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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 14 October 2021. The briefing addresses: 1) Emerging risks 
in the banking group, as presented to the Eurogroup, 2) results of EBA’s and ECB’s 2021 stress test exercises, 3) the 
Basel Committee report on early lessons from the Covid-19 pandemic on the Basel reforms, 4) the ECB report on 
sanctioning activities, 5) the ECB Supervisory Banking Statistics for the first quarter 2021, and 6) summaries of 
external papers on long-term effects of the pandemic on the banking sector. 

1) Emerging risks: higher levels of leverage, financial complexity and opaquenes 
In its written overview, ahead of the exchange of views with the Eurogroup on 4 October 2021, Andrea Enria 
pointed to emerging risks in the banking area: “Beyond credit risk, there are other emerging risks which may 
warrant supervisory action. Unprecedented levels of liquidity and the wide  array of government support measures 
have dampened financial market volatility and muted market participants’ perceptions of uncertainty and risk”. 

Figure 1: European leveraged issuance by type (debt/EBITDA) 

 
Source: ECB written overview ahead of the exchange of views with the Eurogroup on 4 October 2021.  

The ECB specifically notes that there has been steady growth in leveraged loan and high-yield bond markets 
since the great financial crisis (see figure 1), coupled with a loosening of underwriting standards and covenants 
(see previous EGOV briefing), even during the pandemic. In July, the credit rating agency Fitch issued a report 
on leveraged loans that expects the 2021 issuances to surpass the record level seen in 2017. The ECB in any 
case warns that those developments are accompanied by growing signs of complacency on the part of market 
participants, including banks, which has led to higher levels of leverage, financial complexity and opaqueness. 

https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.written_statement_by_SB_Chair_for_Eurogroup_hearing%7Eaa9046aef5.en.pdf?6b4536a31c4de972ca2fd52272861103
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.written_statement_by_SB_Chair_for_Eurogroup_hearing%7Eaa9046aef5.en.pdf?6b4536a31c4de972ca2fd52272861103
https://www.europarl.europa.eu/RegData/etudes/BRIE/2019/634369/IPOL_BRI(2019)634369_EN.pdf
https://www.fitchratings.com/research/corporate-finance/leveraged-loan-issuance-to-reach-record-highs-30-07-2021
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2) EBA and ECB stress test exercises 
On 30 July 2021, the EBA published the results of its 2021 EU-wide stress test. The 2021 EU-wide stress test 
involved 50 banks from 15 EU and EEA countries, covering 70% of the EU banking sector assets. 

The aim of such tests is to assess the resilience of financial institutions to a hypothetical scenario of adverse 
market developments. The adverse scenario was designed jointly by the European Systemic Risk Board (ESRB) 
and the ECB, assuming a prolonged Covid-19 scenario in a “lower for longer” interest rate environment. 

EBA’s key message was that the EU banking sector would under that adverse scenario remain well capitalised, 
staying - on average - above a CET1 ratio of 10%, against a starting CET1 ratio of 15%. Credit losses explain 
most of the capital depletion, as in previous such exercises. 

Not all banks performed equally well, though. The bank performing worst in the EU-wide stress test, Monte dei 
Paschi di Siena (MPS), even saw its entire capital wiped out under the stress scenario, hypothetically leaving the 
bank insolvent. One might recall in that context that MPS was also the worst performer in the ECB’s first 
Comprehensive Assessment, the thorough financial health check of all banks designated to become directly 
supervised by the ECB, signalling the operational start of the Single Supervisory Mechanism in November 2014. 
At the time, MPS stood out with a net capital shortfall of EUR 2.1 billion (see Aggregate Report). 

