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This note is prepared in view of a regular public hearing with the Chair of the Supervisory Board of the European 
Central Bank (ECB), Andrea Enria, which will take place on 30 June 2022. 

The briefing addresses: 1) latest developments regarding completion of the Banking Union, 2) excessive leverage, 
3) the ECB’s Annual Report on supervisory activities 2021, 4) conduct risk, 5) a snapshot of the euro area banking 
sector one quarter after the start of the war in Ukraine, 6) statistics on loans subject to COVID-19-related measures,  
and 7) a summary of an external briefing paper on financial institutions' exposures to fossil fuel assets. 

 

1. Completing the Banking Union - latest developments 
The question whether the Banking Union (BU) needs to entail and to what extent a common European deposit 
guarantee scheme has been controversily discussed for a decade, with little if any progress in recent years. 
Being tasked on the Euro Summit in December 2020 to prepare, on a consensual basis, a stepwise and time-
bound work plan to complete the BU on all outstanding elements, however, the President of the Eurogroup 
(PEG) noted an increased sense of urgency after the invasion of the Ukraine and reported from the discussion 
in the Eurogroup meeting of 14 March that “Recent events have strengthened our resolve to agree on this 
long-standing project. We agreed the Banking Union can contribute to both short term goals and longer-term 
priorities and that more than ever we need better functioning banking and capital markets to rise to the 
opportunities and responsibilities that lie ahead.” (our emphasis) 

As regards concrete steps forward, the PEG also highlighted that “Our discussions got into the substance of a 
work plan that our leaders have asked us to deliver. I put forward a phased approach with four work streams 
and I am happy to report that overall my colleagues confirmed that this approach is a credible basis for further 
discussions.” (our emphasis) 

The Chair of the Supervisory Board of the ECB likewise argued in a speech held in May 2022 that progress 
towards completing the BU is paramount, as a further postponement would perpetuate the current 
segmentation of the European banking market, hinder the necessary reorganisation of the business model of 
many banks, and would preserve structural inefficiencies. 

Despite the discussions, the Euro Group failed to reach an agreement on a stepwise and time-bound work plan 
to complete the BU on all outstanding elements. A statement published on 16 June outlines the broad 
agreement reached on a two step approach - first, to strenghen the common framework for bank crisis 

https://www.consilium.europa.eu/media/47298/11-12-20-euro-summit-statement-en.pdf
https://www.consilium.europa.eu/en/press/press-releases/2022/03/14/remarks-by-paschal-donohoe-following-the-eurogroup-meeting-of-14-march-2022/
https://www.bankingsupervision.europa.eu/press/speeches/date/2022/html/ssm.sp220517%7Ee33713d293.en.html
https://www.consilium.europa.eu/en/press/press-releases/2022/06/16/eurogroup-statement-on-the-future-of-the-banking-union-of-16-june-2022/
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management and national deposit guarantee schemes (CMDI framework) and, as a second step, “review 
the state of the Banking Union and identify in a consensual manner possible further measures with regard to the 
other outstanding elements to strengthen and complete the Banking Union.” (our emphasis).  

The following elements, as agreed by the EG, will underpin the CMDI framework:  

• “A clarified and harmonised public interest assessment. 

• Broadened application of resolution tools in crisis management at European and national level, including 
for smaller and medium-sized banks, where the funding needed for effective use of resolution tools is 
available, notably through MREL and industry-funded safety nets. 

• Further harmonisation of the use of national deposit guarantee funds in crisis management, while ensuring 
appropriate flexibility for facilitating market exit of failing banks in a manner that preserves the value of the 
bank’s assets. A harmonised least-cost test, administered by national authorities, to govern the use of DGS 
funds outside payout to covered depositors, to ensure consistent, credible and predictable outcomes. 

• Harmonisation of targeted features of national bank insolvency laws to ensure consistency with the 
principles of the European CMDI framework.” 

The EG statement further clarified that the revised CMDI framework will “take due account of the specificities in 
the national banking sectors, including by preserving a functioning framework for institutional protection 
schemes to implement preventive measures” (our emphasis)1. The EG invited the Commission to bring 
forward proposals to that end and the co-legislators to agree on such proposals before the end of the current 
parliamentary term (2024). The second phase would only start afterwards2.  

