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Abstract

Do current levels of bank capital in Europe suffice to support a swift recovery
from the Covid-19 crisis? Recent research shows that a well-capitalized banking
sector is a major factor driving the speed and breadth of recoveries from economic
downturns. In particular, loan supply is negatively affected by low levels of capital.
We estimate a capital shortfall in European banks of up to 600 billion euro in a se-
vere scenario, and around 143 billion euro in a moderate scenario. We propose a
precautionary recapitalization on the European level that puts the European Stabil-
ity Mechanism (ESM) center stage. This proposal would cut through the sover-
eign-bank nexus, safeguard financial stability, and position the Eurozone for a
quick recovery from the pandemic.
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Summary: 1. Introduction. — 2. Capital and recovery from the economic shock. — 3. The
situation of the European banking sector. — 4. How big is the capital shortfall of the
European banking system? — 5. Recapitalization and restructuring of the European
banking sector. — 6. Why ESM funding? — 7. Conclusions.

1. Introduction

The European economy is slowly emerging from the standstill brought on by
the Covid-19 pandemic. The economic damage is substantial, and the level of
uncertainty about the recovery path remains high. Continuing social distancing
will weigh on consumer spending until a vaccine or treatment eventually arrives.
Until then, the likelihood of a second (and 006Daybe third) wave of infections
that might force a return to another costly lockdown is non-trivial. The projec-
tions are dire: the International Monetary Fund (IMF) forecasts the worst reces-
sion in Europe since the 1930s.

Banks need sufficient capital not only to deal with the loan losses coming from
the deep recession but also to support the recovery. A well-capitalized banking sec-
tor is crucial for a swift economic recovery from the Covid crisis. Recent research
demonstrates that on a macro level, the speed of economic recovery depends on the
capitalization of the banking sector (Jorda ez al 2020). Insufficiently capitalized
banks slow down economic recoveries from recessions, mainly because undercapi-
talization negatively affects loan supply, leading to a much slower recovery of debt-
financed growth. This macro evidence has been complemented on the micro side
by recent work by Acharya ez al. (2020), which studies the lending behavior of in-
dividual European banks after the 2008 financial crisis. The paper’s main finding is
that insufficient levels of bank capitalization have contributed to Europe’s sluggish
economic performance in the decade following the financial crisis compared to the
US response.

In this paper, we ask whether a similar scenario threatens to derail the European
recovery from the Covid-19 crisis. The question is all the more pressing as reforms
to the regulatory framework after the global financial crisis (GFC) have generally
tightened capital requirements for banks. These reforms should amplify the nega-
tive effect of low levels of capital on bank lending because banks have no free funds
to hold against new loans. Against this background, we ask whether current levels
of bank capital in Europe are sufficient to support a swift recovery from the eco-
nomic downturn. We find that this is not the case. We estimate a capital shortfall
of up to 600 billion (bn) euros, depending on the duration of the crisis and the
amount of government assistance to the corporate sector going forward.

We rely on three different approaches that yield a range of estimates for the cap-
ital needs of European banks. We begin with a calculation of the book capital
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shortfall. We assume that a minimum safe ratio of book capital to assets is 4%; a
more stringent scenario that accounts for the remaining uncertainties of the Covid-
19 pandemic would set this ratio at 7%. Haldane (2012) reports that a 4% capital
ratio (7% for the largest financial institutions) would have been necessary to guard
against bank failure during the 2007-2009 global financial crisis. This exercise
yields a capital shortfall of up to 290 bn euros. Using the market valuation of bank
capital, the capital needs to grow even more substantially as European banks trade
at a significant discount to book value. A safe level of bank capital at market valua-
tion would imply capital needs of 540 bn euros. Finally, we also take an SRISK
perspective (Brownlees and Engle 2017) to calculate the capital shortfall of banks
conditional on a severe market decline as a function of their size, leverage, and risk.
These calculations also indicate capital shortfalls of 500 bn euros and more.

