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Abstract 

We analyse the recent policy decisions made by the ECB and the 
national authorities related to capital, liquidity, and shareholders’ 
remuneration aimed at promoting credit supply from the 
banking sector to the coronavirus-afflicted economy. We forecast 
the impact of the regulatory decisions based on the empirical 
literature, discuss the factors that reduce the banks’ incentives to 
expand loan portfolios and develop policy suggestions intended 
to mitigate the effect of these factors. 

This document was provided by the Economic Governance 
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LIST OF ABBREVIATIONS 
AT1 Additional tier 1 

CBR Combined capital requirements 

CCoB Capital conservation buffer 

CCyB Countercyclical capital buffer 

CET1 Common equity tier 1 

CoCos Contingent convertible bonds 

G-SII Global systemically important institution 

GFC Global financial crisis 

LCR Liquidity coverage ratio 

MDA Maximum distributable amount 

MFI Monetary financial institutions1 

NFC Non-financial corporations 

O-SII Other systemically important institution 

P2G Pillar 2 Guidance 

P2R Pillar 2 Requirements 

SI Significant institution 

SME Small and medium-sized enterprise  

SREP Supervisory review and evaluation process 

SyRB Systemic risk buffer 

  

  

                                                             
1 “Monetary financial institutions" (MFIs) are resident credit institutions as defined in European Union (EU) law, and other resident financial 
institutions whose business is to receive deposits and/or close substitutes for deposits from entities other than MFIs and, for their own 
account (at least in economic terms), to grant credits and/or make investments in securities. Includes central banks. 
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EXECUTIVE SUMMARY 
In this article, we assess and discuss to which extent the capital, liquidity and shareholders’ 
remuneration related policy actions undertaken by the ECB and national authorities in response to the 
coronavirus shock can stimulate credit supply growth in the current unprecedented economic 
environment. We focus on the temporary release of capital requirements by 1,7–4,2 pp of common 
equity tier 1 (CET1) capital ratio, the liquidity buffer release, and the payout suspension. Leaning on the 
recent empirical literature, we forecast the range for the independent impact of the capital release on 
the aggregate credit growth to be somewhere between 2,0% and 2,6% during the first twelve months 
after the policy decision announcement. The impact of capital availability is expected to expand further 
if the losses start to accumulate on the banks’ balance sheets. Currently, we do not observe a credit 
crunch in the euro area on the aggregate level: the total loan volume grew during the first half of the 
year. In the first quarter, the credit growth was driven by the borrowers’ run on the credit lines. The 
liquidity crunch was avoided due to the ECB’s extensive liquidity provision operation and liquidity 
buffer release that mitigated the banks’ incentive to build extra liquidity reserves. The aggregate 
statistics suggest that in the second quarter, the credit supply was driven by the government loan 
guarantee schemes and loan portfolios reallocation towards safer borrowers: despite the increase in 
the aggregate credit, the significant institutions’ (SIs) risk-weighted assets remain at the start of the 
year level. Hence, the CET1 ratio of euro area SIs is also stable, and we do not observe the capital buffers 
utilisation on the aggregate level. However, the capital buffer might be utilised by individual low-
capitalised banks whose lending capacity could have been exhausted by the credit lines drawdowns.  

In general, capital requirements relief should have an effect on lending as banks manage their capital 
ratios by targeting managerial buffers above the regulatory minima rather than the total level of the 
capital ratios, and adjust towards their targets by varying the size of the corporate loans portfolios. 
However, studies show that regulatory requirements are of second-order importance in determining 
the capital structure, particularly in comparison to the market and economic factors. Currently, the 
banks’ concerns about their stock market valuation, high risk perception, and the economic, as well as 
regulatory uncertainty, are the key factors impeding credit supply growth outside the government 
guarantee schemes. The dividend payout ban is likely contributing to both the decrease in the banking 
sector market valuation and the regulatory uncertainty. As a result, the banks might be reluctant to 
lend and prefer to keep their pre-crisis target ratios in order to signal to their shareholders that their 
dividend income is not jeopardised, but merely deferred. Therefore, we suggest introducing a clear 
regulation that would explicitly state the course of the supervisory actions concerning payout 
restrictions in pre-crisis situations analogous to the current one. We argue that the following 
distributional guidelines would be favourable to the banks’ valuation, funding options, and lending 
capacity:  

1. The banks should be allowed to distribute the financial year earnings as scheduled in the form 
of dividends or share buybacks depending on the banks’ preferred payout method; 

2. The share buybacks should be limited to the sum of the distributable earnings; 
3. The coupons on the instruments qualifying as AT1 capital should not be restricted. 
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1. INTRODUCTION 
At the onset of the current corona crisis, the European Central Bank (ECB) and the national competent 
authorities acted promptly to remove regulatory and liquidity constraints for credit supply to the real 
economy. One of the key measures undertaken was the release of bank capital buffers and 
communication to the credit institutions that they should make use of the capital requirements 
relaxation to extend their loan portfolios’ volume and satisfy the economy’s increased liquidity 
demand. In this article, we discuss the extent to which the capital and liquidity related decisions can be 
effective in the current unprecedented economic environment. Leaning on the recent empirical 
literature, we estimate the range for the expected aggregate credit growth and give an overview of the 
factors that can limit the impact of the regulatory efforts.  