The Commission has been working on reinforcing the CMDI for some time now (see a previous EGOV briefing 
with the state of play as of October 2021) and launched a consultation in early 2021. 

2. Excessive leverage 
End of March, A. Enria published an opinion piece on Bloomberg, together with the CEO of the UK’s Prudential 
Regulation Authority, Sam Woods. The two flagged leveraged lending3 as a specific area of concern: “In the 
global financial crisis, we learned the hard way that excessive leverage can bring down the economy — even if 
it doesn’t sit directly on the balance sheets of systemic banks.” 

They cautioned that banks should not be misled by the fact that the pandemic has not had a major impact on 
leveraged lending: “The global leveraged lending market came through the pandemic largely unscathed, but 
banks should be careful not to conclude from this episode that the current high levels of leverage and weak 
loan documentation are prudent. In our view, they are not; and without the widespread pandemic-related 
support of economies from public authorities, losses would likely have been substantial.” 

What makes the situation even more worrying from a supervisory perspective is that the risk trends may not 
be well-captured in the available data: "[...] we are concerned that the leveraged lending market remains 
opaque: its size is subject to considerable uncertainty and the ultimate risk holders remain largely unknown".  
                                                             
1 At the request of the ECON Committee, EGOV commissioned a number of external papers assessing the institutional 

protection schemes. Those can be found here, here, here and here.  
2  A Commission proposal for an European insurance guarantee scheme is pending agreement and is identified in the 

Commission’s 2022 workplan as a priority proposal (see here).  
3 The ECB has defined “leveraged lending“ as all types of credit exposures where the borrower’s total level of debt is four 

times as large - or even larger - than the amount of earnings before interest, tax, depreciation and amortisation (EITDA). 
For more detailed information on leveraged lending and related warnings by international institutions such as IMF, BIS, 
FSB, put forward ever since 2018, also see previous a EGOV briefing. 

https://www.europarl.europa.eu/RegData/etudes/BRIE/2021/659632/IPOL_BRI(2021)659632_EN.pdf
https://www.bankingsupervision.europa.eu/press/interviews/date/2022/html/ssm.in220330%7E7ce6fc8b35.en.html
https://www.europarl.europa.eu/thinktank/en/document/IPOL_IDA(2022)699527
https://www.europarl.europa.eu/thinktank/en/document/IPOL_IDA(2022)699528
https://www.europarl.europa.eu/thinktank/en/document/IPOL_STU(2022)699514
https://www.europarl.europa.eu/thinktank/en/document/IPOL_IDA(2022)699511
https://eur-lex.europa.eu/resource.html?uri=cellar%3A9fb5131e-30e9-11ec-bd8e-01aa75ed71a1.0001.02/DOC_2&format=PDF
https://www.europarl.europa.eu/RegData/etudes/BRIE/2019/634369/IPOL_BRI(2019)634369_EN.pdf
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One may keep in mind in this context that the ECB already issued supervisory guidance on leveraged 
transactions in May 2017 that was addressed to all significant credit institutions directly supervised by the ECB. 

Leveraged lending is in any case a global phenomenon, the total global stock of leveraged loans is estimated 
to have exceeded $4 trillion in 2021 for the first time, while underwriting standards and lender protection 
safeguards have continued to deteriorate. 

The ECB has written letters to the banks’ CEOs to make the concern very clear. The concern is driven by the 
recent strong increase in the amount of leveraged loans on the one hand (between the first quarter of 2018 
and the third quarter of 2021, the aggregate leveraged loan exposures of 28 significant institutions that 
quarterly report data to the ECB rose from less than EUR 300 billion to around EUR 500 billion, representing an 
increase of around 80%), and by the observed increase in risk, considering that a number of indicators suggest 
that risks are now higher than they were before the global financial crisis. 

On 16 June, the Association for Financial Markets in Europe (AFME) has published its most recent “European 
High Yield and Leveraged Loan Report”, according to which in the first quarter 2022 there were 19% less 
leveraged loans issued than in the previous quarter, or 44% less than in the first quarter of 2021.  