Within the Single Supervisory Mechanism, the European Central Bank
(ECB) as the prudential supervisor of the Eurozone’s largest banks can immedi-
ately stop the distribution of capital (through dividends and share repurchases),
which would otherwise be paid out to shareholders. However, we are skeptical
that preventing capital distributions alone will lead to a meaningful improvement
of the capital position of European banks in the current environment. Similarly,
allowing banks to release the countercyclical capital buffers will not have a mean-
ingful impact, as banks could be hesitant to follow through. A reduction in
(regulatory) capital ratios could lead to ratings downgrades and a reaction from
(short-term) market investors that would impede access to funding. These con-
siderations also apply to the Covid-19 revisions to the Capital Requirement Reg-
ulation (CRR) currently promulgated by European co-legislators (European Par-
liament 2020), which will grant capital relief for European banks to spur lending.
However, after a successful recapitalization, these market forces are no longer a
binding constraint as the recapitalization will increase the franchise value of the
banking sector at large. In other words, the recapitalization will improve the
market access to capital and allow banks to use their buffers.

Importantly, we argue that a recapitalization is preferable to the creation of a
European bad bank, although the two approaches can be complementary. The
recognition of bad loans and their transfer to a European bad bank does not solve
the undercapitalization problem. It forces banks to recognize the losses, but capital
is still needed. In addition, the bad bank solution faces the challenge of valuing a
heterogeneous pool of company-specific assets that are spread over different indus-
tries, regions, and countries. It is not clear how Covid-related impairments and leg-
acy loans can easily be distinguished. Lastly, a state-run bad bank could pose sub-
stantial governance and political economy and forbearance risks.

Having established a plausible range for the capital shortfall of European banks,
we ask what can be done about it. Ideally, banks would quickly raise substantial
capital in markets. Yet the probability that this flow of capital turns out to be insuf-
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ficient or too slow is substantial. We therefore propose a precautionary recapitaliza-
tion of the European banking sector, coordinated at the European level. Imple-
mentation at the European level is necessary to avoid reentering the sovereign-bank
doom loop that haunted Europe in the last crisis. This doom loop could reemerge
if the costs of the recapitalization would have to be borne by individual countries
with high legacy public debt ratios. Countries with high public debt ratios would
likely deliberately stall such measures, thereby imposing negative effects on the rest
of the Union. At the same time, a European perspective opens opportunities for a
restructuring of the European banking system that could emerge leaner and more
competitive from the pandemic. The goal of recapitalization is not to perpetuate an
unconsolidated and unprofitable European banking system. The pandemic pro-
vides an opportunity to untie the close links between banks and their home states
to create an integrated European banking market.

We also discuss where the substantial financial resources that are needed for the
recapitalization could come from. Our proposal builds on the financial resources of
the European Stability Mechanism (ESM). The ESM is a legacy institution of the
Eurozone sovereign debt crisis, but the institution could be reformed to become a
viable backstop for the European banking system. Its use in the Covid pandemic
has met with some resistance. However, its resources could be used to fund the
precautionary recapitalization. For that reason, instead of abandoning the capacity
of the ESM to directly recapitalize banks in the ongoing reform of this intergov-
ernmental institution, these tools should become central to achieving the goal of a
pan-European backstop for the banking sector.

2. Capital and recovery from the economic shock

The Covid-19 pandemic had an immediate impact on the global economy as
governments have undertaken drastic lockdown steps to contain the spread of the
virus. The resulting economic standstill has adversely affected the corporate sector,
as firms’ cash flows in the near term are anticipated to drop substantially, while
other fixed costs (including servicing debt and paying workers and rents) — operat-
ing and financial leverage — remain sticky. In particular, firms in industries such as
retail, hotel, and travel have experienced an immediate drop in cash flows and thus
have an unusually high demand for liquidity during the economic shutdown.
However, other firms also appeared to be scrambling for liquidity because of the
high uncertainty as to when and how much economic activity might recover.

Central banks globally have reacted with substantial liquidity provisions and as-
set purchases. Governments created short-term liquidity support programs as a life-
line for struggling firms. The impact of the crisis, however, was asymmetric within
the Eurozone, with some countries hit harder than others. While Germany, for in-
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stance, experienced a smaller number of infections and fatalities, other countries —
Italy, Spain, and France, for example — suffered substantially more, which translat-
ed into more draconian and longer lockdowns. Fiscal capacity, however, also varies
substantially across the Eurozone, and thus the leeway to respond to this pandemic
with government support also differs significantly. The proposed European Recov-
ery Fund mitigates these asymmetries, but much will depend on the implementa-
tion of the plan.

The banking sector will be key in the recovery from the crisis. Government
support will eventually wear off, and the recovery requires funding from the
banking sector across Europe. An important role of banks is to provide liquidity
for the real economy. While non-bank financial institutions (collateralized loan
obligations, hedge funds, private debt funds) took over an increasing share of
corporate financing over the past years, particularly of highly leveraged firms (so-
called term loan funding), banks are still the main providers of credit lines in Eu-
rope. They are committed to providing liquidity for all firms, including those
rated investment grade and non-investment grade, and for unrated firms at pre-
determined conditions.

