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The traditional consensus about the structure of the
financial system

TWO MAJOR GAME CHANGERS IN PRACTICE

- THE FINANCIAL CRISIS OF 2008 AND FOLLOWING
UNCONVENTIONAL  MONETARY POLICY

- DIGITAL REVOLUTION
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The actual financial architecture

• Actual situation is full of unresolved potential conflicts, candidates for future
crises

• Chaotic developments and experiments
• “CBDC’s would have implications for financial intermediation and would need careful design and

implementation; but our analysis suggests the impacts on bank desintermedion and lending could be
manageable for the banking sector” (BIS, september 2021)

• What is the vision?

• Is there a serious ambition to think about the financial system in 5 to 10 years?

• Remember Minsky : The capitalist system is intrinsically unstable. “There is no
possibility that we can ever set things right once and for all; instability, put to rest
by one set of reforms will, after time, emerge in a new guise.”



Crypto- and CBD currencies:
What is the future of digital finance?
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The digital future of finance

1. Cryptocurrencies: currencies or assets?
2. Central Bank Digital Currencies: Why and how?
3. Digital payments: do we need cryptos and
CBDCs in Europe?



1. Which are the most popular cryptos?

Source:
Coin.Dance,
date
06/10/2021



A taxonomy of money



Is Bitcoin a good currency?

Source: Bruegel via Coindesk. Notes: closing price, - daily data from 1 November 2014 to 12
September 2021.
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Second generation crypto: stable coins



What backs stablecoins?



How do stablecoins compare to cryptos?
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Facebook from Libra to Diem
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Central Banks Digital Currencies

Atlantic Council, CBDC tracker



6. Digital types of payments increase in number
and popularity also in the euro area



6. Cash-less payments are growing

ECB-commissioned Survey on the Payment Attitudes of Consumers in the Euro Area



6. Cash has started to be rejected for some
transactions

ECB-commissioned 2019 Survey on the Payment Attitudes of Consumers in the Euro
Area



6. Cash-less payments will be growing everywhere

Market size of contactless (NFC) payments in various regions worldwide in 2020
with forecasts from 2021 to 2024 (in million U.S. dollars)
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6. Smartphone payments are already very spread
in China

Market size of mobile wallet transactions in various regions worldwide in 2020
with forecasts from 2021 to 2025 (in million USD)
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6. China dominates also in QR payments

Market size of QR code transactions in various regions worldwide in 2020 with
forecasts from 2021 to 2025 (in million dollars)
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6. Will Covid represent a turning point for cash?

Percentage share of smartphone users who use proximity mobile payments in
different countries worldwide in 2019 and 2021
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6. Will Covid represent a turning point for cash?

Survey commissioned to the Advisory Group Mercadore in the United States



Conclusions

• Cutting edge technology
• Efficiency gains particularly for the unbanked
• National currencies dominate
• Payment systems will become more digital





Digital payments

Value of payments with debit & credit cards - issued by resident PSPs - from Euro
area (in million of Euros)
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6. Will Covid represent a turning point for cash?

European Union ATM cash withdrawals vs electronic money denominated in Euro,
2010-2020, in millions
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3. How stablecoins compare to cryptos?

The most popular cryptos and stabelcoins by market cap (USD)



4. What currencies are used to buy and sell
cryptos?

Six currencies market shares in Bitcoin exchange transactions, 2013 –
2021, in percentage of total transactions
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4. Currencies market shares in bitcoin exchange
transactions

Zoom-in of the last year
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6. Traditional Monetary Financial Institutions are
losing ground on transaction payments

Value of total payment transactions involving non-MFIs as % share of EU total - from
Euro area
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Belgian Financial Forum
Structural challenges for banks

Rudi Vander Vennet, Ghent University
12 October 2021



The state of European / Belgian banks

• During the covid period, banks are part of the solution
• Covid NPLs turn out to be manageable
• ROE recovers
• Yet, M/B < 1, ROE < COE
• Hence some banks are judged by markets as non-viable

• What are the challenges for long-term bank profitability?
• How can banks respond?



European banks: ROE recovers

ECB SSM, Banking Supervisory Statistics, 2021Q2 4



Enria, 2021, The many roads to return on equity for banks, ECB speech

ECB Andrea Enria : bank ROE remains below the cost of equity



BIS, Shin et al. 2020

European banks underperform in terms of M/B
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European banks’ M/B : dispersion between good and bad

Data : Refinitiv



Vander Vennet, 2018, 2021

Challenges for banks’  longer-term profitability and strategic responses



Structural trends

• Disintermediation, non-banks, specialized loan funds
• Europe / Belgium remains largely bank-based

• Capital Markets Union
• Process is (too) slow

• Climate will require a fundamental transition for banks
• Physical risk + transition risk : banks may incur losses
• Banks only start to manage climate risks
• Rigorous data effort and pricing behavior are required
• ECB climate stress test sets the tone



Market structure and competition

• Market structure
• Typical two-tier structure, stable but not viable
• Clear signs of overbanking
• Smaller banks are less efficient
• Result is harsh competition in some markets, with implications for risk management

• Technology, Fintech
• Decentralized finance promises a low-friction financial system
• Tokenization, robo-advice, AI/ML and open banking have the potential to divert

revenues from banks to new players, neobanks, Fintechs or Bigtechs
• Banks can engage in partnerships
• Challenge from P2P marginal, big data does not equal accurate information