While the stock of leveraged loans may according to AFME hence have started to shrink recently, the rating 
agency FitchRatings expects European leveraged loan default rates to increase both in 2022 and 2023, driven 
by high inflation that puts pressure on profit margins. The expected default rates in the base scenario are still 
lower than long-term historical levels, though (see Figure 1). FitchRatings does not expect a severe near-term 
recession that would lead to wholesale downgrades of credits, but still expects in its updated stress test 
forecast that the default rates could approximately double compared to the current levels. The actual default 
rates observed during the global financial crisis, however, were higher than those in Fitch’s stress test forecast 
for 2022/2023. Moreover, one may note that the ECB’s Eurosystem staff macroeconomic projections for the 
euro area published in June 2022 do expect to see a contraction in economic activity in 2023 (average GDP to 
contract in 2023 by -1.7%) in its downside scenario,  driven by the possibility of a disruption to imported energy 
from Russia and the consequences thereof. 

Figure 1: Historical and expected European Leveraged Loans default rates 

 
Source: FitchRatings, 15 June 2022 

https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.leveraged_transactions_guidance_201705.en.pdf
https://www.bankingsupervision.europa.eu/press/letterstobanks/shared/pdf/2022/ssm.2022_letter_on_leveraged_transactions.en.pdf
https://www.afme.eu/Portals/0/DispatchFeaturedImages/AFME%20Q1%202022-High%20Yield%20and%20Leverage%20Loan%20Report.pdf
https://www.afme.eu/Portals/0/DispatchFeaturedImages/AFME%20Q1%202022-High%20Yield%20and%20Leverage%20Loan%20Report.pdf
https://www.fitchratings.com/research/corporate-finance/european-leveraged-finance-default-rates-to-rise-in-2023-15-06-2022
https://www.ecb.europa.eu/pub/projections/html/ecb.projections202206_eurosystemstaff%7E2299e41f1e.en.html
https://www.fitchratings.com/research/corporate-finance/european-leveraged-finance-default-rates-to-rise-in-2023-15-06-2022
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In this context one may moreover note that the ECB Annual Report on supervisory activities 2021 states that 
“[...] in 2022 the newly developed methodology for assessing the risk of excessive leverage – which aims to 
capture the contingent leverage originating from the extensive use of derivatives, securities financing transactions, 
off-balance sheet items or regulatory arbitrage – will be applied in order to identify banks for which qualitative 
measures or Pillar 2 requirements for the leverage ratio may be necessary. This will further restrict the build-up of 
excessive leverage and thus contribute to the resilience of the euro area banking system.” 

3. ECB Annual report 
A. Enria presented the ECB Annual Report on supervisory activities 2021 in the ECON hearing on 31 March 
2022, the advance copy of which could not yet be commeted on. 

We noted in particular the following information therein: 

• Because the COVID-19 pandemic increased vulnerabilities in certain corporate sectors, the ECB started 
a targeted vulnarability analysis for the accommodation and food services sector in early 2021, and 
another for the commercial real estate sector in September 2021. On average, commercial real estate 
is the largest sector that significant banks are exposed to, accounting for around 22% of the total credit 
exposure of banks. 

• The ECB engages in regular supervisory activities, both on- and off-site. Those regular supervisory 
activities can result in “supervisory findings”, meaning that shortcomings have been detected that 
banks need to address. In comparison with 2020, the overall number of findings increased until the 
end of 2021, reaching pre-pandemic levels. Categorised by type of investigation, the internal model 
investigations accounted for 48% of the findings, while the resumption of on-site inspections 
accounted for some 18% of the findings (on substance, the on-site inspections led in the area of credit 
risk to an additional provisioning of EUR 1 billion in total). 

• The effective management of credit risk – identifying, classifying and measuring credit risk in an 
adequate and timely manner – is essential for the long-term success of any bank, and is even more 
important in times of uncertainty. It therefore comes as a bit of a surprise that according to the ECB’s 
assessment of the banks’ risk management practices in 2021, 40% of the directly supervised banks 
have significant gaps. The ECB’s annual report states on this matter that “The main gaps relate to early 
warning systems, classification (including forbearance and unlikely-to-pay (UTP) assessments),  
provisioning practices and, for some banks, practices for collateral valuation and financial forecasts [...]. The 
issues identified are structural and relevant both in the context of the COVID-19 crisis and in a business-as-
usual situation.” 