We start by characterising the borrowing conditions for the euro area companies in the first half of 2020 
based on the available data. The statistics indicate a surge in demand for loans, particularly short-term 
ones, from firms of all sizes. The banks responded by reducing the loan application rejection rate and 
easing credit standards for short-term loans. However, both the banks and the firms communicated 
that the borrowing conditions remained favourable largely due to the government guarantee 
schemes. The banks report that credit risk will become the main factor limiting the credit supply after 
the guarantee schemes expire; only 8% of the banks report their capital position to be a limiting factor 
to loan portfolio growth. 

Further, after providing a concise overview of the current bank capital regulation, we summarise the 
measures undertaken by the ECB to sustain smooth credit supply to the real economy. We argue that 
the measures should have the intended effect. Namely, the temporary reduction in the capital 
requirements has eliminated or mitigated the banks’ incentive to deleverage in the middle of economic 
turmoil and ensured higher credit supply than would have been obtained in the absence of the 
respective regulatory actions. This, however, does not guarantee that the increase in aggregate 
liquidity demand is fully met. The competent authorities have alleviated the capital-related concerns 
of the banks’ lending decision-making while other constraints related to market discipline remain in 
place. 

Based on the recent studies that focus on the sample of credit institutions similar to the banks that the 
ECB supervises directly, we forecast the range for the credit supply growth of 1,2–1,5% per 1 
percentage point (pp) reduction in capital requirements. For the actual 1,7 pp capital release activated 
by the ECB and the national authorities at the end of the first quarter this year,2 it translates into 2,0–
2,6% growth in lending to the real economy over the following 12 months. The magnitude of the 
impact will increase if the losses and loan delinquencies start accumulating on the banks’ balance 
sheets as it will allow them to maintain the normal business operation despite the decrease in capital 
ratios. 

The capital buffer relief should have a heterogeneous effect on the banks depending on their capital 
position. The policy action likely had an immediate effect on the lending by banks with capital levels 
close to the regulatory minima as it has increased their otherwise maxed out lending capacity. While 
the regulatory minima are not the key determinant of the capital structure for well-capitalised banks, 
we expect the measures to affect their lending behaviour as well: the studies show that this category 
of credit institutions takes into account their capital requirements when setting and managing their 
target capital ratios. 

                                                             
2 Not accounting for 2,5 pp CCoB release. 
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The dominant factors that limit the credit supply are the banks’ concerns about their stock market 
valuation and the extreme uncertainty prevailing in all the elements of the business environment. 
European banks’ stock prices experienced a sharp decline: the difference between the highest and the 
lowest values of the EURO STOXX Banks Price Index this year is more than 50%. The euro area banking 
sector has lost most of its market value during March 2020, and the unexpected suspension of 
dividends has likely contributed to the banks’ prices volatility. For the shareholders, the payout ban is 
equivalent to imposing 0% maximum distributable amount (MDA) restriction, i.e., setting the portion 
of banks’ earnings that can be distributed to zero – a supervisory intervention that was supposed to be 
activated for individual banks when they had exhausted their combined buffers, and there was a risk 
of their capital ratio breaching the Pillar 2 Requirements level. As there was no precedent or regulation 
alerting investors to the fact that their dividend cash flow can be redirected towards the banks’ 
portfolio expansion in the face of an economic downturn, they are now pricing it into the banks’ market 
valuation. Therefore, the banks might be particularly concerned with signalling to investors that the 
dividend cash flows are merely deferred, not jeopardised by the current situation, and will be restored 
as soon as the payout ban is lifted. Hoarding the capital by restricting loan supply growth and 
maintaining pre-crisis target capital ratios are the ways to do it. 

While any economic downturn is accompanied by uncertainty, the COVID-19 pandemic has set a 
record.3 In the presence of uncertainty, economic agents defer expenditures and long-term 
investments. Similarly, banks, particularly large-sized, reduce their credit supply in response to high 
economic and regulatory uncertainty. The unprecedented nature of the current recession complicates 
forecasting the evolution of the crisis and incorporating all the risk into the banks’ internal risk models. 
Therefore, lending long-term in such conditions exposes banks to higher credit, liquidity, and funding 
risks. The recovery path of the banks’ equity prices is also extremely uncertain which makes the 
expected costs of replenishing capital to its pre-crisis target levels unfavourable, adding to the banks’ 
reluctance to make full use of the capital release.  

In this article, we focus on capital regulation and devote less attention to the liquidity buffer release. 
Although this policy action allowed for more flexibility in the banks’ operations, the effect of this 
measure is modest in comparison to the ECB’s liquidity provision operations that were announced at 
the same time, and allowed the banks to expand their liquid assets reserves. As a result of the 
regulator’s liquidity-related decisions, according to the Bank lending survey, the share of banks whose 
lending is restricted by their liquidity position has declined from 5% to 2%. 

  

                                                             
3 See Annex 2 for the World Uncertainty Index. 
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2. BANK LENDING IN 2020 
From the data collected by the ECB and provided through Statistical Data Warehouse (SDW), we can 
observe an unprecedented spike in loan volumes from monetary financial institutions (MFIs)4 to euro 
area non-financial corporations (NFCs): the total increase in loans from March to May 2020 was €245 
billion or 5,5% from the total credit volume at the end of February. The peak of the aggregate credit 
growth, an increase of more than €120 billion, took place during March: as it is customary for the onset 
of economic distress, corporate borrowers drew down the available credit lines to secure their liquidity 
position in view of the potential disturbance in the credit markets. The resulting upswing in the risk-
weighted assets (RWA) reduced the Common equity tier 1 (CET1) to RWA ratio of the euro area banking 
sector by 20 basis points. 

 

 
Figure 1: Total credit to euro area Non-Financial Corporations 

 
Source: SDW. 

