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Banks’ profits soar to record highs as the U the benefits of elevated monetary policy
rates while keeping deposit rates low. Th aised many eyebrows in the context of
the cost-of-living crisis. Still, bank pro#ility indglases banks’ resilience and thus their
ability to provide credit in hard ti

But analysts and policy makgéspeculate about the su ability of such large profits as
some households and firg#¥ace heavier debt burdens. If p&ibank behaviour is any
indicator, there is still for further profit growth — but a wa e is needed for the
impact on borrowe cpayment capacity.

Banksglenefit from unprecedented rate hikes

2022, the European Central Bank (ECB) hiked official monetary policy rate he
t time since 2011. The current hiking cycle, in addition to atypically starting with an
interest rate in the negative area, is unprecedented in terms of speed and magnitude.

months to a historical high of 4% in October 2023 from -0.5% (see Figure 1). [1]
Compared to the previous tightening cycle over the same number of months (November
2005 — July 2008), the rate on the deposit facility increased by only 175 basis points to
2.75% from 1%.

Figure 1: Comparing ECB’s deposit facility rate across tightening cycles

(in %)

Sources: ECB, ESM calculations
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Banks have d 0 extensive public scrutiny in most euro area countrigt or swiftly
increasing the co their loans while keeping the remuneration of¢ “posits low in
response to the rate" »as. But this is indeed the reason for the ent profit boom: the
annualised return on equ or euro area banks in June 20 close to 10%, compared
to an average of 4% during"_ = previous decade. This baos profits has been perceived
as unfair by many, leading to . ¥ic outcry and the imgf “ition of windfall taxes in some
countries.

Still, the story is more nuanced and va « sdiction.

To better understand the actions taken k¢ Ja in the new interest rate environment, it is
useful to look at the degree to which s pasc. w.changes in the ECB official rate to
their customers — called the ‘passt® sugh’. Deposit®, ¥ lending 'betas’ are estimates that
measure the portion of this chaf e in the monetary pG rate passed to depositors and
borrowers, respectively.

For example, a 50% d¢ Jsit beta means that following an incre? 2 of 100 basis points in
the deposit facility 26 =, banks would increase the rate offered to depositors by 50
basis points. [21 & easuring and comparing betas across different rei. yhike cycles and
countries, wat n learn the passthroughs to the deposit and lending ratec. »ad if bank
behavio ers from the past.

DA Yosit betas: lower and slower

largest euro area economies (see Figure 2a to 2d). 181 [

Differently from other types of deposits, deposit rates on household current accounts
have yet to show any visible increase. Banks in all four of the largest countries are slower
than in the past in passing the rate hike, with betas that have remained virtually flat until
now. In Germany and Italy, banks have shown some increase in interest rates on current
accounts, though still less than half than the previous cycle.

For corporates, the overnight deposit rates show an overall increasing trend, but a large
gap compared to the previous cycle generally persists. Betas in the previous cycle were
around 50%. Now, after the same number of months from the first ECB hike, they are

between 10% and 20%, depending on the country. France is an exception, as banks are
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already beha in line with the prior pattern.

What's the reason ¢ Yaese differences across cycles?

First, banks face reduceda™ gentives to offer higher yields tgf “wain depositors. Current
financial conditions are sign tly different than in 2007 Allowing banks to still enjoy
abundant liquidity without, as ye »eing confronted v eaningful deposit outflows.

Second, a limited passthrough can he. hcontaipé cir costs as banks face the phasing out
of the ECB’s quantitative easing coupleG: ¢ Ipidly rising wholesale funding costs.

Third, after a decade of ultra-low and pé ative’. wlds, banks are keen to reap the benefits
of high official rates for as long as p£ Sible to boc eir capital positions, create buffers
to be used for a possible asset ¢ deterioration e near future, and remunerate
their shareholders after mored n a decade of very lim dividend distribution.

Figure 2a-d: C ative deposit betas over tightening les

a. Germag %)

b. @¥nce (in %)

c. Italy (in %)

Sources: ECB, ESM calculations

Lending betas: quicker to take on profits

For lending rate passthrough, we observe that the interest cost has behaved more in line
with the previous cycle for new corporate loans, albeit still somewhat lower. For
households, the picture is more blurred.

The passthrough to corporates is quite similar in the two cycles, with betas after 16
months from the first ECB hike at around 75% in all four countries in the current cycle
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compared to a erage of 85% in the previous one (Figure 3). Italy i€ & only exception
with higher betas™ ‘ay.

In the current cycle, ba in the four largest euro area counts’ . pass around 50% of the
official increase to mortgag. » While this behaviour was al ‘Observed in Germany and
France previously, Italian, anc. wanish banks’ passthrgf ;i reached 100% in less than
six months in the previous cycle %2 Figure 3a to

These differences across cycles and ¢ mtrie : because the outstanding portfolio of
loans reprices almost automatically follow interest rate hike for countries with high

shares of variable rate loans, such as Ital & ¥Spain, thus limiting banks’ need to pass
further increases to new customers. A° iitionally; ¥gher mortgage rate expectations might
have heightened concerns about 4" ipening loan ¢ ®and, resulting in a more contained
passthrough.

Figure 3a-d: Cung@¥ttive lending betas over tightening@cles

a. German %)

b. Eg¥Ce (in %)

. Italy (in %)

Sources: ECB, ESM calculations

Profitability outlook and considerations for financial
stability

If previous patterns are indicative of banks’ behaviour, it appears that room remains for
further profit growth, especially in Italy and Spain where current lending betas for
households are half of those recorded in 2005-2008. Profitability has also thus far been
supported by resilient asset quality and the resulting muted need for new loan provisions.
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As the increa cloudy economic outlook looms, high profits will a panks to build
up additional capic_uffers, increasing their resilience and ensurind e provision of
credit to the real eco. my during a downturn.

However, if the bank profit ility peak has not yet been real ed, it raises concerns about
a possible reversal of the tre ould asset quality detf oration materialise due to the
higher interest burden faced by £ wowers.

Figure 4a-d: Lending rates on o

a. Germany (in %)

b. France (in %)

c. Italy (in %)

d. Spain (i

CB, ESM calculations

> shown in Figure 4 (a-d), banks tended in the past to maintain a broadly stable sprec
petween their rates on outstanding loans to households and corporates and the ECB'’s

or, in the case of France and Germany, negative. This suggests that banks could
continue to increase their lending rates to restore this gap, as they have done in the past.
Still, the question remains: will borrowers be able to shoulder even higher lending rates?
If not, the bank profit boom of today might dissipate should asset quality deteriorate.
Therefore, any interventions should be made with scrutiny to the impact on financial
stability.
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Footnotes

[1] The deposit facility rate is \nterest rate banks receive depositing money with the
central bank overnight.

[2] Betas are calculated as the cumula hanged’ .eposit and lending rates relative to the
cumulative change in the ECB official rate:

[3] The largest economies taken into congl at or this blog post are Germany, France,
Italy, and Spain.

[4] Betas on term deposits for bg ouseholds and corpG s (i.e. deposits locked in with the
banks for an agreed period) 8 drrently much higher. Custc s partly move their money
from current to higher-yieldi€ term deposits, but they still accoc ¥or a much smaller fraction of
the overall deposit base
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