• As regards the number of banks that form part of the Single Supervisory System, the ECB’s annual 
supervisory report mentions that the overall number of less-significant institutions (LSIs) has 
decreased in 2021, although the agreed close cooperation between the ECB and the Bulgarian National 
Bank as well as the Croatian National Bank added new LSIs to the list. Yet, the total number of LSIs still 
declined by more than 4%. More than 80% of all LSIs are domiciled in just three countries – Germany, 
Austria and Italy – that all have a banking system with many savings and/or cooperative banks. The 
consolidation trend in the LSI sector continued in 2021, albeit at a slower pace. Given the large 
number of LSIs in Germany (in Q4 2021: 1.273), most of the mergers in the last two years affected the 
Germanan LSI sector (with 32 mergers in 2020 and 49 in 2021). In comparison, there were no major 
developments in the LSI sectors of Italy or Austria in 2021 (the consolidation of the cooperative 
banking sector in Italy into two major groups was concluded in 2019, while in Austria 26 LSIs merged 
in 2020). One may also note in this context that the ECB, in its oversight role, in 2021 launched in 

https://www.bankingsupervision.europa.eu/press/publications/annual-report/html/ssm.ar2021%7E52a7d32451.en.html#toc3
https://www.bankingsupervision.europa.eu/press/publications/annual-report/html/ssm.ar2021%7E52a7d32451.en.html#toc3


Public hearing with the Chair of the ECB Supervisory Board   
 

PE 699.516 5 

cooperation with the national competent authorities (NCAs) a thematic review on LSIs’ internal 
governance arrangements, which has long been an area of supervisory focus. 

• The ECB’s annual report furthermore mentions that in 2021 it has approved, together with the Austrian 
Financial Market Authority (Finanzmarktaufsicht), the Raiffeisen institutional protection scheme 
(IPS), and that it conducted further monitoring activities for hybrid IPSs, some of which are undergoing 
significant changes. In this context, the ECB and the relevant NCA (not further identified in the annual 
report) are following-up on the remediation actions taken by one IPS to address concerns raised by 
the ECB’s Supervisory Board. (Coordinators mandated briefing papers on the strengths and 
weaknesses of institutional protection schemes that have recently been published, see here, here, 
here, and here). 

• In case that a LSI runs into financial  trouble, the LSI crisis management requires a close cooperation 
between the relevant NCA, which is in charge of the supervisory actions, and the ECB. The annual 
report specifies that in 2021, “NCAs notified the ECB of seven new cases concerning the financial 
deterioration of LSIs. The ECB and the NCAs also continued to collaborate closely and to exchange 
information on 29 active cases of financial deterioration”. As regards the underlying causes for the 
observed deterioration, the annual report sets out that “Unviable business models, continuously low 
profitability leading to solvency issues and deficient governance systems (including inadequate frameworks 
against money laundering) were the main causes of financial deterioration of LSIs in 2021; accounting fraud 
emerged as an additional driver offinancial deterioration”. 

4. Conduct risk 
Conduct risk relates in general to the possibility (risk) that someone within the bank will disrespect the 
rules. It is usually considered a subset of operational risk (see, in that respect, EBA guidelines on internal 
governance). Banks are required to cater for operational risk and ensure its is mitigated or dealt with. Rules of 
conduct - which usually aim to protect the client of the bank and ensure services are rendered in accordance 
with a set of (protective) standards - are an important part of the EU banking framework (in particular once the 
preventive part - notably the prudential requirements and the governance safeguards - fail). Rules of conduct 
supervision remain a national competence and has not been centralised in the ECB-SSM4.  

As early as 2015, A. Enria commented on the importance of adequate monitoring and follow up of conduct 
risk. In a speech in January 2015, still as Chairman of the European Banking Authority (EBA), A. Enria suggested 
“also considering the possibility of setting specific requirements for conduct risk” insofar he understood conduct 
risk as one of the three challenges banks would be facing in the aftermath of the Great Financial Crisis. He later 
commented again on the issue in an interview with the Financial Times published on 19 March 20195. Both 

                                                             
4  Sanctioning powers, on the other hand, are split between national supervisors and the ECB-SSM. Sanctions are the 

ultimate enforcement instrument by desincentivising misconduct and the reputational damage to the fined institution.  
The ECB-SSM supervises and enforces prudential requirements in the areas of own funds, capital requirements, large 
exposure limits, liquidity, leverage and reporting, the public disclosure of information (CRR) and governance, including 
fit and proper criteria, risk management, internal controls and remuneration policies and practices laid down in national 
law implementing the Capital Requirements Directive (see notably here). In the event of breaches of national law 
implementing EU directives, breaches committed by natural persons or when a non-pecuniary penalty has to be 
imposed, the ECB-SSM may request the relevant national supervisory authority to open the appropriate proceedings. 
The national authority conducts these proceedings and decides on the resulting penalties in accordance with applicable 
national law. 