A key lesson from the GFC was that banks must raise capital early to support
the recovery. Recent research by Jorda ez /. (2020) confirms the importance of
capitalization levels for the recovery from large economic shocks. Figure 1 shows
that economies with a weakly capitalized banking system take considerably longer
to regain previous output levels. The right panel speaks to a likely channel for the
observed differences: bank lending takes considerably longer to recover when initial
capital ratios are low.
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A closely related paper by Acharya er al. (2020) studies the consequences of
the undercapitalization of European banks after the GFC. In particular, the pa-
per looks at the effects of regulatory forbearance and guarantees as an alternative
to recapitalization. Fiscally constrained governments in Europe often opted for
such form of support for the banking sector. The economic costs were substan-
tial, as Figure 2 demonstrates. Weakly capitalized banks loaded up on securities
and especially on government debt. Importantly, shrinking their corporate loan
books banks did not support the recovery of private investment and became a
drag on the recovery.

Figure 2
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Source: Acharya et al. (2020).

From an international perspective, this drag originating from a weak financial
sector arguably contributed to the underperformance of the European economy
relative to the other G3 economies after 2008. Figure 3 demonstrates the ailing
and incomplete recovery of the European economy after the GFC. Since the cri-
sis, the Eurozone economy underperformed relative to the US economy by about
10%. For a rapid recovery from the Covid-19 economic shock, Europe needs a
well-capitalized banking system. Yet the IMF in its Global Financial Stability re-
port highlights once more the banking and sovereign sectors as key vulnerabilities
in the Eurozone.
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Figure 3
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Recent reforms on the G20/FSB level (Basel III and IV Accords and related
reforms) aimed at enhancing the resilience of the banking sector by tightening
regulatory capital requirements. However, these reforms potentially amplify the
negative effect of low levels of capital on growth. Although the size of the effect is
debated, tighter requirements could further constrain the latitude for banks to
extend their loan books in a recovery (banks have to hold regulatory capital
against the risk-weighted value of any new loan). On the other hand, even the
revised framework still favors investments in sovereign debt, which is — by and
large — treated as a risk-free asset for regulatory purposes (Kirschenmann ez al.,

2020).

3. The situation of the European banking sector

This crisis is different in comparison to the 2008-2009 GFC. Importantly, the
Covid-19 shock did not originate in an overleveraged banking system or in an
overleveraged household sector. The financial sector is, however, caught in the
crosscurrents of this crisis, as it has to provide the economy with necessary liquidity
while simultaneously withstanding a potential surge in loan losses as described
above.

In the first months of 2020, European banks lost about 40% of their market
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value, as Figure 4 shows. Most European banks are trading at about half of their
book value, owing to impaired balance sheets and low profitability, as Figure 5
demonstrates. While supervisors have provided some capital relief, there is a clear
possibility that the largest European banks might need more capital. In addition to
postponing any dividend payout and share repurchases, European banks should be
asked to raise capital now.

Loan loss reserves across European banks are low. US banks have already rec-
orded substantial loan loss provisions at the end of the first quarter of 2020. Eu-
ropean banks’ loss reserves are tiny in comparison. The longer the current eco-
nomic crisis lasts, the higher the pressure on their balance sheets will become.
Eurozone banks are far behind. Bringing their provisions to levels similar to those
during the GFC requires a significant amount of capital. Europe entered the
Covid crisis with a weakly capitalized banking sector. Without additional capital,
it might not be up to the task in supporting a strong recovery. In combination
with fiscally weak governments, the banking sector could turn into a macroeco-
nomic headwind.

Figure 4
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Figure 5
European Banking Sector
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US banks witnessed a large drawdown from credit lines during the first three
weeks of the crisis (Acharya, Steffen, 2020), particularly from BBB firms and those
rated non-investment grade. After recent policy interventions by the Federal Re-
serve, capital markets opened up and drawdowns substantially decelerated. While
as of now, we have less evidence for European markets at the beginning of the
Covid-19 crisis, we know that firms’ drawdown behavior is very sensitive to overall
stock market performance (Berg er al, 2017). Moreover, alternative borrowing
from capital markets is not open to all companies. That is, when borrowing condi-
tions in loan markets become more adverse, we will likely see an acceleration in the
drawdown from (particularly risky) firms, and banks will become even more im-
portant as liquidity insurers for these firms.

