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French bank quarterly
Net interest margins to remain low for longer

The repricing of French banks’ balance sheets is taking longer than anticipated, putting persistent
pressure on profitability. Earlier this year, banks were forecasting the second or third quarter as
the beginning of a new era, with more evident signs of a recovery in net interest margins. However
these expectations have not yet materialised. Efforts to improve cost efficiency, a structural
weakness compared to other EU banks, are delivering limited progress.

While interest revenue from domestic retail banking activities remains a key driver of this trend,
any uptick in margins is unlikely to become more pronounced before the fourth quarter. We also
expect further reductions in policy rates, which will limit upside potential for earnings. The benefits
of the repricing will be less pronounced than in other EU countries that have adjusted more rapidly,
like Spain for example.

Muted loan demand combined with a less supportive deposit beta was a common theme in French
banks’ interim earnings reports. The robust performance of corporate and investment banking
(CIB) and the absence of excessive pressure on asset quality eased pressure on profitability in the
second quarter. But CIB is volatile and the gradual deterioration in asset quality may continue,
having already converged towards historical averages. While employment in France is resilient,
corporate bankruptcies have been rising and are at their highest level for years.

Nevertheless, two trends are providing some comfort to French banks’ creditworthiness. First, the
unabated pressure on margins is encouraging banks to adapt their business models. All banks
have retained their ability to make strategic moves to either develop or reinforce leading market
positions. Second, the banks are maintaining excess buffers to regulatory requirements, which has
helped to preserve investor confidence.

Figure 1: Quarterly netincome (EUR bn)
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*BNPP: Q1 2023 included EUR 2.947bn capital gain from the sale of Bank of the West. Not restated for accounting changes.
Source: SNL, banks, Scope Ratings
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Our expectations of 2024 trends for French banks

Profitability Mildly negative because of muted loan demand

Mildly negative given the economic slowdown and inflationary

Asset quality pressure

Stable thanks to slowing deposit migration, limited additional

Funcling &l Uil wholesale funding needs, liquid balance sheets
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Capital Stable buffers, relatively low distribution to shareholders
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French bank quarterly | Net interest margins to remain low for longer

Profitability: delayed improvement of interest revenue

Lacklustre profitability continues to affect French banks’ performance. This summer was supposed
to have heralded the start of a new era of rising net interest margins (heavily influenced by
domestic retail banking) that would close the gap to other EU banks. But it is taking more time
because of two strong headwinds:

1. Limited new loan production, particularly in domestic retail, which is key to loan repricing;

2. Ongoing migration of customer deposits from non-remunerated to remunerated
accounts, which has an impact on deposit beta.

Also, the economic outlook for France (AA/Neg) remains uncertain, especially set against the tense
political backdrop following recent snap elections. And while deposit migration will slow as
depositors will want to keep some of their funds highly liquid, the consensus is skewed towards
lower monetary policy rates going forward, which in turn will impact deposit beta regardless of
customer behaviour. We recently revised up our forecast to two 25bp ECB cuts from one by the
end of the year to an end-year deposit facility rate of 3.25%.

Despite these challenges, corporate and investment banking delivered solid results and largely
explained the resilience of second-quarter earnings. Banks have also made decisive efforts to
contain their cost bases, although all-in jaws effects were modest in Q2.

On a positive note, the prolonged period of low interest margins has encouraged banks to adjust
and diversify their business models beyond their strongholds in domestic retail banking. BPCE's
decision to adopt a more pan-European approach in equipment finance illustrates this trend. BNP
Paribas made progress with its plan to reinvest the proceeds from the sale of the Bank of the West;
its negotiation to acquire AXA Investment Managers meeting its aim of strengthening its presence
in asset management.