Being under the ECB’s direct watch since 2014, MPS has nevertheless struggled to return to viability, despite 
the fact that the bank received a precautionary recapitalisation (state aid) of EUR 5.4 billion in 2017, based on 
a restructuring plan that was approved by the Commission as effective strategy. That capital injection made 
the Republic of Italy the majority shareholder of MPS. The financial statements of MPS in any case show that 
the bank accumulated losses over the past decade in excess of EUR 23 billion; comparatively small profits in 
two years were widely offset by losses booked in other years. In July, UniCredit, Italy’s second largest banks by 
assets, issued a press release according to which it agreed with the Italian Ministry of Economy and Finance 
the prerequisite terms for a potential transfer of MPS (or parts thereof) to UniCredit. The terms of the transfer 
and its budgetary consequences are part of a controversial debate (see, for example, Politico).  

On the positive side, one should emphasise that the EBA published the granular results of its EU-side stress test 
exercise, including detailed information at the starting and end point of the exercise under both the baseline 
and the adverse scenarios, at bank entity level, as in the past. 

The ECB, in contrast, only published aggregate results of its 2021 stress test exercise. The ECB’s publication 
hence does not disclose individual bank results or an indication of their specific performance. The ECB exercise 
applies the same baseline and stress scenario as the EBA exercise, but has a wider scope, including those 
directly supervised banks that are in the EBA sample and a further 51 medium-sized euro area banks. In direct 
comparison, those 51 medium-sized banks tested solely by the ECB show an average capital depletion of 6.8 
percentage points (higher than in the EBA sample), leaving them with a CET1 ratio of 11.3%, though (which is 
higher than the residual CET1 level in the EBA sample, due to a better starting point). A key message of the ECB 
exercise is that if the adverse scenario materialises, some banks would need to take action to maintain 
compliance with their minimum capital requirements, while the overall shortfall would remain contained. It is 
not exactly clear from the ECB publication how low the CET1 capital ratio of the worst performer in the exercise 
actually fell (the minimum is not specified, see figure 2). 

Figure 2: Dispersion of results in the ECB’s 2021 stress test exercise 

 
Source: ECB publication “SSM-wide stress test 2021 - Final results”, p. 15 (the source does not explicitly say whether the length of the 
boxplot whiskers was restricted to exclude outliers). 

https://www.esrb.europa.eu/mppa/stress/shared/pdf/esrb.stress_test210120%7E0879635930.en.pdf
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/aggregatereportonthecomprehensiveassessment201410.en.pdf?68911b281b9d831540bb474c334437e7
https://ec.europa.eu/commission/presscorner/detail/en/IP_17_1905
https://www.unicreditgroup.eu/en/press-media/press-releases-price-sensitive/2021/unicredit0.html
https://pro.politico.eu/news/138920
https://www.bankingsupervision.europa.eu/press/pr/date/2021/html/ssm.pr210730_aggregate_results%7E5a1c5fb6bd.en.pdf
https://www.bankingsupervision.europa.eu/press/pr/date/2021/html/ssm.pr210730_aggregate_results%7E5a1c5fb6bd.en.pdf
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3) Early lessons from the Covid-19 pandemic on the Basel reforms 
On 6 July Basel Committee on Banking Supervision (BCBS) published its preliminary analysis of whether the 
Basel reforms implemented thus far have functioned in the context of the Covid-19 pandemic; the pandemic 
caused an unprecetended global economic shock that, however, was different from the Great Financial Crisis 
that motivated the Basel reforms, seeing both a much stronger plunge and rebounce (see figure 3). 

Figure 3: Evolution of GDP in the Covid-19 pandemic and the financial crisis (crisis start quarter = 100) 

 
Source: BCBS report “Early lessons from the Covid-19 pandemic on the Basel reforms”, graph 6. 

The findings of that report are considered preliminary due to the fact that the pandemic still continues to 
unfold, and due to the difficulty of distinguishing between the effects of the Basel reforms and those of the 
extensive and wide-ranging monetary and fiscal support measures. 

The report concludes that “the increased quality and higher levels of capital and liquidity held by banks have 
helped them absorb the sizeable impact of the Covid-19 pandemic thus far, suggesting that the Basel reforms have 
achieved their broad objective of strengthening the resiliency of the banking system. Banks and the banking system 
would have faced greater stress had the Basel reforms not been adopted”. 

