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The European economy has started to recover and is now growing 

faster than the US. But markets have been fretting about the health of 

the European banking system and the potential for banking stress to 

unravel the recovery. Tim Rocks, Head of Market Research & Strategy, 

argues these concerns are overblown. While profitability is weak, 

European banks have recapitalised, the European Central Bank (ECB) 

is lowering funding costs and governments appear willing to deal with 

the bad debt issue.   

Europe has taken much longer than other countries to recover from the global financial crisis. This is partly 

due to the sovereign debt crisis, increases in banking regulation and rising capital requirements. But banks 

are now lending again and Europe is now growing faster than the US, as shown in Charts 1 and 2. European 

banks continue to be perceived as a risk to the outlook for European and global economies.  

 

 

European banks struggling with bad 

debts… 

European banks have been grappling with a high 

number of non-performing loans (NPLs), a legacy 

of the global financial crisis (as shown in Chart 3). 

This is most evident in Italy, where NPLs now 

amount to ~€360bn or 18% of all loans. This has 

led to heightened market stress in recent months.  

There are a number of country-specific factors 

which explain the high level of non-performing 

loans in Italy listed as follows. 

+ A highly complex system of corporate restructuring and insolvency. 

+ Lengthy judicial processes. 

+ A tax system that until recently discouraged write-offs. 

The ability to sell non-performing loans has also traditionally been very difficult given the length of court 

rulings, the long delays in collection and the low rates of recovery. 

Negative rates a drag on profitability… 

Another issue that European banks have had to contend with is negative interest rates. In June 2014, the 

ECB took its policy rate below zero. Since then, it has made subsequent moves lower, pushing bond yields 
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into negative territory. The academic literature suggests negative policy rates lower net interest margins. 

While lending rates have fallen, banks have been unwilling to move retail deposit rates below zero. 

Still, there are some offsetting factors meaning profitability is somewhat insulated. Negative rates have had a 

positive impact on the valuation of banks’ security holdings, lowered funding costs, raised credit quality and 

boosted loan volumes. This is shown in Charts 4-6, indicating profitability in Europe has increased since the 

advent of negative rates. 

 

 

  

But banks are solvent, and policymakers 

are not standing still… 

While European banks are struggling with 

profitability, they have substantially improved their 

solvency levels in recent years as a result of new 

regulations. Chart 6 shows capital levels are at 

healthy levels, although some banks in the 

periphery are clearly under-capitalised as detailed 

in the latest European banking sector stress test.  

Meanwhile, policymakers have taken measures to 

boost confidence in the banking sector. 

+ Europe’s bail-in rules, which were put in place to ensure investors bear a higher proportion of losses in 

banking crises, are in the process of being relaxed. Italy has been negotiating with the European 

Commission to be allowed to adopt a state bail-out of its banks. There have also been calls for European 

governments to ease austerity measures.  

+ The Italian Government has implemented reforms aimed at speeding up bankruptcy and foreclosure 

proceedings, fostering bank provisioning and easing NPL disposals. Over the past year, Italy and the 

European Commission agreed on a mechanism that provides government guarantees for the securitisation 

of bad loans, while Italy’s largest banks created a fund to purchase non-investment grade tranches of NPL 

securitisations. 

Overall, while European banks are facing a number of headwinds which have weighed on their share prices, 

our view is this is unlikely to derail the recovery. Policymakers have taken a number of steps to improve the 

solvency of European banks. Europe remains our preferred share market exposure across sectors, but we will 

continue to monitor developments closely.  
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For more information on the impact of European banks on your clients’ investments, please 

contact your BT relationship manager. 

This document has been created by Westpac Financial Services Limited (ABN 20 000 241 127, AFSL 233716). It provides an 

overview or summary only and it should not be considered a comprehensive statement on any matter or relied upon as such. This 

information has been prepared without taking account of your objectives, financial situation or needs. Because of this, you should, 

before acting on this information, consider its appropriateness, having regard to your objectives, financial situation and needs. 

Projections given above are predicative in character. Whilst every effort has been taken to ensure that the assumptions on which the 

projections are based are reasonable, the projections may be based on incorrect assumptions or may not take into account known or 

unknown risks and uncertainties. The results ultimately achieved may differ materially from these projections. Information in this 

document that has been provided by third parties has not been independently verified and Westpac Financial Services Limited is not 

in any way responsible for such information. Past performance is not a reliable indicator of future performance. 

Information current as at 10 August 2016. © Westpac Financial Services Limited 2016. 


