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Banking Union: Corona crisis effects  
The corona crisis has significant effects on many banks in the Banking Union. 
To support the Members of the Banking Union Working Group, this series of briefings 
reports on observations made and actions taken by supervisory authorities, credit rating 
agencies, banking federations, as well as other industry and academic experts, in order 
to point to relevant developments in the banking sector. 

  

Most non-financial businesses, supported in the corona crisis by unprecedented measures aiming to 
facilitate the access to credit, will see an increase in their load of debt. Some, in particular those that were 
already weakly capitalised at the beginning of the crisis, will find that the new augmented debt levels may 
not be sustainable and will therefore seek to replace debt with capital. The restoration of the businesses’ 
financial soundness is likewise important for banks, given the potential exposure to the defaults of clients.   

In relation to possible future recapitalisations we noted the following recent events: 

TheCityUK estimates the demand for fresh capital of UK businesses 
On 11 May, TheCityUK, the body representing the UK-based financial industry, wrote to the Bank of England 
to set out preliminary results of a dedicated working group (“Recapitalisation Group”) set up on 3 April. The 
Recapitalisation Group estimates that the level of unsustainable debt held by UK private businesses will 
reach between £90 and £105 billion, not taking into account significant further growth capital needs after 
the corona crisis. The indicated number does not necessarily connote a demand for fresh capital in the same 
amount, but it implies the need for firms to resolve the level of unsustainable debt, by one means or another.  

The letter sets out that more work is required to identify the extent of the capital that the private sector can 
provide, drawing from past experience (in 2018, the total amount of equity investment into portfolio 
companies by members firms of the British Private Equity & Venture Capital Association was around £21 
billion, a third thereof into SMEs). TheCityUK concludes that “[...] it is reasonable to suggest that significant 
volumes of new, appropriately structured capital from these or other sources will be required to support the 
interests of business and the long-term competitiveness of the UK economy”. 

Commission expands Temporary Framework to recapitalisation measures 
On 8 May, the Commission announced that is has adopted a second amendment to its temporary State aid 
framework in the context of the coronavirus outbreak, setting out the criteria based on which Member 
States can provide recapitalisations and subordinated debt to companies in need. 

  

https://www.thecityuk.com/assets/2020/ff312db314/TheCityUK-Recapitalisation-group-initial-workplan-letter-to-the-Bank-of-England.pdf
https://ec.europa.eu/commission/presscorner/detail/en/ip_20_838
https://ec.europa.eu/competition/state_aid/what_is_new/covid_19.html
https://ec.europa.eu/competition/state_aid/what_is_new/covid_19.html
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As regards recapitalisations, the Communication sets out:  

• that they shall only be granted if no other appropriate solution is available, 

• that the State must be sufficiently remunerated for the risks it assumes, and that a remuneration 
mechanism needs to incentivise beneficiaries to buy out the State to ensure the temporary nature 
of the State's intervention, 

• that beneficiaries and Member States are required to develop an exit strategy, in particular as 
regards large companies that have received significant recapitalisation aid from the State, 

• that until the State has exited in full, beneficiaries are subject to bans on dividends and share 
buybacks, and to a strict limitation of the remuneration of their management, including a ban on 
bonus payments (that, however, only until ¾ of the recapitalisation has been  paid back). 

Moreover, if recapitalisations are granted as part of schemes, Member States shall publish details on the 
identity of the beneficiaries and the amount within three months of the recapitalisation.  

We specifically note the following: 

As regards eligibility, point 49(a) of the Communication specifies that a COVID-19 recapitalisation measure 
must fulfil the condition that “without the State intervention the beneficiary would go out of business or would 
face serious difficulties to maintain its operations. Such difficulties may be shown by the deterioration of, in 
particular, the beneficiary's debt to equity ratio or similar indicators”. 

Obviously, all companies that in the current situation make losses will see a deterioration of their debt-to-
equity ratio – so that by itself is a “catch-all” criterion. Therefore, the guidance of the Commission provides 
a lot of discretion to the Member States concerned. A more precise technical definition could have helped 
to understand what level of debt the Commission actually considers as a threat to maintain operations that 
must be avoided. The ECB, for example, used a precise definition in its Guidance on leveraged transactions 
of May 2017 when it wrote that “For most industries, a leverage level in excess of 6.0 times Total Debt to EBITDA 
raises concerns.” 

We also noted that the remuneration shall include a step-up mechanism to incentivise the beneficiary to 
buy back the State capital injections. Point 62 of the Communication says that the Commission may accept 
alternative mechanisms, provided they overall lead to a similar outcome. Point 63 gives beneficiaries the 
option to buy back the equity stake that the State has acquired – which effectively takes out the initial equity 
investment. Point 64, on the other hand, says that as an alternative the State may also sell its equity stake at 
market prices to other purchasers – which effectively leaves the initial equity investment within the 
beneficiary. The economic effects of those alternatives for the State and the beneficiary hence seem to be 
very different. 