5  He mentioned, in particular, that “Another area to which we are devoting more and more attention is conduct risk. I had 
seen this as a legacy issue, but it seems it’s more a case of different cycles of cases while the underlying problem is not going 
away. First, manipulation of market benchmarks, then mis-selling, then financial crime and money laundering.”.  

https://www.europarl.europa.eu/RegData/etudes/IDAN/2022/699527/IPOL_IDA(2022)699527_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/IDAN/2022/699511/IPOL_IDA(2022)699511_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2022/699514/IPOL_STU(2022)699514_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/IDAN/2022/699528/IPOL_IDA(2022)699528_EN.pdf
https://www.eba.europa.eu/sites/default/documents/files/documents/10180/1972987/eb859955-614a-4afb-bdcd-aaa664994889/Final%20Guidelines%20on%20Internal%20Governance%20%28EBA-GL-2017-11%29.pdf?retry=1
https://www.eba.europa.eu/sites/default/documents/files/documents/10180/1972987/eb859955-614a-4afb-bdcd-aaa664994889/Final%20Guidelines%20on%20Internal%20Governance%20%28EBA-GL-2017-11%29.pdf?retry=1
https://www.eba.europa.eu/sites/default/documents/files/documents/10180/950506/5deab956-0c51-4e86-a51f-6cab48f04b16/Andrea%20Enria%20-%20Challenges%20for%20the%20future%20of%20EU%20banking.pdf?retry=1
https://www.bankingsupervision.europa.eu/press/interviews/date/2019/html/ssm.in190319%7E3a9b32fbbc.en.html
https://www.bankingsupervision.europa.eu/press/blog/2021/html/ssm.blog210514%7E47864ababa.en.html
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references were made in the context of misconduct cases 6 linked, notably, to misselling of financial products 
or money laundering cases.  

The COVID-19 crisis, and the confinement measures taken to address it might have exacerbated misconduct, 
notably linked to “innovative” communication channels used by some market participants (see here, here, and 
here, all three references from the Financial Times). The war in Ukraine also led the ECB-SSM to adjust its 
supervisory priorities, reinforcing its focus on governance and management (see A. Enria presentation, slide 
12).  

The fact that enforcement of conduct rules, as well as the powers to sanction misbehaviour, lies with national 
supervisors leads to (limited) aggregated information being available7. Different enforcement powers and 
practices among national supervisors also lead to limited harmonisation or consistency in enforcement 
actions/sanctions.    

Analysis show that misconduct risk can be mitigated or dealt with through alternative means, notably 
behavorial risk management (see here)8, reinforced governance (see here)9 and market discipline, strenghened 
banks boards’ control of risk taking and reinforced ECB-SSM oversight and control on banks’ overal governance 
models and practices (see here and here, both ECON commisssioned external papers dating from 2019). Softer 
instruments than legal requirements may, at instances, be better suited to implement a sound(er) compliance 
culture. 

Such solutions are not without challenges, as the ECB-SSM recognises: “In the European context there are a 
number of challenges for the implementation of a compliance culture. First, the previous fragmentation of 
supervisory jurisdictions implied different approaches to compliance. For example, some jurisdictions were more 
likely to impose sanctions, while others perhaps preferred other types of interventions. Second, the enforcement and 
sanctioning legal framework can be complex in certain instances, especially in terms of the interplay between 
European and national laws and powers.”.  