The bank lending survey (BLS) conducted by the ECB reveals that in the second quarter of 2020 the 
demand for loans, particularly short-term, has surged from both large non-financial firms and small and 
medium-sized enterprises (SMEs). The firms borrow to offset the gap in revenues and finance their 
everyday operations (inventories and working capital); demand for long-term investments and 
business expansion is depressed. The banks responded by reducing the loan application rejection rate 
and easing credit standards for short-term loans while tightening credit standards for long-term 
financing. 

The banks communicate that government loan guarantee schemes are the main factor keeping the 
lending standards overall unchanged and the rejection rate lower. Therefore, when asked about their 
expectations, the banks forecast a substantial tightening of the credit standards after the government 
guarantee schemes expire. By far, the key contributor to the anticipated tightening of the lending 
standards is the perception of risk related to exacerbation of the general economic situation and 
borrowers' creditworthiness. At the end of the second quarter, only 8% of banks indicated their capital 

                                                             
4 Here and further MFIs excluding the ECB and the national central banks. 
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position as a limiting factor for lending, which is 2% higher than in the pre-corona period. Only 2–3% 
of banks (a decline from 5%) reported their liquidity position to be a limiting factor. 

Figure 2: Lending standards and rejection rate 

 
Source: The bank lending survey (SDW). 

The data from the syndicated loans market where corporations raise a large share of their financing 
also indicates an increase in new lending volumes from euro area banks to the euro area non-financial 
sector. Figure 3 depicts the total volume of new bank loans (which it should be noted includes newly 
arranged credit lines and does not reflect existing credit line drawdowns) in the first six months of the 
years from 2016 to 2020. We can observe that in the first half of 2020, euro area corporations borrowed 
in the syndicated loans market 9% more than during the same period in 2019. Moreover, the share of 
euro area banks’ lending has increased relative to three previous years. This observation indicates the 
banks’ propensity to lend to large euro area companies. 

Overall, by the end of the second quarter of 2020, the total volume of loans provided by MFIs to firms 
and households increased by 3% relative to the start of the year (6% to firms and 1% to households) – 
at double the pace than during the same period in 2019.5 At the same time, the credit risk exposure 
(credit risk component of RWA) is equal to its size at the start of the year. These numbers, combined 
with the results of the BLS, indicate that the credit supply growth has been driven by the government 
guarantee schemes as the guaranteed loans obtain low to none risk-weight and, thus, do not increase 
the sum of RWA. A simultaneous portfolio reallocation towards safer borrowers, such as large firms with 
high credit ratings, would also explain the unchanged size of RWA. The significant institutions (SIs) have 
also restored the amount of CET1 capital during the second quarter and, as a result, their average CET1 
to RWA ratio is now at its start of the year level as well (Figure 4). Thus, we do not observe the capital 
buffers’ utilisation on the aggregate level. In order to make exact inference on the banks’ capital buffer 
utilisation or borrowers’ credit rationing, more detailed data at bank-firm level is required. It is, 
therefore, subject to future research.  

                                                             
5 At the end of August 2020, the increase is loan volumes is as follows: 6,4% to firms, 1,6% to households, 3,6% in total. 
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Figure 3: Syndicated loans to euro area NFCs  

 
Source: WRDS-Reuters DealScan6. 
 

Figure 4: Euro area SIs’ CET1 capital 

 
Source: Supervisory banking statistics (SDW), SREP reports. 

 

                                                             
6 For the observations where the allocation of the loan shares among the syndicate members is not available, a standard assumption of 
equal shares is made. 
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3. BANK CAPITAL REGULATION AND TARGET CAPITAL RATIO 
Banks are required to hold the amount of their own capital sufficient to absorb potential losses in their 
portfolios and keep the bank solvent. Bank capital requirements are estimated as a share of the bank’s 
RWA. Minimum capital ratio (Pillar 1) for the banks that are subject to the Basel III regulatory accord is 
set at 8%. The highest quality type of capital, equity and retained earnings, also called CET1, must 
comprise at least 4,5% of the banks' own funds. The rest of the minimum requirements can be met with 
the lower quality capital – Additional Tier 1 (contingent convertible bonds – CoCos 7) and Tier 2 
(subordinated debt instruments, general provisions, loss and revaluation reserves, etc., max. 2%). The 
higher the quality of the capital instrument, the more expensive it is for financial institutions to issue it 
as it implies more risks for the investors. Since 2019, the capital conservation buffer (CCoB) is de-facto 
another mandatory 2,5% layer of CET1 capital for all credit institutions intended to prevent any 
breaching of the Pillar 1 minimum requirements. 

On top of the minimum requirements, prudential regulation includes additional layers of CET1 capital 
that differ in their key objectives. Macroprudential policy is aimed at promoting the stability of the 
financial system as a whole. Within the macroprudential policy framework, the capital buffers are 
employed in order to ensure that credit institutions are resilient to the shocks intrinsic to the respective 
financial system. Here, the capital-related toolkit includes the systemic risk buffer (SyRB), the higher 
loss absorption requirements for globally systemically important institutions (G-SII), and other 
systemically important institutions (O-SII). Another objective of the macroprudential regulation, for 
which countercyclical capital buffer (CCyB) is primarily designed, is to smooth the credit supply to the 
economy over the cycle, i.e., prevent excessive lending and the systemic risk build-up during the 
expansion phase and avoid interruption in the liquidity provision to the real economy in the time of 
distress. Together, the capital buffers, including CCoB, comprise the combined buffer requirements 
(CBR). 