In addition to credit line drawdowns, firms increasingly issue new credit lines or
amend existing ones to ensure future liquidity. While this does not require bank
funding right away, economically, banks pledge future capital for these firms,
which might eventually limit their ability to support other parts of the economy —
particularly if firms draw down simultaneously as they did early on in the crisis —
let alone their ability to provide credit to support the recovery after the crisis. Fi-
nally, government support was meant to provide short-term liquidity for firms to
survive the lockdown and avoid a surge in insolvencies, but it was not meant to fi-
nance (pre-crisis) unviable business models of some firms. Therefore, increased
loan losses are imminent despite government support for the corporate sector.

After the GFC and the sovereign debt crisis, new regulation was put in place to
increase financial sector stability. Yet at the European level, fundamental projects
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such as the Banking Union and Capital Markets Union have been initiated but
remain unfinished. In particular, although common supervision and resolution
have been institutionalized, a common backstop for European banks is still miss-
ing.

The disparity between regulatory or book capitalization and market capitaliza-
tion within European banks has likely never been wider. But the latter eventually
determines a bank’s viability, its ability to raise capital and funding on its own —
without the support of central banks — and eventually its ability to support the re-
covery of the real economy. Therefore, the potential financial stability implications
of Covid-19 must be addressed proactively and decisively, and a recapitalization of
the banking sector of the Eurozone might be inevitable.

4. How big is the capital shortfall of the European banking system?

We take the following approach to determine a plausible range for the potential
capital shortfall of European banks. In a previous note (Schularick and Steffen
2020), we proposed 200 bn euro. Our proposal foresaw a tripling of the ESM
money currently available for bank recapitalization. This amount corresponds to
about 20% of tangible equity and about 50% of the current market capitalization
of Eurozone banks and thus could absorb substantial losses. Here we go beyond
these initial estimates and provide potential capital shortfalls in future potential
stress scenarios.

Stress Test Sample

We use a sample of 79 Eurozone banks that took part in the 2019 transparency
exercise by the European Banking Authority (EBA) for which we have balance
sheet data. Of these banks, 42 are publicly listed. We obtain balance sheet infor-
mation from SNL Financial data and use data as of December 2019.

Table 1 shows that the banks in our stress tests have €22 trillion in total assets.
Table 1 also provides an overview of all banks at the country level, showing mean
regulatory capital ratios and bank characteristics. The risk-weighted assets among
European banks display substantial cross-sectional heterogeneity, ranging from
21.3% of total assets (Germany) to more than 67% (Ireland). Further, the average
market-to-book ratio of 0.8 suggests that the market is heavily discounting banks’
assets portfolios (Table 2), at least in part because of the relatively high risk of some
of the “riskless” assets relative to the markdowns taken by banks on these assets
against their book equity values.
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Table 1. — Descriptives (all 79 banks), euro (millions), averages are unweighted
means

Country Assets Book Equity Tier 1 ratico RWA/TA ROAA Number Banks
France 7,505,577 348,058 19.2% 27.8% 0.4% 8
Germany 3,553,805 190,713 31.5% 21.3% 0.3% 14
Spain 3,344,724 239,414 14.2% 41.2% 0.4% 10
Italy 2,343,563 168,726 14.5% 43.0% 0.4% 9
Netherlands 2,166,131 127,598 16.8% 33.7% 0.2% 6
Finland 671,462 40,831 18.6% 35.7% 0.5% 3
Belgium 612,290 39,399 20.0% 27.9% 0.2% 4
Austria 483,137 41,826 18.9% 45.4% 0.4% 5
Greece 253,698 28,194 15.3% 52.9% 0.7% 4
Ireland 230,445 24,663 16.2% 67.8% 0.1% 2
Portugal 204,522 19,071 14.7% 53.8% 0.6% 4
Luxembourg 76,004 6,143 17.7% 35.1% 0.4% 2
Cyprus 21,013 1,601 19.5% 37.4% 0.5% 2
Slovenia 17,997 2,310 21.8% 38.7% 0.6% 2
Malta 12,331 1,062 19.9% 59.7% 1.6% 1
Latvia 3,743 341 18.8% 47.6% 1.1% 1
Estonia 3,032 206 13.9% 44.4% 1.1% 1
Lithuania 2,508 311 15.0% 65.9% 2.2% 1
Total 21,505,981 1,280,467 18.1% 43.3% 0.6% 79

Source: SNL Financial.