While banks generally faired quite well though the pandemic, some banks experienced strain early in the  
pandemic. Banks’ credit default swap (CDS) spreads are often used as market measures of resilience. Banks that 
have an “investment grade” credit rating saw rather modest CDS spreads movements, but those with a “non-
investment grade credit rating (BBB- or lower) faced on average considerably higher CDS spreads movements 
(see figure 4). Also, liquidity pressures faced by some banks in the early phase of the pandemic highly 
correlated with their funding models. Banks funding themselves in the wholesale money markets were more 
vulnerable due to dried up funding sources and large draws on loan facilities, while banks funding themselves 
with deposits experienced only a negligible liquidity pressure. 

https://www.bis.org/bcbs/publ/d521.pdf
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 Figure 4: Banks’ CDS spreads movements during the periods of sell-off and stabilisation 

 
Source: BCBS report “Early lessons from the Covid-19 pandemic on the Basel reforms”, graph 8. 
Note: The sample is split between the sell-off period (rise in the case of CDS), from 19 Feb to 19 Mar 2020, and the stabilisation period, 
from 19 Mar to 7 Apr 2020. 

The report overall confirmed that strongly capitalised banks with higher Common Equity Tier 1 (CET1) capital 
ratios were better able to support the economy by lending to businesses and households. Higher initial capital 
levels helped banks to support lending during the pandemic, which the authors of the report see as evidence 
of the value of a robust regulatory (capital) framework. 

In fact, the observation that bank lending generally increased early in the pandemic, often supported by the 
provision of public loan guarantees, also needs to take into account that in the “dash for cash” situation many 
corporates could still draw down existing credit lines to build cash reserves to absorb the shock. A more 
detailed analysis reveals that “the correlation between banks’ capital ratios and committed credit facilities in Q2 
2019 is modestly negative, which suggests that increased lending by better-capitalised banks is more likely to reflect 
new lending than the drawdown on existing credit lines”.  

The value of well-capitalised banks for lending to the economy is also underlined by an analysis of the effect 
of capital headroom, that is the amount of capital above minimum capital requirements and buffers. That 
analysis found a positive and significant relationship between capital headroom and lending to non-financial 
companies in the euro area during the pandemic; banks that had less headroom, however, tended to lend less 
during the pandemic. Headroom equal to or lower than 3 pp appears to be a key threshold for differential 
adjustments to lending (see figure 5). 

Figure 5: Headroom and lending growth to small and medium-sized entities  

 
Source: BCBS report “Early lessons from the Covid-19 pandemic on the Basel reforms”, graph 18ii. 
Note: The lending behaviour of banks with headroom lower than 3% at Q1 2020 (“Low D2CBR”) is measured against lending by banks 
with headroom higher than 3% (“High D2CBR”). 
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Banking supervisors intended to create some breathing space by relaxing buffer requirements (in 2020, ECON 
commissioned two studies on the effects of relaxing bank capital and liquidity requirements in the wake of the 
coronavirus crisis, drafted by Abad and Repullo, and Matyunina and Ongena), but the authors of the BCBS 
study observe that most banks have not used that breathing space and actually maintained capital headroom 
well above their regulatory minimum requirements and buffers. Yet, in their view, it is still too early to draw 
firm conclusions about the usability of the buffer; if the use of buffers is seen by markets as a sign of weakness, 
negatively affecting a bank’s share price, credit rating and access to low-cost funding, banks will avoid that 
market stigma by not using the breathing space. “However, it is unclear whether [the non-use of breathing space] 
reflects a reluctance to use capital buffers either out of concern about the market stigma that may result if a bank 
were to operate in its buffers or due to banks’ uncertainty regarding potential future losses.” 