The microprudential framework adjusts capital according to the individual bank's risk exposure. These 
capital requirements, known as Pillar 2, are designed to ensure that risks not fully covered under Pillar 
1 are accounted for in the total capital requirement. The banks are required to have in place the internal 
capital adequacy assessment process (ICAAP) that involves the use of elaborate internal models and 
stress tests to quantify all the risks the bank bears and estimate the amount of capital appropriate to 
that risk profile. Bank supervisors review ICAAP as a component of an in-depth bank evaluation 
(Supervisory review and evaluation process - SREP) and, as a result, the appropriate level of Pillar 2 
capital add-on is determined. While Pillar 2 Requirements (P2R) are binding, Pillar 2 Guidance (P2G) is 
the recommended additional capital for credit institutions and breaching it does not trigger any legal 
or regulatory consequences. 

In the euro area, whenever a capital ratio falls below the required level, an automatic restriction on the 
bank’s earnings distribution is triggered so that the capital is replenished with the retained portion of 
the earnings. However, the competent authorities can intervene at an early stage and prevent the 
bank’s capital from falling below the adequate level. This measure, the so-called MDA trigger, restricts 
payments of dividends, coupons on AT1 instruments, and employees’ variable remuneration. 
Therefore, the risk of MDA activation has a negative impact on banks’ market valuation and AT1 
funding options. 

                                                             
7 In euro area, for CoCos to be qualified as AT1 capital they must be perpetual bonds with discretionary coupons that are automatically  
converted into equity if a bank’s CET1 ratio falls to 5,125%. 
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In the early literature on banks’ capital structure, it was common to assume that banks prefer to keep 
their capital ratios close to the requirements level because equity funding is costly, while the implicit 
government’s guarantees reduce the risk of bank debt making this source of funding cheaper for banks. 
However, in practice, we observe substantial variation in the size of banks' capital buffers above the 
combined regulatory requirements. Therefore, Gropp and Heider (2010) study this problem in the 
sample of publicly traded US and EU banks during the period 1991–2004,and find that capital 
regulation is indeed of second-order importance in determining the capital structure. They uncover 
that banks maintain stable leverage ratios over time at the level specific to each bank. Certain bank 
characteristics, such as size and risk, do explain the variation in leverage between the banks. However, 
92% of the variation is driven by bank fixed effects which means that the bank's capital structure cannot 
be explained by its observable time-varying characteristics. Rather, there are relatively unchanging 
managerial and shareholders' preferences and the choice of a business model that determine banks’ 
target capital structure. 

Berger et al. (2008) also conclude that banks have individual target capital ratios above the minimum 
regulatory requirements, actively manage their capital structure, and promptly adjust it towards their 
targets. Empirical evidence indicates that banks target the managerial buffer above the regulatory 
minima rather than the total level of the capital ratio: Bridges et al. (2014) find that, in response to an 
increase in capital requirements, UK banks gradually rebuild the buffers that they initially held. Even 
well-capitalised banks are responsive to changes in capital requirements (De Jonghe, Dewachter, and 
Ongena 2020).8 The reasons for banks to maintain a cushion of excess capital include the reduced risk 
of supervisory interventions, higher credit rating and, hence, lower funding costs, and flexibility to take 
advantage of potential investment opportunities. 

When capital requirements increase (decrease), the capital ratio (equity over RWA) can be adjusted by 
i) issuing new equity (distributing dividends and/or share repurchase), ii) reallocating loan portfolio 
towards safer (riskier) assets with lower (higher) risk weights, iii) curtailing (expanding) lending. The 
studies show that in practice, when banks are adapting to changes in capital requirements, they do it 
primarily by adjusting the loan volumes to corporate borrowers. Gropp, Mosk, Ongena, and Wix (2019) 
show that large European banks react to the increase in capital requirements by reducing lending to 
corporate and, to a lesser extent, retail customers. In Imbierowicz, Kragh, and Rangvid (2018),9 Danish 
banks react to a decrease in the requirements by expanding the corporate loans portfolio as well and, 
additionally, mildly reducing their equity holdings, presumably through dividend payments or share 
repurchase.  

  

                                                             
8 The paper observes that Belgian banks with managerial buffers larger than 3% respond to higher capital requirements by a reduction in 

lending while the banks with small buffers prefer to raise new equity. 
9 To our knowledge, this is the only paper that considers a decrease in CET1 requirements in the analysis. We, however, do not use the 
estimates from this paper for the impact forecasting as the magnitude of the effect in the study is driven by smaller banks. 
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4. THE MEASURES UNDERTAKEN BY THE ECB AND NATIONAL 
AUTHORITIES 

On the 12th of March 2020, the ECB announced a set of regulatory decisions aiming to facilitate stable 
credit supply from the banking sector to the coronavirus-afflicted economy. 10 The package of measures 
included the following: 

• the release of the Pillar 2 Guidance capital requirements; 
• the release of the capital conservation buffer ; 
• the request to suspend dividend payments and share buybacks (later that month); 
• the release of the liquidity buffer (liquidity coverage ratio – LCR); 
• the adjustments to the structure of the capital for Pillar 2 Requirements.  

The ECB provided an estimation of the amount of CET1 capital released by these measures – €120 
billion were made available for loss absorption and lending. This estimate accounts for the decisions 
related to P2G and P2R for significant and less significant institutions, that together hold more than 
80% of banking assets in the euro area and does not account for the effect of CCoB release.11 The ECB 
does not include CCoB release in the reported estimate probably assuming that the banks will be 
particularly reluctant to go below this last line of defence before Pillar 1 minimum capital requirements. 
Excluding CCoB from the estimations might also signal that while the regulator encourages the banks 
to step up and use other buffers release for expanding their loan portfolios, it expects banks to preserve 
CCoB for the anticipated loss absorption. 