  

                                                             
6  ECON commissioned papers addessing mis-conduct in 2017 - see Resti, Götz/Tröger, and Carletti.  
7  The ECB-SSM publishes information on penalties it (and national supervisors, following ECB-SSM requests) imposed (see 

here). EBA publishes sanctions for infringements of anti-money laundering requirements (see here).  
8  “Despite substantial regulatory reform following the 2008 financial crisis, financial firms are still suffering from fraud and 

other forms of ethical misconduct. As a result, they have collectively paid out more than $400 billion in fines over the past 12 
years. A 2019 Harvard Business School study found that among a sample of Fortune 500 companies, more than two instances 
of internally substantiated misconduct occur each week, on average. It’s becoming increasingly clear that the traditional 
approach to financial regulation—imposing formal rules and investing in a strong compliance function to ensure that 
institutions, managers, and employees comply with those rules—cannot protect firms against excessive risk-taking and 
financial misconduct. The authors of this article draw on their experience advising some of Europe’s largest financial 
institutions to present an alternative approach to compliance that is based on the principles and discoveries of behavioral 
psychology. It involves understanding the contextual drivers of human behaviors and introducing small changes, or “nudges,” 
to eliminate misconduct at the source.”.  

9 “In particular, the picture that emerges from our analysis highlights how banks may incur a greater risk of misconduct due to 
a reduction in both profits and solvency linked to credit activities. A possible explanation of these findings is related to the 
profit-recovery hypothesis, according to which the pressing search to recover profits can lead (even unintentionally) to a 
reduction in transparency in contractual negotiation and, consequently, a greater tendency towards deceptive practices. 
Consequently, all efforts to implement measures to strengthen financial institution governance and map responsibilities 
within each organization should be boosted and improved to promote consumer protection and the integrity of the entire 
financial system.” 

https://www.ft.com/content/0caa0690-1020-40b8-83bf-1db27afe9ed6?desktop=true&segmentId=d8d3e364-5197-20eb-17cf-2437841d178a#myft:notification:instant-email:content
https://www.ft.com/content/2a790103-b422-48f9-bb20-377ed6d5e14b
https://www.ft.com/content/d9d353dc-f9c3-4618-ac76-8ef0b6a312fe?desktop=true&segmentId=d8d3e364-5197-20eb-17cf-2437841d178a#myft:notification:instant-email:content
https://www.bankingsupervision.europa.eu/press/speeches/date/2022/html/ssm.sp220518%7Ee3dcf231b5.en.pdf?a57a10b7ed6988899c67db6fc2f9b075
https://hbr.org/2022/05/a-better-approach-to-avoiding-misconduct
https://www.sciencedirect.com/science/article/pii/S1057521922000527
https://www.europarl.europa.eu/RegData/etudes/IDAN/2019/634390/IPOL_IDA(2019)634390_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/IDAN/2019/634388/IPOL_IDA(2019)634388_EN.pdf
https://www.bankingsupervision.europa.eu/press/blog/2021/html/ssm.blog210514%7E47864ababa.en.html
https://www.europarl.europa.eu/RegData/etudes/IDAN/2017/587400/IPOL_IDA(2017)587400_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/IDAN/2017/587401/IPOL_IDA(2017)587401_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/IDAN/2017/587402/IPOL_IDA(2017)587402_EN.pdf
https://www.bankingsupervision.europa.eu/banking/tasks/sanctions/html/index.en.html#:%7E:text=What%20sanctions%20can%20the%20ECB,comply%20with%20EU%20prudential%20requirements.
https://www.eba.europa.eu/eba-centralises-information-on-administrative-sanctions-or-measures-under-amld4
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5. The euro area banking sector - status quo  
On 18 May, A. Enria gave a presentation at the Italian Banking association (Associazione Bancaria Italiana) on 
“The euro area banking sector, one quarter after the start of the war in Ukraine”. 

As regards the impact of the war on the euro area banking sector, the May presentation highlights that the 
significant banks proved resilient throughout the pandemic – with COVID-19 credit risk being much more 
manageable than expected – as well as in the wake of the geopolitical shock, as direct exposure to the conflict 
area are contained and concentrated on only a few banks. 

Up to the first quarter of 2022, there was a notable rebound in the banks’ average profitability of significant 
insitutions (see Figure 2), many of which have since the great financial crisis been struggling with low 
profitability due to excess capacities and cost inefficiencies . 

Figure 2: Return on equity − all significant institutions 

 

Source: Presentation “The euro area banking sector, one quarter after the start of the war in Ukraine” of 18 May 2022 

Focussing on averages, however, may potentially remove the most interesting data from the discussion; from 
a supervisory perspective, the question about how many banks dipped into the red is certainly particularly 
relevant. In the fourth quarter of 2020, nearly a quarter of the significant banks were loss-making (see lower 
whisker of the boxplot in Figure 3), but the situation seems to have improved since. 