During the pandemic, supervisors limited dividends on CET1 capital while allowing coupon payments on AT1 
instruments and subordinated debt. AT1 instruments are intended to absorb losses on a going-concern basis, 
complementing the purpose of equity (CET1). In Europe, contingent convertible securities (CoCos) are the 
most common type of AT1 capital instrument, while in the United States, the most common AT1 instrument is 
preferred stock. The authors of the BCBS study note that the pandemic resulted in increased yield premia for 
both preferred stock and CoCos, and that these two types of AT1 instruments have experienced broadly similar 
price movements, which suggests that investors do not perceive one instrument to be riskier than the other.  

Given that supervisors only imposed limits on dividends but not on AT1 coupon payments, the BCBS report 
mentions concerns that AT1 instruments may not be going-concern capital (similar to CET1 capital, absorbing 
losses while the business continues) but rather gone-concern capital (similar to Tier 2 capital, only absorbing 
losses in case of insolvency), but it leaves open whether AT1 instruments should actually be considered gone-
concern or going-concern capital, leaving that question subject to a more sophisticated analysis (also see 
EGOV briefing for more information on the pressure to cancel AT1 coupons). 

Looking forward, the BCBS warns that the perception of current bank resilience, strengthened by public 
support programmes, could be misleading: “As this support is removed, additional bank losses could emerge. 
Additionally, a longer-term consequence of the pandemic will be higher corporate and government debt, posing 
additional risks to the banking sector in the future. Finally, the pandemic is not over and there is still potential for 
further economic and financial market disruption”. 

4) Sanctioning activities in the SSM in 2020 
In August 2021, the ECB published a report with statistics on sanctioning activities in relation to breaches of 
prudential requirements, covering the activities in 2020 of both the ECB and national competent authorities 
(NCAs) of Member States participating in the Single Supervisory Mechanism (SSM).  

The report mentions that material differences remain in the national laws, in particular that breaches of the 
prudential requirements are not always sanctionable under the national law, as the Capital Requirements 
Directive (Directive 2013/36/EU) currently only ensures a minimum level of harmonisation with regard to 
sanctioning. 

The focus of the formal sanctioning proceedings was mainly on breaches of prudential requirements in the 
area of internal governance, but the ECB also observed a rise in other areas of prudential supervision in 2020, 
namely large exposures, liquidity, capital requirements and qualifying holdings (see figure 6). 

The report shows that NCAs newly opened 169 formal sanctioning proceedings during 2020, none of which, 
however, seems to have been opened upon the ECB’s request (see table 1). Moreover, it seems that 
proceedings opened by NCAs resulted in more than half of cases in a penalty (95 out of 183), while those 
initially opened at the request of the ECB (ongoing cases, opened before 2020) only resulted in a quarter of the 
cases in a penalty (7 out of 26). 

https://www.europarl.europa.eu/RegData/etudes/IDAN/2020/651373/IPOL_IDA(2020)651373_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/IDAN/2020/651374/IPOL_IDA(2020)651374_EN.pdf
https://www.europarl.europa.eu/cmsdata/207144/20200504%20645742.pdf
https://www.bankingsupervision.europa.eu/press/publications/sanctioning-report/pdf/ssm.sr2020%7E18e5dcf722.en.pdf?57f1954a4ef09499dbdb93228187d26d
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Table 1: General information on formal sanctioning proceedings conducted in 2020 

 
Source: ECB Annual Report on Sanctioning Activities in the SSM in 2020. 

Figure 6: Formal sanctioning proceedings conducted in 2020 by area of infringement 

 
Source: ECB Annual Report on Sanctioning Activities in the SSM in 2020. * Please note that the category “Other” consisted of breaches 
concerning (i) carrying out the business of taking deposits or other repayable funds from the public without being a credit institution; 
and (ii) credit institutions performing activities not permitted for credit institutions. 