The adjustment to the structure of capital for P2R constitutes the replacement of 100% CET1 
requirement with 56,25% CET1, 18,75% Additional Tier 1, and 25% Tier 2 types of capital. However, 
banks might be reluctant to promptly make use of the P2R adjustments as the market for AT1 and Tier 
2 is currently tense and unavailable for riskier issuers. For example, the yields for CoCo bonds are 
elevated, and new issues were severely depressed from March to May. The average size of P2R 
requirements for SREP banks in 2020 is 2,1%. Therefore, the adjustment to this requirement releases 
0,9 pp of CET1 over RWA ratio, or €75 billion. Presumably accounting for the limitations of rapid 
replacements of CET1 with AT1 and Tier 2, the ECB estimated the effect of P2R adjustments as equal to 
€30 billion. We rely on this estimate in our assessment. 

Following the relief of the requirements announced by the ECB, the national macroprudential 
authorities of the euro area countries released countercyclical capital buffers and reduced or released 
systemic risk buffers (SyRB and O-SII), which additionally freed up over €20 billion. Together, the 
released capital buffers sum up to 1,7 pp of CET1 over RWA (see Table 1). 

Sufficient liquidity on the banks’ balance sheets is crucial for transmission of the capital-related 
regulatory decision and lending.12 The start of the pandemic was accompanied by a build-up of 
pressure in the money markets: the market participants started hoarding liquidity in anticipation of 
financing disruptions and the banking sector experienced a run by borrowers on their credit lines. 
Similar financing conditions caused a decline in lending at the beginning of the Global Financial Crisis 
(GFC) (Ivashina and Scharfstein, 2010; De Jonghe et al., 2020). The ECB has undertaken a comprehensive 
package of measures to boost liquidity in the financial sector that included an asset purchase 
programme, massive refinancing operations, and an easing of the collateral requirements. The banks 

                                                             
10 See ECB press release, 12 March 2020. 
11   More details about this estimate were provided in the May 2020 issue of the ECB’s Financial Stability Review, Chart 5.1. 
12 Kim and Sohn (2017) find that the effect of a higher capital ratio on credit growth is positively associated with the level of bank liquidity 
for large banks and that this positive relationship has been more substantial during the GFC. 

https://www.ecb.europa.eu/press/pr/date/2020/html/ecb.pr200312%7E45417d8643.en.html
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made use of the liquidity provision operations and increased the volume of liquid assets on their 
balance sheets (see Annex 3). The ECB has supplemented the liquidity provision operations with the 
liquidity buffer release allowing the banks to operate below a 100% LCR.13 LCR release alone would 
have been insufficient to resolve the banks’ liquidity availability concerns; however, it has removed the 
pressure from liquidity-constrained banks to replenish the cash buffers and reduced other banks’ 
incentive to build up ample liquidity reserves above the requirement level at the expense of new credit 
origination which led to a decline in credit supply during the GFC (Cornett et al. (2011)).  

Table 1: CET1 capital released in 1H2020 

 Billion, EUR Ratio to RWA 

Total CET1 capital 1222,4* 14,9%* 

Pillar 2 Guidance 90,0 1,1% 

Pillar 2 Requirements 30,0 0,4% 

CCyB 13,7 0,2% 

SyRB 7,5 0,1% 

O-SII buffers 0,6 0,0% 

CCoB 205,5 2,5% 

Total without CCoB 141,8 1,7% 

Total with CCoB 347,3 4,2% 
Source: Statistical Data Warehouse, *Data on 31.12.2019; the ECB’s summary of measures taken by national 
authorities (version on 8 July 2020). 

It was the end of July when the ECB clarified the timeline for reverting to the regular capital and liquidity 
requirements regime14. The time gap between announcing the policy decision and its expiration date 
has contributed to the uncertainty perceived by the market participants. The ECB announced that it 
would not require banks to start replenishing their capital and liquidity buffers before the peak in 
capital depletion is reached and they will be allowed to operate below P2G and CBR until at least the 
end of 2022, and below the LCR until at least the end of 2021. 

  

                                                             
13 LCR is calculated as the sum of high-quality liquid assets over net cash outflow a bank can experience for 30 days in case of a market-wide 
shock. 
14 See ECB press release, 28 July 2020. 

https://web.archive.org/web/20200727070615/https:/www.ecb.europa.eu/pub/financial-stability/macroprudential-measures/html/index.en.html
https://www.bankingsupervision.europa.eu/press/pr/date/2020/html/ssm.pr200728_1%7E42a74a0b86.en.html
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5. THE EXPECTED IMPACT ON THE CREDIT SUPPLY 

5.1. The range for the impact 
The unprecedented nature of the current economic situation – the exogeneity of the problem both to 
the financial and real sectors – complicates the estimation of the expected effect of the capital buffers 
release. The studies investigating the effect of capital regulation on lending do it either in the context 
of the GFC, when the credit supply shock originated in the financial system, or in the context of a 
change (mostly increase) of the capital requirements for banks during non-crisis periods. The early 
stage of the coronavirus crisis differs from the GFC set-up because the banks’ lending capacity has not 
been damaged by funding disruptions or portfolio defaults. It also differs from the requirements 
change set-up because of the hard hit experienced by the real sector and the extreme uncertainty 
associated with all the components of the banks’ business environment. 