Figure 3: Distribution of financial results (Return on Equity) of significant banks 

 
Source: ECB’s Supervisory Banking Statistics for the fourth quarter 2021, published in April 

A comparison in the May presentation between those banks that have large direct exposures to Russia 
and those that have not reveals that the former were actually more profitable during the pandemic; however, 
since the start of the war that picture has changed, and those banks with large direct exposures to Russia have 
since seen a strong decline in profitability (see Figure 4). 

https://www.bankingsupervision.europa.eu/press/speeches/date/2022/html/ssm.sp220518%7Ee3dcf231b5.en.pdf?a57a10b7ed6988899c67db6fc2f9b075
https://www.bankingsupervision.europa.eu/press/speeches/date/2022/html/ssm.sp220518%7Ee3dcf231b5.en.pdf?a57a10b7ed6988899c67db6fc2f9b075
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.supervisorybankingstatistics_fourth_quarter_2021_202204%7E3a089f178f.en.pdf
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Figure 4: Return on equity - listed significant institutions, by exposure to Russia 

  
Source: Presentation “The euro area banking sector, one quarter after the start of the war in Ukraine” of 18 May 2022 

Yet, looking forward, the May presentation finds that despite the overall resilience shown by the banking 
sector, investors are far less optimistic. As the war persists, the worsening macroeconomic outlook, in 
particular high energy and commodity prices that drive inflation and dampen activity across sectors, leads 
investors to downgrade their valuations of EU banks. While the exit from the low interest rate scenario 
should be beneficial for banks, that is overshadowed by the effects of an economic slowdown (for GDP 
projections, see figure 5). 

Figure 5: GDP growth projections for the euro area 

 
Source: Presentation “The euro area banking sector, one quarter after the start of the war in Ukraine” of 18 May 2022 

The presentation states that the war in Ukraine has confirmed and reinforced ECB’s supervisory priorities 
for 2022-24, which are: 

• Priority 1: Banks shall emerge from the pandemic healthy (supervisory focus on management practices, 
vulnerable sectors, and leveraged finance) 

• Priority 2: Banks’ structural weaknesses shall be addressed (supervisory focus on governance 
structures, and digital transformation) 

• Priority 3: Emerging risks shall be tackled (supervisory focus on climate-related and environmental 
transition risks, heightened IT and cyber risks, and heightened counterparty credit risk due to market 
volatility) 

https://www.bankingsupervision.europa.eu/press/speeches/date/2022/html/ssm.sp220518%7Ee3dcf231b5.en.pdf?a57a10b7ed6988899c67db6fc2f9b075
https://www.bankingsupervision.europa.eu/press/speeches/date/2022/html/ssm.sp220518%7Ee3dcf231b5.en.pdf?a57a10b7ed6988899c67db6fc2f9b075
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6. Statistics: Loans and advances subject to COVID-19-related measures 
Significant banks proved resilient throughout the pandemic, and despite a huge drop in economic output, 
non-performing loans (NPLs) continued to fall during that period. However, that development needs to be 
seen in the context of the exceptional policy measures that were taken to support the real economy. Those 
unprecedented measures, in particular the payment moratoria, have somewhat blurred the borrowers’ 
creditworthiness and challenged the banks’ ability to manage credit risk. As supervisor, the ECB has therefore 
put continued emphasis on the assessment of the banks’ credit risk management.  

In April, the ECB published the supervisory banking statistics for the fourth quarter of 2021, which includes a 
specific section on credit risk in the context of COVID-19-related support measures. In the fourth quarter of 
2021, the total loans and advances subject to COVID-19-related measures decreased further to EUR 444 billion, 
down from EUR 494 billion in the previous quarter, driven by the expiration of moratoria. 

What the data reveals in a year-to-year comparison is that the NPL ratio of loans that were (or still are) 
subject to COVID-19-related support measures actually increased (see Figure 6), in contrast to the general 
trend. The relatively highest increase in the NPL ratio emerged in the category of “Newly originated loans and 
advances subject to public guarantee schemes”, which represented 83% of all measures that have not yet 
expired at the end of 2021, hence being the most important subcategory thereof (total volume in Q4 2021: 
EUR 371 billion). 

