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How important is the banking sector to the economy?

Key points

» The banking system is the main channel through which
monetary policy impacts the economy. Higher interest rates
over the past year have negatively impacted lending and
banking profits which increases bank funding costs and can
lead to weaknesses in specific organisations with existing
vulnerabilities (like overexposure to lending in a specific
industry) which explains the collapse in some regional US
banks.

» The banking sector is critical to the economy as a source of
stability and confidence. While banks are in a stronger
position compared to the GFC period, a banking crisis is still
possible and risks having a larger chain reaction to the rest
of the economy through a decline in customer deposits,
falling bank liquidity, negative wealth effects for investors
and tighter credit standards and financial conditions
reducing lending and economic growth.

» The banking crisis is a perverse sign that monetary policy is
working and may work to slow the pace of further interest
rate increases from central banks.

Intfroduction

A well-functioning and stable banking system is central to the proper
functioning of an economy. The recent banking crisis which has impacted
regional lenders in the US and Europe’s Credit Suisse Bank highlights the
risk to the banking sector from the rise in interest rates over the past year,
as banking is one of the most interest-rate sensitive parts of an economy.
In this Econosights we look at the role of the banking sector in an economy
and how the recent developments risk a further negative flow-on impact
to the rest of the economy.

The role of the banking sector

Finance and insurance makes up 7.3% of GDP in Australia, 7.8% of GDP in
the US and a smaller 4.3% in the Eurozone. In terms of employment,
finance and insurance makes up 4% of jobs in Australia, 5.9% in the US and
1.4% in the Eurozone. These proportions seem fairly modest but
underestimate the importance of the banking sector as a lending and
depository intermediary in the economy.

Banking is directly impacted by monetary policy changes through the
lending channel. When monetary policy is tightened (interest rates rise
and/or the central bank reduces the size of its balance sheet) lending
growth slows because the cost of borrowing rises and when monetary
policy is loosened (interest rates are cut and or the central bank expands
its balance sheet) then lending growth tends to rise because the cost of
borrowing falls. Given the tightening in monetary conditions since early
2022, US lending growth has started slowing in the past few months,
especially for commercial and industrial loans (see the chart below).
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Similarly in Australia, credit growth has been turning down for housing
since mid-2022, business lending has been stronger but has slowed and
other personal credit is roughly flat.
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And in the Eurozone, corporate and housing loan growth has been slowing
in recent months (see the chart below).
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So, the current banking crisis is occurring against the backdrop of already
slowing credit growth.

Impacts of the current banking crisis to the rest of the
economy

In recent weeks, three regional US banks have collapsed (Silicon Valley
Bank, Signature Bank and Silvergate Corporation), US-based First Republic
Bank needed a USD $30bn cash injection by the major banks to stay afloat
and Europe’s Credit Suisse Bank has been bought over by rival UBS. This
has been the worst period for the banking sector since the Global Financial
Crisis in 2008. Policymakers have tried to stem deposit outflows and
restore confidence to minimise the damage to the sector, with the US
government guaranteeing deposits over $250,000 (the government always
guarantees or insures deposits under $250,000) at the impacted banks,
providing a cheap lending facility to the banks (via the Bank Term Finding
Program offering loans up to a year, worth up to $25bn which will mean an
expansion of the Federal Reserve’s balance sheet) and the Swiss National
Bank offered a CHF 50bn loan to Credit Suisse.

These recent issues in the banking sector reflect individual problems with
these institution’s (including improper risk management like the
overexposure to duration risk by Silicon Valley Bank and the concentration
of lending and deposits to the tech sector) but were exacerbated by the
increase in interest rates over the past year which has lifted funding costs
for banks and decreased lending activity (which is negative for banking
profits). The risk is that the tightening in monetary conditions will expose
fragilities across more of the banking sector, despite a tightening in
regulation since the GFC and high capital buffers.

There are multiple ways that a further weakening in the banking sector
could flow through to the broader economy including:

e A decline in customer deposits leading to a “bank run” if
customers loose confidence in the banking system, especially for
smaller lenders which is where the problems seem to be based at
the moment in the US.

e A rise in bank funding costs which gets passed through to
households (a de facto increase in interest rates).

e Afurther tightening in lending standards (also a de facto increase
in interest rate) which limits lending growth to businesses and
households. Lending standards had already become tighter in
recent months, before the banking crisis started (see the chart
below).
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e A further tightening in financial conditions (which is an overall
measure of financial stress and takes into account credit treasury
rates, credit spreads, volatility, level of the sharemarket).
Financial conditions have tightened since the crisis started, but
not to overly restrictive levels yet (see the chart below).
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e  Negative wealth effects through a loss for investors if individual
share prices decline (there have been large falls in US regional
bank share prices), a broader market deterioration if share
markets fall significantly or a loss on other products like the issues
with the UBS Additional Tier 1 bonds, which were not expected
to loose all of their value (although regulators have indicated that
this was likely to be a one-off loss in AT1 bonds and should not be
replicated for other banks).

Impacts of the banking crisis on central banks

The risks to financial stability through the banking sector issues mean that
fewer interest rate hikes from central banks should be expected in the
near-term. While inflation is still elevated in the major economies, the
tightening in financial conditions and lending standards will weigh on
economic growth and help to put downward pressure on inflation. Along
with other indicators of slowing inflation including large declines in
commodity prices and declining producer price inflation, inflation in the
major economies should continue to trend down over 2023. This means
that we are likely close to the end of the hiking cycle for the major central
banks.

Conclusion

The banking sector as a whole looks fundamentally stronger compared to
the GFC because of better and tighter regulation however it is probably
too soon to be confident that the situation in the banking sector has
completely resolved itself, given the vulnerability of the sector to higher
interest rates. Banks make up a decent proportion of sharemarket indices,
at a hefty 30% of the Australian ASX200, 13% of the US S&P500 and 9% of
the Eurozone STOXX50. While Australian banks have not been impacted
directly by the recent issues in the US and Eurozone, any decline in
confidence around the strength of the banks could still weigh on bank
stocks, which will impact the wider market.

However, an earlier pause to central bank rate hikes due to the situation in
the global banking sector could be a positive for sharemarkets if the
situation in the banking sector stabilises, which in turn could provide an
opportunity for some investors. In our view, most central banks are close
to the top of their rate hike cycle. We see the Reserve Bank of Australia
keeping the cash rate unchanged at 3.6% at the April Board meeting. The
US Federal Reserve is likely to hike the Fed Funds rate again at its next
meeting in May before keeping interest rates on hold.

Diana Mousina
Senior Economist, AMP

Important note: While every care has been taken in the preparation of this document,neither National Mutual Funds Management Ltd (ABN 32 006 787 720, AFSL 234652) (NMFM), AMP Limited ABN 49 079 354 519 nor any other member of the AMP
Group (AMP) makes any representations or warranties as to the accuracy or completeness of any statement in it including, without limitation, any forecasts. Past performance is not a reliable indicator of future performance. This document has been
prepared for the purpose of providing general information, without taking account of any particular investor’s objectives, financial situation or needs. An investor should, before making any investment decisions, consider the appropriateness of the
information in this document, and seek professional advice, having regard to the investor’s objectives, financial situation and needs. This document is solely for the use of the party to whom it is provided. This document is not intended for distribution or
use in anv jurisdiction where it would be contrarv to applicable laws, regulations or directives and does not constitute a recommendation. offer, solicitation or invitation to invest.