To approximately evaluate the expected magnitude of the March 2020 capital release impact, we have 
selected a number of papers that study the effect of the change in capital requirements or the effect of 
the level of the requirements on bank credit supply to the real economy. The papers are listed in Table 
2 in descending order of their relevance to the current situation in the euro area banking sector. The 
first two papers, Mésonnier and Monks (2015) and Berrospide and Edge (2019), examine the effect of 
the increase in capital requirements for locally large banking groups in Europe and the USA. 
Considering that banks respond to the changes in capital requirements in any direction by 
predominantly adjusting their corporate loans portfolios, it is reasonable to assume that this response 
is symmetric to the increases and reductions of the capital requirements. Therefore, the range of 1,2–
1,5% growth in credit supply per 1 percentage point of capital requirements reduction is our baseline 
prediction. For a 1,7 pp capital release it translates into a 2,0–2,6% increase in lending to the real 
economy. If we extend the span of literature by including the recent papers that focus on the 
relationship between the total level of capital requirements (rather than the change in requirements) 
and bank lending, then the forecast range expands to 0,9–6,6%. 

It is, however, important to note that in all the studies, the inference about the magnitude of the 
regulatory impact is made based on the comparison of lending by the “affected” group of banks to that 
of the “control” or “less affected” group of banks. This means that the results can only be interpreted as 
the deviation of the lending behaviour by the affected banks from how they would have behaved in 
the absence of any regulatory changes. In the context of our analysis, it means that the actual credit 
supply growth can be lower or higher than 2,0–2,6%, but that is how much the capital buffer release is 
expected to contribute to the credit supply growth within one year of the decision being announced 
by the ECB.  

We expect the capital relief to have an immediate effect on the banks’ whose capital ratios were close 
to the binding regulatory minima as their lending capacity was otherwise modest. Lowering the capital 
threshold by more than 4 pp has removed the banks’ incentive to deleverage in the middle of economic 
turmoil and gave them the flexibility to roll over and provide additional loans to their borrowers, thus 
preventing early loan delinquencies in their portfolios. Going forward, these banks will have the 
capacity to absorb losses while maintaining normal business operations.15 Some of the banks with 
riskier business models are more likely to make the full use of the released capital in order to take 
advantage of the safety net of the explicit and implicit government guarantees for the banking system. 
This prediction is motivated by moral hazard incentives widely assumed for distressed credit 
institutions: if a bank has a high probability of going bankrupt, taking on more leverage is consistent 
                                                             
15 Gropp and Heider (2010). 
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with the shareholders’ value maximisation as the shareholders do not bear the full costs associated 
with the risk-taking (their losses are limited by their stake in the equity which they lose in case of 
bankruptcy anyway), but receive all of the benefits if the adverse scenario does not materialise. The 
recent study by Ben-David, Palvia and Stulz (2020), however, does not find this strategy to be prevalent 
among distressed banks during the GFC. 

A 2,0–2,6% increase in bank loan volume provided by significant and less significant institutions, that 
together hold 80% of banking assets in the euro area is approximately €72–93 billion of new loans 
during the twelve months after the capital relief announcement. The magnitude of the impact of the 
capital availability will magnify over time if the crisis exacerbates and the losses start accumulating on 
the banks’ balance sheets: Jimenez, et al. (2017) demonstrate, among other things, how the effect of 
the release of Tier 2 capital on lending accumulates over time, ranging from 9% to 32% depending on 
the estimation method, two years after the start of the GFC. The large distance between the crisis and 
non-crisis capital impact coefficients indicates that capital buffers facilitate lending primarily through 
loss absorption. Hence, the availability of the bank capital will become increasingly important as the 
recession unfolds.  

At the moment, we observe that the actual growth of aggregate credit supply exceeds the range of our 
predicted effect (Section 2). Currently, the two driving forces of the loan volume growth are the 
drawdowns of pre-committed credit lines, lending to non-risky borrowers, and government loan 
guarantee schemes. At the same time, banks might be reluctant to extend credit to the borrowers that 
have a non-zero risk of default and do not benefit from the guarantee schemes. In the next section, we 
discuss in details the factors that motivate banks to abstain from the capital buffers utilisation.  
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Table 2: The estimation of the expected impact of the capital release on commercial lending based on the empirical literature 

Paper Tool Geography Period Object of 
examination 

Impact of 1 pp change 
in capital 

requirements, 
annualised 

Impact of 1.7 pp 
capital release 
(without CCoB) 

Mésonnier and Monks (2015) EBA capital 
exercise Europe 2011–2012 Change in CR* 1,2 2,0 

Berrospide and Edge (2019) Stress-test to 
CET1 ratio USA 2012–2016 Change in CR 1,5** 2,6 

Fraisse, Lé, and Thesmar 
(2019) 

Heterogeneous 
time-varying CR France 2008–2011 Level of CR 2,1 3,6 

De Jonghe, Dewachter, and 
Ongena (2020) Pillar 2 (P2R) Belgium 2013–2015 Level of CR 0,5 0,9 

Bridges et al. (2014) Heterogeneous 
time-varying CR UK 1990–2011 Level of CR 3,9 6,6 

* CR – capital requirements. 

** The upper range for our baseline prediction coincides with the estimated effect in Altavilla et al. (2020). 
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5.2. The limiting factors and policy suggestions 
Naturally, there are many factors banks have to consider when making the decision about expanding 
their loan portfolio volume, and regulatory constraints are only some of them. Since the beginning of 
the corona-crisis, the ECB has relaxed funding, liquidity, and capital constraints, however, market 
discipline considerations remain in place and can confine the credit supply. Market discipline generally 
refers to the influence that the market participants’ reaction has on a financial institution’s decision 
making. Market participants, such as shareholders, large depositors,16 and other creditors, continuously 
monitor a bank. When the bank acts in a way that increases the risks associated with its business, market 
participants react by selling the financial instruments issued by the bank which reduces these 
instruments’ valuation such that it reflects the increased risk. As a result, the bank’s funding costs grow 
while the shareholders’ wealth and, hence, the bank managers’ remuneration are negatively affected. 