Figure 6: NPL ratio, total loans vs supported loans (Q4 2020 - Q4 2021) 

 
Source: EGOV, based on data from the ECB supervisory banking statistics for the fourth quarter of 2021 

A similar development can be observed for loans that have moved into the “stage 2” category, meaning 
there has been a significant increase in credit risk since initial recognition. While the ratio of stage 2 loans as 
share of total loans stayed flat (comparing Q4 2021 to Q4 2020), one can observe a considerable increase of 
stage 2 loans among those that were or still are subject to COVID-19-related support measures. The relatively 
highest increase of stage 2 loans materialised again in the category of “Newly originated loans and advances 
subject to public guarantee schemes” (see Figure 7). 
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Figure 7: Underperforming loans (stage 2), total loans vs supported loans (Q4 2020 - Q4 2021) 

 
Source: EGOV, based on data from the ECB supervisory banking statistics for the fourth quarter of 2021 

7. Financial institutions' exposures to fossil fuel assets 
In June 2022, Frank Elderson, Vice-Chair of the Supervisory Board of the ECB, gave a topical keynote speech on 
climate-related and environmental risks, presenting some good news – namely that banks are starting to 
progress in their management of those risks – and some bad, in particular that the progress is not across the 
board. Still, compared to the speech that Elderson gave in June 2021 on the same subject, in which he gave 
the message that all banks had several blind spots, overall there seems to be a positive development. 

ECON had in any case requested an external paper on the financial institutions' exposures to fossil fuel assets, 
which was published this June. This section prsesents some of the authors’ key findings: 

As climate policy becomes more stringent on the pathway to net zero carbon emissions, the majority of fossil 
fuel firms’ oil, gas and coal reserves may never be extracted. The loss of value will directly affect shareholders, 
investors and investment funds, but it may also particularly affect banks that provided loans to those 
companies or have other direct exposures which in turn could be a cause of financial stability concern.  

The paper first reviews the sources of information available to assess the exposure of banks to fossil fuel in 
their balance sheets and investment portfolios. A possible barrier for moving credit flow away from fossil fuels 
and for the public to intervene is the lack of information on bank exposures to the risk that fossil fuel reserves 
may become stranded. An analysis to what extent that information can be extracted from sources of 
mandatory disclosure reveals that challenges related to lack of data and assessment methods hinder 
accurate monitoring and mapping of banks’ exposures to risks associated with stranded assets. Reporting on 
climate change risk under consideration of carbon risk is gaining traction, with ever more implementations 
triggered by voluntary disclosure commitments and recent steps towards government mandated reporting 
requirements. Despite this, this reports showed that there is still a lack of substantial disclosure by banks. 
Banks and other financial institutions need to be moved towards transparent disclosure and improved global 
standards on carbon accounting practices, to measure progress towards net-zero in a meaningful manner.  

The paper further provides insights into the aggregate and bank-specific fossil fuel exposure and 
consequent risk in Europe, based on a literature review and new own calculations. Banks should be able to 
properly assess and price this risk when lending to fossil fuel firms. Furthermore, redirecting credit away from 
fossil fuel is crucial to reaching climate goals. However, recent reports indicate that overall banks’ direct 
financing of fossil fuel firms has not decreased either. Moreover, banks appear to have been slower at 
pricing climate risks than other financial market participants. 

Recent research allows insights into potential trends of bank credit flows and their implications as a result of 
the climate transition as well as into possible approaches to mitigate banks’ continued fossil fuel exposure. It 
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seems that some banks are willing to replace lost capital market funding in the context of increased 
climate policy risk. Complementary research indicates that banks increase their cross-border lending if the 
home country has a more stringent climate policy than the borrowers' countries; policy makers therefore have 
to reflect on how to best limit regulatory arbitrage. 

While the immediate loss for banks in the Europe from direct fossil fuel exposure is relatively contained, 
there are large indirect exposures via financial interlinkages. Once climate stabilisation begins, fossil fuel 
firms may have little to no time before suffering economic losses in terms of both income and wealth, which 
naturally translates into credit risk for financial institutions. In any case, a "too-late-too-sudden" transition is 
recognised to cause the largest losses for financial institutions and also imply a greater risk of financial stability. 
A sudden, unexpected tightening of carbon emission policies would not only lead to an economic shock due 
to large swings in asset prices, but the situation would be amplified by second-round-effects in financial 
markets. 
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