5) ECB Supervisory banking statistics 
On 8 July, the ECB published the supervisory banking statistics for the banks that are directly supervised by the 
ECB (i.e. significant institutions) for the first quarter of 2021, reporting inter alia on average capital ratios (see 
figure 7), average non-performing loans ratios (which show that the problem of non-performing loans is still 
unevenly distributed at country level, see figure 8), and the amount of loans and advances subject to COVID-
19-related measures, the total of which decreased to EUR 617 billion in the first quarter of 2021 (see figure 9). 

https://www.bankingsupervision.europa.eu/press/publications/sanctioning-report/pdf/ssm.sr2020%7E18e5dcf722.en.pdf?57f1954a4ef09499dbdb93228187d26d
https://www.bankingsupervision.europa.eu/press/publications/sanctioning-report/pdf/ssm.sr2020%7E18e5dcf722.en.pdf?57f1954a4ef09499dbdb93228187d26d
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Figure 7: Capital ratios by country for the first quarter of 2021 (percentages) 

 
Source: ECB supervisory banking statistics for the first quarter of 2021. 

Figure 8: Non-performing loans ratio by country for the first quarter of 2021 (percentages) 

 
Source: ECB supervisory banking statistics for the first quarter of 2021. 

Figure 9: Loans and advances subject to COVID-19-related measures by reference period (EUR billions) 

 
Source: ECB supervisory banking statistics for the first quarter of 2021. 
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6) External paper on the question “Did the pandemic lead to behavioural or structural 
changes that have long-term effects on the banking sector?” 
Resti provides a brief discussion of the main structural changes that are likely to be triggered by Covid19 in the 
banking sector, looking into both direct consequences (the long-term impact of lockdowns on customer 
behaviour and productive processes; lower cash usage and a further shift towards innovative payment 
methods) as well as indirect consequences, which are partly due to pre-existing trends (the further 
development of payment services by non-bank competitors; an acceleration in the digitalisation of the banks’ 
distribution processes; a rise in cyber-attacks; and a drop in the value of some real estate collateral securing 
long-term loans). 

As regards economic slowdown and its toll on bank loans, Resti points to a finding in the EBA’s Risk assessment 
survey (see Figure 6), according to which more than 50% of the banks are especially concerned by an increase 
in non-performing exposures in the SME, consumer credit and commercial real estate portfolios (and less 
concerned about large corporates, residential mortgages, institutions and sovereign borrowers; see figure 10). 

Figure 10: Share of respondents expecting portfolio to deteriorate (net of respondents expecting it to improve) 

Source: Resti 2021, based on the Joint Committee Report on Risks and Vulnarabilities in the EU Financial System of September 2021 

The trends that Resti observes have from his point of view implications for bank supervision and supervisory 
priorities. The supervisory priorities may have to be recalibrated in order to face unprecedented changes, with 
a view to: i) challenging business models that have become irreversibly unprofitable, and promoting mergers 
and acquisitions as a way to ensure a smooth market exit for institutions weakened by the new economic and 
technological context; ii) promoting competition while ensuring that new entrants do not enjoy any undue 
comparative advantages, and that risks are uniformly disciplined across Member States, regardless of the 
institution type by which they are generated; and iii) protecting consumers and other financial services users 
as artificial intelligence and big data originate new risks for privacy and financial inclusion. 

Christie and Grzegorczyk argue that the European banking system has weathered the pandemic reasonably 
well with the help of government intervention and economic support. Going forward, they recommend that 
the EU should continue to hold the banks to high standards, particularly when it comes to capital requirements 
and other risk-management practices, to avoid future problems. To that end, they recommend that the EU 
should ensure the financial sector remains resilient by implementing the Basel III capital requirements in full, 
monitoring effects of the digital transition, and continuing to hold banks to high standards. 
 

 

 

 

mailto:egov@ep.europa.eu
http://www.europarl.europa.eu/supporting-analyses
http://www.europarl.europa.eu/RegData/etudes/IDAN/2021/689460/IPOL_IDA(2021)689460_EN.pdf
http://www.europarl.europa.eu/RegData/etudes/IDAN/2021/689460/IPOL_IDA(2021)689460_EN.pdf
http://www.europarl.europa.eu/RegData/etudes/IDAN/2021/689461/IPOL_IDA(2021)689461_EN.pdf
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