Since the beginning of 2020, European banks’ market valuation experienced a sharp decline: the 
difference between the highest and the lowest values of the EURO STOXX Banks Price Index this year 
is more than 50%. During March, as the global epidemiologic and market situation deteriorated, the 
bank stock index lost 35% (the broad-based index EURO STOXX 50 decreased by 16%, see Annex 1) 
revealing investors’ concerns about the banking sector risks and profitability. The announcement of 
the ECB’s response to the coronavirus shock on the 12th of March coincided with the market-driving 
news about President Trump imposing the travel ban between the US and Europe. The latter was 
followed by a drop in the market indices of both regions: the EURO STOXX 50 fell by 12% and the 
S&P100 fell by 9%. Due to such market reactions, it is hard to make any precise inference about the 
market reaction to the ECB’s policy actions. However, the fact that the US banking sector (measured by 
S&P Dow Jones U.S. Banks Index) experienced a comparable decline to that of the US market in general 
(-10%) while euro area banks’ valuation fell by 5 pp more (-17%) might indicate a negative reaction 
related to the regulatory news.17 At the same time, the policy decisions announced that day were 
broadly anticipated by the market, except for the size of the capital release that was expected to 
amount to the P2R layer.18 Thus, the negative market reaction we observe might suggest that investors 
disapprove the prospect of the euro area banks’ capital ratios decrease and/or anticipated that the 
dividend payout restriction will follow this regulatory requirement relief or will be activated for the 
banks that make use of it. 

The ECB’s recommendation to suspend share buybacks and dividends for the financial years 2019 and 
2020 was issued on the 27th of March. For the shareholders, this regulatory action is equivalent to 
imposing 0% MDA restriction, i.e., setting the portion of banks’ earnings that can be distributed to zero 
– a supervisory intervention that was supposed to be activated for individual banks when they had 
exhausted their combined buffers, and there was a risk of their capital ratio breaching the P2R level. 
The payout moratorium is intended to preserve bank capital and liquidity for lending and loss 
absorption and reduce the amount of public funding support in case of a bank bailout. On the one 
hand, the payout ban potentially benefits low-capitalised banks: imposing a unified restriction on 
dividend removes the pressure to send a positive signal to the market and pay the dividends despite it 
being suboptimal for a risky bank.19 On the other hand, there was no precedent or regulation alerting 

                                                             
16 Iyer, Puri, and Ryan (2013). 
17 The correlation between the returns of the market and the banking sector indices in the US and euro area are similar: 0,82 and 0,88, 
respectively. 
18 See the Financial Times article “Will the ECB deliver?”, 12 March 2020. 
19 Kauko (2011) argues that while paying dividends in the bad state is costly for a bank, not doing so could trigger a deposit run. Forti and 
Schiozer (2015) find that during the acute period of the GFC, many Brazilian banks increased their dividends to signal liquidity and asset 
quality to institutional investors in an attempt to prevent bank runs. 

https://ftalphaville.ft.com/2020/03/12/1584007248000/Will-the-ECB-deliver--/
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the investors to the fact that their dividend cash flow can be redirected towards the banks’ portfolio 
expansion in the face of an economic downturn. Therefore, the market is now pricing in the new source 
of uncertainty stemming from the regulator’s decisions into the banks’ capitalisation. In an attempt to 
mitigate the negative impact of the regulatory shock on their valuation, well-capitalised banks might 
be particularly concerned with signalling to the investors that the dividend cash flows are merely 
deferred, not jeopardised by the current situation, and will be restored as soon as the payout ban is 
lifted. This signal can be communicated in the form of preserving the managerial capital buffer at its 
pre-crisis level and avoiding additional risk-taking. 

In our opinion, the regulatory framework should explicitly state the course of the supervisory actions 
concerning payout restrictions in pre-crisis situations analogous to the current one. Clear guidelines 
would allow the market to price the risks of the bank financial instruments’ cash flows correctly and, 
thus, avoid overpricing these risks and abate the instruments’ price volatility. We would also 
recommend less stringent restrictions than those currently in place, as dividends are an important 
determinant of banks’ valuation. In the EU bank bailout practice, such stringent restrictions have not 
always been imposed on banks despite being efficient for the banks’ speed of financial recovery and 
ex-ante incentives (Berger, Nistor, Ongena, and Tsyplakov, 2020). We, therefore, would recommend the 
following distributional guidelines for banks when an economic or financial turmoil is anticipated: 

1. The banks should be allowed to distribute the financial year earnings as scheduled in the form 
of dividends or share buybacks depending on the banks’ preferred payout method; 

2. The share buybacks should be limited to the sum of the distributable earnings; 
3. The coupons on the instruments qualifying as AT1 capital should not be restricted. 

The first point is required to restore the market’s confidence in the stability of dividend flow which in 
turn should reduce the cost of raising equity for banks in crisis and post-crisis periods and make them 
less stingy with their capital. The share buybacks restriction is aimed at addressing the regulators’ 
concern about the banks dissipating their capital. Indeed, the banks might find it value-maximising to 
repurchase the stocks after they experience a dramatic price drop and are undervalued from the 
managers’ point of view:20 The repurchase would signal the managers’ confidence in the bank’s future 
performance and increase earnings per share for the remaining shareholders. At the same time, the 
banks might underestimate the future shock to their portfolios and end up with the capital and liquidity 
levels insufficient to withstand the crisis. 