Table 2. — Descriptives (42 publicly listed banks), euro (millions), averages are
unweighted means

Country Assets  Book Equity Market Value (MV) MYV /Assets MTB Number Banks

France 5,288,659 251,258 129,339 2.42% 0.6 3
Spain 3,018,940 215,595 126,123 4.07% 0.6 7
Ttaly 2,343,563 168,726 90,951 3.79% 0.5 9
Germany 1,859,269 98,924 24,969 2.69% 0.5 4
Netherlands 1,266,798 76,133 56,885 4.44% 0.8 2
Finland 554,848 31,528 29,221 5.29% 0.9 1

continued
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Austria 443,554 38,071 24,625 6.21% 0.9 3
Belgium 290,735 20,365 27,921 9.36% 1.5 1
Greece 253,698 28,194 10,445 4.38% 0.4 4
Ireland 230,445 24,663 13,674 6.61% 0.6 2
Portugal 81,643 7,381 3,065 3.96% 0.5 1
Cyprus 16,308 1,077 346 222% 03 1
Slovenia 14,174 1,731 1,240 9.06% 0.7 1
Malta 12,331 1,062 619 5.21% 0.6 1
Estonia 3,032 206 341 10.78% 1.7 1
Lithuania 2,508 311 304 12.15% 1.0 1
Total 15,680,505 965,224 540,068 5.79% 0.8 42

Source: SNL Financial.

Stressed Capital Shortfall Measures

To account for potential losses in future stress scenarios, we employ three
stressed capital shortfall measures, as in, for example, Acharya and Steffen (2014).
The first two measures raise the level of capital requirements, and the remaining
measure (also) accounts for losses in a stress scenario.

Book Capital Shortfall: Using book values of equity and assets, the less strin-
gent benchmark is a leverage ratio (book equity/assets) of 4%, and the more strin-
gent benchmark is a 7% leverage ratio. Haldane (2012) reports that a 4% capital
ratio (7% for the largest financial institutions) would have been necessary to guard
against bank failure during the global financial crisis of 2007-2009.

Market Capital Shortfall: Similarly, using the market value of equity and assets,
the less stringent benchmark is a leverage ratio (market equity/assets) of 4%, and
the more stringent benchmark is a 7% leverage ratio.

SRISK or Capital Shortfall in a Systemic Crisis: We assume a systemic finan-
cial crisis with a global stock market decline of 40%. SRISK 5.5% VLAB is our
measure for a bank’s capital shortfall in this scenario, assuming a 5.5% prudential
capital ratio with losses estimated using the VLAB methodology to estimate the
downside risk of bank stock returns'. While this scenario and the resulting SRISK

""This capital shortfall measure has been implemented based on Acharya at al. (2012) and Brown-
lees and Engle (2017). The data are provided by New York University’s VLAB (http://vlab.
stern.nyu.edu/welcome/risk/). The theoretical motivation for the measure can be found in Acharya et
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measure use market data and market equity (instead of book equity) in determin-
ing leverage, the approach is conceptually similar to that of the EU stress tests,
which is to estimate losses in a stress scenario and determine the capital shortfall
between a prudential capital requirement and the remaining equity after losses.

Table 3. - Book capital shortfall

Shortfall Shortfall
(4% Equi- (7% Equi-

Country Assets Equity ty/Assets) ty/Assets) Number Banks
France 7,505,577 348,058 19,989 178,969 8
Germany 3,553,805 190,713 251 64,300 14
Spain 3,344,724 239,414 0 6,817 10
Italy 2,343,563 168,726 0 2,576 9
Netherlands 2,166,131 127,598 3,153 24,036 6
Finland 671,462 40,831 0 7,311 3
Belgium 612,290 39,399 0 3,475 4
Austria 483,137 41,826 0 0 5
Greece 253,698 28,194 0 0 4
Ireland 230,445 24,663 0 0 2
Portugal 204,522 19,071 0 0 4
Luxembourg 76,004 6,143 0 241 2
Cyprus 21,013 1,601 0 65 2
Slovenia 17,997 2,310 0 0 2
Malta 12,331 1,062 0 0 1
Latvia 3,743 341 0 0 1
Estonia 3,032 206 0 6 1
Lithuania 2,508 311 0 0 1
Total 21,505,981 1,280,467 23,394 287,796 79

Source: SNL Financial, own calculations.

al. (2012). SRISK has been documented as a comprehensive measure that includes losses arising from
both a bank’s investments in assets and its exposure to fragile liabilities, which in the current Europe-
an context relate, respectively, to holdings of peripheral sovereign bonds and (short-term) funding

risk.
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The book capital shortfall estimates indicate a capital shortfall for all banks of
between € 23 bn (4% benchmark capital ratio) and € 287 bn (7% capital ratio), as
shown in Table 3.