Proposal for a European Pandemic Equity Fund 
Most European firms are small or medium-sized, privately owned, and have no access to capital markets, 
hence rely on bank loans for their funding. Against this backdrop, other alternatives should be taken into 
consideration as well. 

In this vein, President von der Leyen announced in her speech of 13 May in the European Parliament that 
the Commission will propose a new Solvency Instrument that “will help match the recapitalisation needs of 
healthy companies who have been put at risk as a result of the lockdown – wherever they are located in Europe.” 

In an interview with POLITICO on 10 May, Vice President Dombrovskis had already mentioned a targeted 
fund aimed to take equity stakes in systemic companies, as it would not be possible to cover all EU 

https://ec.europa.eu/competition/state_aid/what_is_new/sa_covid19_2nd_amendment_temporary_framework_en.pdf
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.leveraged_transactions_guidance_201705.en.pdf
https://ec.europa.eu/commission/presscorner/detail/en/SPEECH_20_877
https://www.politico.eu/article/brussels-eyes-a-bigger-eu-shareholder-role-in-the-coronavirus-recovery/
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companies across the board. He mentioned that the Commission would still be weighing up what 
companies and what sectors would need that reinforcement most. 

A group of academic researchers (Boot, Carletti, Kotz, Krahnen, Pelizzon, and Subrahmanyam) has recently 
put forward1 a concrete proposal for a European Pandemic Equity Fund that, by design, is meant to be very 
broad and inclusive (also see Annex 1).  

The authors argue that a European Pandemic Equity Fund could be a way to address two key problems, 
over-indebtedness and distortion of the level-playing field in the internal market: “The incremental rise in 
corporate leverage due to the Coronavirus crisis can, however, be limited by relying more on equity-like 
instruments, i.e. financial contracts that imply loss absorption in case of poor future firm performance and reward 
participation otherwise. If implemented on a European level with a European Pandemic Equity Fund (EPEF), all 
citizens will participate in the common risks and potential rewards of a broad-based participation in Europe’s 
industry post-crisis” (Policy letter No. 81). 

The major characteristics of equity-like financing provided by a government-backed European Pandemic 
Equity Fund (EPEF) would be that: 

• Initial payments (from the fund to firms) carry no direct repayment obligation, although they are not 
outright transfers either, 

• Firm leverage (and thus, firm default risk) does not rise as a result of the financing operation, 
• The risk of a future loss of the initial payment is assumed by the investor, the EPEF, and 
• In the same way, future profits are also shared by the EPEF, with repayments to the fund being 

conditional on positive firm performance. 

The idea to promote an equity-like instrument rather than a fully-fledged equity investment is rooted in the 
perception that family businesses as well as small and medium-sized enterprises – those companies that 
form the backbone of continental Europe’s economies – tend to dislike external ownership, particularly 
when accompanied with voting rights, which makes the suggested hands-off approach much more 
acceptable to them. 

The main difference to a bank-loan would hence be that the initial cash flow injection by the EPEF is traded 
against a proportionate participation in future gross earnings (“value added”) or net earnings (“profits”), 
rather than fixed interest and principal payments, which makes the economic situation of the beneficiaries 
more resilient against uncertain developments. The concept has already been spelled out in some detail, 
and it has the additional advantage that it can build on the existing institutional infrastructure, requiring 
little legislative adjustments if implemented via value added tax remittances or tax surcharges. 

The Bank for International Settlements, as many others, already warned about leverage and leveraged loans 
before the corona crisis (Claudio Borio, discussing the BIS’ Quarterly Review of September 2019: “That said, 
the credit standing of non-financial corporations in general, and the surge in leveraged loans in particular,  
represent a clear vulnerability”). It seems now even more important to find a solution for unsustainable debt, 
by one means or another 

                                                             
1 For details, see in particular SAFE Policy Letter No. 81and SAFE Policy Letter No. 84; for an alternative proposal see for example Gleeson in the FT). 
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https://www.bis.org/publ/qtrpdf/r_qt1909_ontherecord.htm
https://safe-frankfurt.de/fileadmin/user_upload/editor_common/Policy_Center/SAFE_Policy_Letter_No_81_final4.pdf
https://safe-frankfurt.de/fileadmin/user_upload/editor_common/Policy_Center/SAFE_Policy_Letter_84_final2.pdf
https://ftalphaville.ft.com/2020/05/01/1588338202000/Why-only-a-reverse-bail-in-can-save-the-economy-now/
mailto:egov@ep.europa.eu
http://www.europarl.europa.eu/supporting-analyses
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Annex 1: Factsheet on the European Pandemic Equity Fund (EPEF) 
(for more information, also see VOX CEPR Policy Portal 

 

 

https://voxeu.org/article/implementing-european-pandemic-equity-fund
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