Figure 2: Revenue growth, %

Figure 3: Cost-to-income ratios
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Figure 4: Net interest income, EURm
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Figure 5: Profitability indicators (ROA, ROE)
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Lending dynamics: muted loan demand reflects stagnating economic
growth

According to INSEE, France’s national statistics bureau, real GDP grew moderately by +0.2%
(quarter-on-quarter) in Q2 2024, after +0.3% in the first quarter. For the full year, GDP growth is
likely to end close to its 2023 level, at around +1%. The policy direction of any future government,
for instance around supply side reforms, is a key unknown for short-term business prospects. Still,
on a positive note inflation trending down towards 2% could support broader economic stability.

Even though mortgage rates have come down, this trend has not yet revitalised new loan
production. The recovery, if maintained, will be visible towards the end of the third quarter, given
some seasonality effects and expectations that rates will continue to fall. Annual growth in
consumer loans has been declining in recent months (+2.5% in April, +1.7% in June) and cannot
compensate for the slowdown in mortgage lending, given its relatively small share of total
outstandings (less than 15% of loans to households). Lending to corporates is more dynamic,
growing by 1.8% in the year to July, according to Banque de France data. However, sector
dynamics were mixed in June, with outstandings contracting in some large sectors of the economy
such as manufacturing, trading and hospitality. Aggregated data reflects this muted or very
moderate portfolio growth. It also shows the limited effect of geographical diversification on
portfolio growth.

Figure 6: Macroeconomic projections Figure 7: Interest rates on loans and deposits, %
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Figure 8: Domestic lending dynamics Figure 9: Customer loans, nominal amounts in EUR bn
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Asset quality: no broad-based deterioration, but cost of risk rising

The normalisation of asset quality is becoming more evident, after years of limited need for stage 3
provisions. While cost of risk has previously shown signs of volatility due to collective provisions
or model adjustments, stage 3 cost of risk is on the rise and is the main driver of impairment
charges. The figures now are aligning with historical averages or with the banks’ medium-term
objectives. However, the banks do not generally see asset quality deteriorating. Rising stage 3
loans reflect sector-specific or single-name issues.

Despite the negative effects of higher interest rates on loan demand and on the solvency of
borrowers, resilient real GDP growth and employment support this view. We note that the
macroeconomic scenarios used to calibrate expected losses were not significantly revised at end-
June 2024.

However, the positive outlook around the resilience of customer loan portfolios contrasts with the
rise in corporate bankruptcies in France, which are at their highest level for years partly owing to
the withdrawal of Covid and energy related support measures. We expect the rising trend to
continue. This deserves attention because the most exposed sectors — trade and construction —
play an important role in the French economy and we may see bankruptcies shift from very small
enterprises to larger companies, especially in the construction sector.

Figure 10: Cost of risk

Figure 11: Impaired loans (stock, Q4 2019 = 100)
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Figure 12: Stage 3 ratios
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Figure 13: Corporate bankruptcies
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SCOPE
e
Distance to regulatory requirements: preserving large buffers is essential
Preserving substantial buffers above minimum regulatory requirements is essential to preserve
investor confidence. French banks have maintained a constant focus on Common Equity Tier 1
ratios, Liquidity Coverage Ratios and resolution buffers (vs. TLAC or MREL requirements). These
ratios are well managed and maintained within a managed corridor. The lowest ratios, albeit still
fully compliant, are Société Générale’s and BNP Paribas’ leverage ratios, and the net stable funding
ratio of BPCE, all of which are more tightly managed than those of peers (domestic and
international).
For a variety of reasons, including pressure on earnings, organic and non-organic growth
ambitions or already tightly managed capital positions, French banks’ share buyback programmes
have been more limited than those of their more profitable European peers, which provides good
visibility on capital trajectory and remains a positive element for their risk profiles.
French banks also maintain good market access. Annual debt issuance programmes are already
well advanced thanks to a very active debt issuance in the first half of the year. Issuance for the
rest of the year, while still marginal, will be more opportunistic and likely dependent on a stable
political outlook.
Figure 14: CET1 (ranking by CET1 ratio at end-June 2024) Figure 15: CET1 and leverage
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Figure 16: Funding and liquidity ratios (ranking by LCR) Figure 17: Quarterly debt issuance, historical (USD bn)
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