Table 4. — Market capital shortfall

Country Assets Market Value 4 "/oSI}\I/IO\r/t/filslsets) 7% Sll\l/lovrt/filsets) Number Banks
France 5,288,659 129,339 77,331 232,333 3
Spain 3,018,940 126,123 4,022 78,939 7
Ttaly 2,343,563 90,951 13,557 70,221 9
Germany 1,859,269 24,969 46,651 100,003 4
Netherlands 1,266,798 56,885 0 30,443 2
Finland 554,848 29,221 0 9,457 1
Austria 443,554 24,625 0 5,875 3
Belgium 290,735 27,921 0 0 1
Greece 253,698 10,445 885 6,071 4
Ireland 230,445 13,674 0 3,626 2
Portugal 81,643 3,065 28 2,348 1
Cyprus 16,308 346 277 744 1
Slovenia 14,174 1,240 0 0 1
Malta 12,331 619 0 213 1
Estonia 3,032 341 0 0 1
Lithuania 2,508 304 0 0 1
Total 15,680,505 540,068 142,750 540,274 42

Source: SNL Financial, own calculations.

The market capital shortfall estimates indicate a capital shortfall of €143 bn
(4% benchmark capital ratio) or €540 bn (7% capital ratio) for the 42 publicly
listed banks (Table 4), which is similar in size to the current capitalization of all
publicly listed banks. Estimates of SRISK or the capital shortfall in a systemic fi-
nancial crisis (40% market decline over a six-month period) is €581 bn (Table 4)
as of December 2019; 41% is due to downside correlation with the market, and
59% is due to the leverage of these institutions (Table 5).
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Table 5. — SRISK publicly listed European Stress Test Banks (31 banks)

Country SRISK (31Dec2019)
France 234,115
Germany 95,107
Spain 94,964
Italy 75,280
Netherlands 40,988
Finland 16,264
Austria 10,480
Greece 5,700
Ireland 5,670
Portugal 2,209
Belgium 13
Total 580,790

Source: VLAB, NYU.

Market versus book value of capital. While current bank regulation usually re-
lies on book capital ratios (e.g., the Tier 1 capital ratio), they do not correctly re-
flect the situation of a bank as they are necessarily backward looking. A market val-
ue is a forward-looking measure and can be thought of as the present value of fu-
ture cash flows discounted at a risk-adjusted interest rate (which reflects the risk of
the bank). The cash flows account for losses of assets on the balance sheet of the
bank, monetary policy (e.g., low or negative interest rates), profitability concerns
over competition the banking sector faces (e.g. Fintech), and cash flows from pro-
spective business opportunities. It reflects the franchise value of a bank as a going
concern. That is, if the book capital of a bank is worth € 50 bn, but the market
value is € 15 bn, then the bank can raise only up to € 15 bn as this is the price at
which the equity stake of the bank can be sold. Investors will thus rely on market
rather than book values *. Using market values to estimate potential capital short-
falls of European banks, we identify an aggregate capital shortfall of up to € 600
bn.

2We do not report results based on (stressed) regulatory capital ratios such as a Tier 1 capital ra-
tio, as these ratios rely on a risk weighting of banks’ assets. Previous academic studies have shown that
shortfalls based on these ratios are uncorrelated or even negatively correlated with capital shortfalls
based on losses incurred in stress scenarios in the official EBA stress tests when applying a book or
market capital ratio (e.g., Acharya and Steffen, 2014).
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5. Recapitalization and restructuring of the European banking sector

All these scenarios show European banks experiencing a substantial capital
shortfall. Even if current capitalization levels were sufficient to weather the Covid-
19 recession, thanks to substantial government support for the business and house-
hold sector, the writing is on the wall: for the foreseeable future, the European
banking system will remain weakly capitalized and is likely to become a potential
drag on the recovery. As in the post-2008 era, Europe risks falling behind other
economies. In the worst-case scenario of a return of the virus in a second wave of
mass infections, current capitalization levels will more immediately be tested.
Against this difficult background, we propose a new approach to European bank-
ing sector recapitalization and restructuring. Our main tenet is that there is much
to be gained from a precautionary recapitalization of the European banking system
and the creation of an integrated European banking market. The following princi-
ples should apply:

1. Recapitalization should be done on the European level to escape the sover-
eign-banking doom loop. Recall that it was exactly for this reason that establishing
a common European backstop for the financial sector was the original rationale
underpinning the banking union project, with common supervision and resolution
only safeguarding incentive alignment (Troger 2014). This means that significant
resources will have to mobilized on the European level. Our proposal rests on tap-
ping the unused resources of the ESM for this purpose. Once again, this institu-
tional arrangement is not entirely new to the European regulatory framework: alt-
hough the direct bank recapitalization tool was never operationalized as an ESM
instrument, it was envisioned — at least by the ESM’s board of governors — to serve
as a pan-European backstop to ward off systemic crises in which the fiscal capacity
of individual member states proved insufficient (ESM 2014). In fact, in the Covid-
19 crisis, a European solution that does not go on the tab of the individual gov-
ernments is essential.

2. Recapitalization must be done for all major banks to avoid free riding and
stigma. Therefore, it needs to be designed in a resolution-remote manner; that is,
receiving ESM funds does not require a “failing or likely to fail (FOLF)” assess-
ment of individual institutions, as enshrined in the EU resolution framework (see
BRRD, art. 32(1)(a)). Instead, the recapitalization fund could acquire stakes in the
largest banks of all countries — even some healthy ones — to avoid coordination and
signaling problems (i.e., a stigma for the weaker ones) and to avoid contagion
(Philippon and Schnabl, 2013). The closest equivalent to such an injection of gov-
ernment funds into ailing banks outside of resolution is the precautionary recapi-
talization under BRRD, art. 32(4)(d). This instrument was arguably envisioned by
European legislators to fend off systemic crises where creditor loss participation



BANK CAPITAL AND THE EUROPEAN RECOVERY FROM THE COVID-19 CRISIS 17

through a bail-in would prove counterproductive (Tréger 2018). Our proposal
takes the rationale one step further and allows for supranational precautionary re-
capitalizations as a consequence of the ESM’s new role as a pan-European backstop
for Eurozone banks. The present crisis might also present an opportunity to reme-
dy the structural shortcomings of the European banking sector and unleash the
economic potential of a reorganization and European integration of financial insti-
tutions. The precautionary recapitalization could support this necessary consolida-
tion process. As a matter of fact, we do not claim that the precautionary recapitali-
zation we propose here will at any rate suffice to restore a strong and prosperous
European banking sector. Yet, whatever restructuring efforts are needed in addi-
tion, their success also hinges pivotally on adequate capital injections.

3. The trigger for the reorganization could be loss recognition. The actual
losses incurred in the Covid-19 crisis have to be promptly recognized and diligently
provisioned for. This goal could be achieved if supervisors strictly enforce IFRS 9
on expected credit losses, which can be done without imperiling financial stability
only once a credible public safety net to satisfy recapitalization needs is established
on the European level. The ECB’s current forbearing stance in this regard (ECB
2020) in fact seems motivated by the current lack of such a backstop; putting the
European banking system on the brink in such an environment by rigidly enforc-
ing accounting and prudential standards would, of course, do more harm than
good. In our proposal, financial stability would be preserved despite a strict super-
visory stance. The recapitalization fund purchases preferred stocks and warrants
and sets an (accelerating) dividend that will compensate the taxpayer for the risks
taken. Other (non-equity) capital instruments — even if they count as regulatory
capital — are effectively debt instruments and thus rather worsen the possible debt
overhang of an undercapitalized bank. To achieve a viable recapitalization, these
hybrid capital instruments are therefore inferior to full-fledged equity capital such
as preferred stocks and warrants. The ESM might have some influence on the gov-
ernance of the bank. The ESM should, however, exercise restraint in imposing re-
strictions and refrain from second-guessing the business judgement of bank man-
agers.

4. If the funds from the bailout scheme are not required, banks can choose to
repay them, and restrictions will be lifted. Banks should be required to pass a
stress test administered by the ECB and EBA in coordination with the European
Systemic Risk Board when they request to repay.