• CBDC, digital euro, crypto



Regulation and supervision

• Basel 3 is a game changer
• Banks comply with capital requirements, which benefits banks (cheaper

funding, more lending) and society (lower systemic risk)
• LCR, NSFR lead to low loan/deposit ratio and compressed NIM

• Macroprudential policies (e.g. LTV caps)
• Essential tool to curb bank risk taking. It works.
• Example Belgian mortgages. When banks are unable to exert self restraint,

regulator has to impose discipline
• Borrower-based macroprudential measures constrains banks and put

pressure on bank profitability



Macroeconomic environment

• ECB monetary policy produces mixed effects
• Positive : lower NPL, capital gains, but temporary
• Lower interest rates compress interest margins : permanent
• The longer the low-for-long, the more margin compression bites

• ECB is aware
• TLTRO3 at -1%

• At some point asset inflation (bonds, stocks, real estate) may hurt
banks

• Research reveals pockets of bank risk-taking behavior, but not
pervasive



How can banks respond?



Risk-based pricing

• Net interest margin declines structurally due to lower interest rates
• Banks are confronted with negative deposit margins
• Risk-based loan pricing is key to restore viable net interest margin
• Belgian banks engage in unhealthy competition in the mortgage

market
• Do ultralow 20-year fixed-rate mortgage rates (1% or even lower, as can be

observed in recent times) adequately cover credit risk, interest rate risk and
liquidity risk?



NIM compression is a structural trend in the Euro Area

15ECB/SSM supervisory statistics



Zero lower bound on deposits and declining loan rates cause lower NIM

NBB FSR 2021



Net interest margin = r loans – r deposits
= yield curve + loan margin + deposit margin

Current market conditions:
Deposit margin negative, hence risk-based loan pricing is crucial



Belgian banks apply lower lending rates (pass-through of ECB monetary policy)
Simultaneously, loan margins (versus funding costs) have eroded

18

Variable rate loans, < 1y, < 1 mln
Variable rate loans, < 1y, > 1 mln
Fixed rate loans, 1-5y, < 1 mln
Fixed rate loans, > 5y, < 1 mln

Lending rates to non-financial corporations Bank margins (wrt OISwap)

NBB Credit Observatory



Relationship between loan risk and loan pricing for mortgages
ECB : Belgian banks charge too low loan spreads for the observed level of risk

ECB, 2019, Trends and risks in credit underwriting standards



Challenge going forward:
Adequate climate risk-based pricing

• Banks are confronted with physical risk (asset values) and transition
risk (impact of regulation and carbon pricing)

• Banks are only starting to implement climate-resilient loan policies
• Risk-based pricing by banks, taking into account both physical risk

and transition risk, is key for an orderly restructuring of bank loan
exposures

• Requires a huge data effort (detailed exposures, valuation of collateral)
• ECB organizes climate stress test on the banks, forcing more adequate

disclosure of exposures



Banks will need to implement rigorous climate policies

ECB 2020 Guide on climate-related and environmental risks



Belgian banks are moderately exposed to physical and transition risks

ECB, Climate stress test 2021



Bank exposures to physical risk and transition risk

ECB, Climate stress test 2021



How can banks respond?



Revenue diversification
Fee and commission income: necessary but no panacea

• Non-interest income
• Banks try to compensate shrinking interest margins by shifting to non-interest

income
• E.g. pushing savers towards fee-based investments and offering fee-based

services

• But fee income cannot fully replace stressed intermediation margins
• Ecosystems

• Forward-looking banks develop larger ecosystems and build partnerships with
non-financial firms

• Digitisation and strong apps offer opportunities



ECB, Financial integration and structure in the euro area, 2020

Yet, the contribution of non-interest income to total operating income does not increase over time
There is no unlimited pool of fee business available to all banks to compensate for lower NIM

26



European banks try to increase their Net Fee and Commission Income (NFCI), but it
is not a panacea

EBA Risk Assessment Report Dec 2020 27



Blue bars left : gradually declining NIM for large European banks
Blue bars right : large European banks’ fee and commission income



How can banks respond?



Cost efficiency : the key driver of profit restoration

• Cost / income ratio of European banks remains high (although some
banks perform much better)

• Way forward : Redesign of core banking systems and automation
based on smart use of data with real value added

• Rationalization of branch networks is inevitable
• Consolidation should play a role in tackling overbanking and

upgrading less efficient banks



Enria, 2021, The many roads to return on equity for banks, ECB speech

Cost/income ratio of Euro Area banks (blue line) does not decline



Belgian banks
Cost/income ratio : no visible improvement

Enhancing operational efficiency is a long-term process

32NBB FSR 2020



Eurozone bank cost efficiency is not top
US and Scandinavian banks do become more efficient

33



Cost efficiency drives productivity
Higher assets per branch/employee

34



Large banks are more cost efficient and profitable than small banks
(because of IT, compliance and other scale economies)

NBB, Financial Stability Review, 2021



Consolidation will be part of the story

• If operational efficiency does not improve visibly
• If there is evidence of overcapacities in European banking
• Too many banks + inefficient banks is not a viable industry structure
• Then we expect mergers and acquisitions to reduce overcapacity and

improve efficiency
• There are substantial regulatory and economic hurdles for M&A
• And considerations regarding competition and too big to fail
• But efficiency and productivity need to improve in order to restore

economic viability (ROE > COE)



Impact analysis : high-level estimates
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