in Q1
2016. At the beginning of this year, revenues were up substantially by 7% yoy.
However, this masks the fact that most of this increase was due to volatile
trading income (+51%), whereas net interest income actually fell by another
1.5%. Fees and commissions rebounded by 10%. Encouragingly, administrative
expenses only rose by 1.5%, i.e. much less than revenues, so that the costincome ratio improved 3 pp to 61%. Also, loan loss provisions decreased by 6%
from a level that was already low one year ago. Net income therefore jumped by
more than 40%.
A closer look, however, reveals that performance is less rosy than these figures
suggest. In fact, Q1 2016 makes for a flattering comparison due to significant
dislocations in capital markets, which had a severe impact on European banks’
operations. In many ways, the banks have only recovered (part of) the ground
they lost back then. Compared with Q1 2015, the first quarter of this year seems
much less spectacular: all revenue components are currently lower, although
costs and loan losses have also fallen. Post-tax profit is a moderate 8% lower,
and therefore broadly on par. Still, there is virtually no underlying growth across
the sector, individual exceptions notwithstanding. Importantly, banks are not
only struggling with shrinking net interest income due to extremely loose
monetary policy – far from it, as there is also significant structural pressure on
fees and commissions, as well as trading income.
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Even more remarkable is the comparison with the last (“normal”) quarter before
the European debt crisis erupted in Greece exactly seven years ago (a
comparison with pre-financial crisis figures would be much more devastating
since the credit bubble had inflated most performance indicators at that time). In
some ways, there has been no progress since 2010 at all, despite the industry’s
enormous restructuring efforts. But, of course, there has also been considerable
headwind from much tighter regulation, higher compliance expenditures, zero
interest rates and sluggish economic growth. Overall, major banks’ revenues in
Q1 2017 were slightly lower than in Q1 2010. Administrative expenses were
almost 10% higher though, driving net income 13% below that level. This
disheartening picture gets somewhat brighter once the strengthening of balance
sheets is taken into account. The core capital ratio (transitional Core Tier 1 back
then, now fully loaded Basel III Common Equity Tier 1) has surged from 9.1% to
12.9%, even with far tougher definitions. Much of that increase came from derisking, but nominal equity has also climbed more than a quarter, despite huge
losses from non-performing loans, restructuring costs and litigation.
What about the near-term outlook? There is a lot to suggest that there will be
further incremental progress. The euro-area economy is forecast to grow by a
solid 1.8% this year, much of banks’ restructuring has been completed and
interest rates may remain very low in the foreseeable future, providing
momentum to the lending business, which finally appears to be picking up some
speed. Loans to households from all banks in the EMU are currently expanding
at 2.3% yoy, and loans to companies at 0.6%. Both growth rates might increase
moderately in the coming quarters, provided there are no further shocks to the
system. Private-sector deposit inflows have accelerated and outstanding
volumes are up by a substantial 4.7% yoy, but this dynamic could slow given
ever-lower deposit rates. Banks are flush with liquidity and may want to reduce
excessive – and costly – liquidity buffers.
It helps that the industry has reached capital levels that may be close to a
longer-term equilibrium. As a consequence, reducing exposures may not be as
imperative as it was and banks can increasingly turn their focus towards new
business commitments. In March 2017, the fully loaded CET1 ratio of the
largest institutions in Europe was almost stable yoy at 12.7% on average, while
the leverage ratio even declined by 15 bp to 4.5%, although this was mainly due
to two basket cases rather than a general market phenomenon.
More information: Large or small? How to measure bank size
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