Such a precautionary direct recapitalization is superior to setting up a pan-
European bad bank, although the two approaches can be complementary. A bad
bank model faces several obstacles that likely make it a second-best solution. First,
it doesn’t solve the problem of capital shortfall in itself; instead, it only leads to loss
recognition. From a macroeconomic perspective, the goal should be to establish a
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well-functioning (i.e., properly capitalized) banking system. To achieve this aim,
capital needs to be injected. Second, the valuation of company-specific assets is
problematic because the loans are spread over different industries. Other than after,
say, real estate booms, there is no clearly demarcated pool of troubled assets. Third,
the distinction between Covid-related impairments and legacy loans is hard to
make. Lastly, a state-run bad bank could come with substantial political economy
risks. Once loans are publicly owned, bankruptcy and resolution are likely to be-
come more complicated.

6. Why ESM funding?

In light of the asymmetry of weak banks and fiscally constrained governments
across Europe, we must have a pan-European solution to address financial stability
concerns. The market must not doubt the willingness and ability of the ECB, other
Eurozone institutions, and governments (even the fiscally weak ones) to safeguard
financial stability. The crisis response needs to avoid another doom loop between
weak sovereigns and weak banks. The dithering response to this doom loop was
probably the single most important factor explaining why Europe as a whole was
less successful than the US in fighting and recovering from the 2008 crisis.

The only European institution with substantial financial firepower is the ESM.
For various reasons, the ESM facilities are viewed with a critical eye in some mem-
ber states and are unlikely to be used. The European Recovery Fund has supersed-
ed the ESM as a crisis-fighting tool, freeing up these financial resources. We there-
fore float the idea of redirecting these resources to build a strong and integrated
European banking system. The ESM is, however, an intergovernmental institution
outside the European Union but was always envisioned as becoming an institution
within the framework of the founding Treaties. We believe that now could be the
right time to make such a bold advance, not least because — significantly more
modest — reforms of the ESM are currently under way.

Note also that this proposal is not about banking resolution. In current circum-
stances, the Single Resolution Mechanism (SRM) should not be the first choice.
While it ensures uniform practice in the execution and financing of resolutions, it
is unsuitable for large-scale, system-wide recapitalizations as the one envisaged here.
Although the Single Resolution Fund (SRF) also pools contributions from institu-
tions at the national level, it is currently in the middle of its buildup phase (2016~
2023) and is scheduled to reach the target level of at least 1% of covered deposits
of all credit institutions in three years only. Therefore, the funds that are currently
available (about €30 bn) are simply too small to make a dent in the shortfall.
Moreover, the ESM backstop for the SRF is not yet operational. Most importantly,
the SRF is not designed to satisfy the extensive recapitalization needs of the Euro-
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zone banking system. Instead, under the European bank resolution framework,
troubled banks’ balance sheets should be restructured by calling on significant pri-
vate sector loss participation in a bail-in, before (limited) public funds can absorb
losses °. These preconditions for injecting public funds risk making a systemic crisis
worse and should thus not apply in the current scenario.

7. Conclusions

The balance sheet position of the European banking sector is delicate. European
banks are trading at substantial discounts to their book value in markets. A substantial
gap exists in particular with respect to US banks. Such weak capitalization levels pose
a risk to a quick recovery from the Covid-19 crisis. Evidence from past crises, and in
particular from Europe’s slow recovery from the 2008 crisis, underlines that weak cap-
italization slows down recoveries from financial crises and thus decreases social wel-
fare. Europe is well advised to avoid repeating its lackluster post-2008 performance.

In this paper, we make the case for a precautionary recapitalization of European
banks. We estimate a substantial capital shortfall across different scenarios, spanning
from 60 bn euros to 600 bn euros. Higher capital ratios would not only provide val-
uable insurance against further economic shocks from a second wave but would also
prepare the ground for a quick recovery, supporting the stimulus measures taken by
governments. Yet recapitalization is a precondition, not a substitute for the reorgani-
zation of the European banking sector whose profitability remains low.

We discuss the principles on which this recapitalization should be built. First, it
should be done at the European level to avoid the sovereign-bank doom loop. Sec-
ond, it should apply to all banks, including healthy ones. Healthy banks would be
allowed to repay the money after passing a stringent stress test. Third, the only Eu-
ropean institution that is currently in a position to provide the necessary funds for
the recapitalization is the ESM. Instead of stripping the ESM of its ability to di-
rectly recapitalize European banks, this capacity should be strengthened.
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