AT1 bonds were introduced after the GFC as a cheaper source of loss-absorbing capital for banks. By 
design of the instrument, the CoCos’ holders bear the same risk of default as shareholders but do not 
benefit from the bank’s stocks’ upside potential. For CoCos to remain a cheaper source of bank funding 
than equity, these instruments should have lower cash flow risks than stocks. In other words, the 
attractiveness of the instruments for the investors and, hence, the existence of the market for CoCos 
hinges on stable and predictable coupon flow. Therefore, we recommend not to restrict AT1 coupon 
payments beyond the cases considered in the current supervisory framework (MDA trigger). 

When dealing with strong shocks like the current one, in the future, bank supervisors might additionally 
consider raising the MDA trigger threshold. This decision can be reasonably justified as the bank stress 
tests might not fully account for such rare events; moreover, some shocks are difficult to model within 
the stress test framework, e.g. shocks stemming from the climate change. As a result, the risk of 
breaching minimum capital requirements level by lower capitalised banks turns out to be higher than 

                                                             
20 Stephens and Weisbach (1998) show that share repurchases are negatively related to prior stock price performance, suggesting that firms 
increase their purchasing depending on the degree of perceived undervaluation. 
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expected. If the suggested adjustment is clearly articulated, this would be a familiar mechanism to the 
market, which is already accounted for in the banks’ capital planning and priced by the market 
according to its current application parameters. As a result, the banks would be treated 
heterogeneously depending on their capital ratios, and those affected would still be able to distribute 
a portion of their earnings. Eventually, it would lead to an increase in capital ratios as banks would want 
to restore the managerial buffers above the expected level of the MDA trigger point.  

Another dominant challenge lenders are currently facing is the extreme degree of uncertainty 
prevailing in all the components of the business environment. Uncertainty is one of the key factors 
behind the decline in loan supply during the period of economic distress. A decision about granting a 
loan is akin to a decision “to invest”. In the presence of high uncertainty, it is rational for economic 
agents to defer investments. This conclusion stems from the option-based approach to corporate 
finance, where investment decisions are viewed as real options. The “option to wait” then has a value 
that increases with uncertainty, and making an investment extinguishes that option, destroying its 
value for the firm. So, the value of the option to wait is one of the opportunity costs of the investment 
(Kandel and Pearson, 2002). Bloom, Bond, and Van Reenen (2007) show that higher uncertainty reduces 
the responsiveness of corporate investment to demand shocks and policy stimulus. In other words, the 
entities become more cautious in their investment behaviour in the presence of high uncertainty. 

The literature shows that banks exhibit similar investment behaviour under high uncertainty. 
Numerous studies find that banks respond to the aggregate uncertainty (Alessandri and Bottero, 2020), 
economic policy or regulatory uncertainty (Bordo, Duca, and Koch, 2016; Gissler, Oldfather and Ruffino, 
2016), and banking sector uncertainty (Buch, Buchholz, and Tonzer, 2015) by reducing credit supply. 
The studies are also in agreement that better capitalised banks and banks with larger liquidity buffers 
contract lending by less. Once again, Bordo, Duca, and Koch (2016) find that the banks respond by 
primarily adjusting their corporate loans portfolios and reducing the maturities of the loans. Lending 
long-term in such conditions exposes banks to higher credit, liquidity, and funding risks. The recovery 
path of the banks’ equity prices is also extremely uncertain which makes the expected costs of 
replenishing capital within the timeline that will be specified by the ECB unfavourable, adding to the 
banks’ reluctance to make full use of the capital release. 

Economic policy uncertainty tends to have a larger negative effect on lending behaviour of big banks 
as they are subject to greater regulatory scrutiny (Bordo, Duca, and Koch, 2016; Hu and Gong, 2019). 
These findings emphasise the importance of clear guidelines for payout restrictions as well as 
communicating the timeframe for the temporary regulatory measures simultaneously with their 
announcement for promoting credit growth in the future.  
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ANNEX 1 
 
EURO STOXX Banks Index comprises 22 listed euro area banking groups.  
EURO STOXX 50 Index comprises 50 listed euro area firms from different sectors, including 4 banks.  
 
 

 
Source: https://qontigo.com/ 
 

  
Source: https://qontigo.com, authors’ calculations. 
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ANNEX 2 

The World Uncertainty Index developed in Ahir, Bloom and Furceri (2018) is constructed based on the 
quarterly Economist Intelligence Unit country reports for 143 countries. The index captures uncertainty 
related to economic and political developments regarding both short-term and long-term concerns.  

 

 
Source: Ahir, H, N Bloom, and D Furceri (2018), “World Uncertainty Index”, Stanford mimeo. 
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ANNEX 3 
 

The LCR is calculated as the sum of high-quality liquid assets over net cash outflow a bank can 
experience for 30 days in case of a market-wide shock. 

 
Source: SDW. 
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We analyse the recent policy decisions made by the ECB and the national authorities related to 
capital, liquidity, and shareholders’ remuneration aimed at promoting credit supply from the 
banking sector to the coronavirus-afflicted economy. We forecast the impact of the regulatory 
decisions based on the empirical literature, discuss the factors that reduce the banks’ incentives to 
expand loan portfolios and develop policy suggestions intended to mitigate the effect of these 
factors 
This document was provided by the Economic Governance Support Unit at the request of the ECON 
Committee). 
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