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Abstract  

This work examines the impacts which the Covid-19 pandemic brought to the stability of the 

European financial sector. Lockdowns, businesses unable to operate and uncertainty about how 

the pandemic would evolve fueled a sharp recession. From the lessons learned in the global 

financial crises and the Eurozone debt crises, there’s an increasing role of macroprudential 

policies, especially the regiments of the Basel III framework and the monetary policy toolkit. 

Alongside macroprudential regulation, the European Central Bank provided substantial 

monetary policy easing, for instance the release of capital buffers and other capital 

requirements, expanding the TLTRO III and Pandemic Emergency Program which facilitated 

monetary policy transmission. Authorities also deployed strong fiscal policies which 

encompassed from tax holidays to direct transfers to households and firms.  The combination 

of fiscal, monetary, and regulatory policy was unprecedented and helped the economy during 

the shutdown moments. As a result, indicators of systemic risks in the banking sector during 

the pandemic remained relatively stable.  
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1. Introduction  

The Covid-19 health crisis had severe impacts on the Euro area economy. The successive 

lockdowns to control the spread of the virus caused a strong decline in output worldwide during 

the first and second quarters of 2020, and the second wave of infections resulted in yet another 

downturn of the economy by the end of the year. Besides the health concern, the pandemic 

caused disruptions in the supply and demand sides of the economy. The initial hit forced 

production lines closures alongside most of the service sector. Households, businesses, and 

financial firms faced strong uncertainties about the developments of the pandemic. 

Households increased their precautionary savings as threats of massive layoffs began to appear. 

Businesses took precautionary measures to prevent bankruptcies and the financial sector 

demanded liquidity and safe assets, adopting the strategy of ‘wait-and-see’ as the events of the 

pandemic were unfolding (Baldwin & Tomiura, 2020). As businesses’ cashflows were 

dramatically affected, threats of a wave of defaults were starting to emerge. Households were 

facing the possibility of defaulting on mortgages as income was threatened. Financial firms 

began taking precautionary actions which led to strong adjustments in the markets. 

The scenario was the possibility that the pandemic would develop into a financial crisis despite 

the exogenous nature of the downturn. The macroeconomic shock and uncertainty were already 

impacting the financial sector, with strong declines in the financial market indices showing the 

initial distresses already materializing. 

In light of these events and the possibility of yet another financial crisis emerging from the 

pandemic, two research questions are explored. A decade has passed since the Global Financial 

Crisis and some important changes were introduced in banking regulation, namely, the Basel 

III agreements. The pandemic is the first stress test for these new regulatory measures. 

Alongside the new Basel III regulations, governments deployed a combination of fiscal and 

monetary policy to support the most affected sectors across the economy, this policy mix 

overshadowed the amplitude of policies taken during the global financial crisis both in size and 

scope.  

Therefore, this work investigates the development of systemic risk during the Covid-19 

pandemic in the euro area banking sector. The first question asks what policies were 

implemented during the Basel III agreements and how they stood the test during the pandemic 

in terms of mitigating systemic risk and increasing resilience in the Eurozone banking sector. 
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The second research question investigates the relationship between the strong policy mix 

deployed by the European Central Bank, the European Commission and Local governments 

and how it has contributed to mitigate systemic risk in the Eurozone Banking sector. 

This paper is structured as follows. The second section of this paper provides a literature review 

on the theory of systemic risk, macroprudential policies and the developments in regulation put 

forward in the Basel III. The third part lays out a comprehensive analysis of the policy mix 

deployed by the European authorities. The fourth part shows how systemic risk has evolved 

during the Covid-19 pandemic. The timeline begins from the initial impacts in February and 

March of 2020, until the most recent available data by July 2021. The indicators observed 

encompass liquidity coverage ratio (LCR) and common equity ratio (CET), which allow for 

interpretations regarding banks liquidity and capital availability in this moment of stress; non-

performing loans (NPLs), which shows how the negative developments in the real economy is 

affecting banks assets and increasing fragility; the credit default swaps (CDS) of a selected 

group of government bonds, which is known to cause distresses in the banking sector due to 

sovereign holdings and the intertwining between sovereign and banks. The last indicator 

observed is development in composite systemic stress (CISS), especially because of its broad 

scope that helps to provide insights of stresses caused in the markets in real time. These selected 

indicators are chosen as they are able to provide an overview of stresses in the financial sector 

as a result of the pandemic, other measures of systemic risk such as interlinkages between 

financial institutions, structural risk relative to banking operations are not taken into 

consideration despite their importance because the primary focus of this research intends to 

observe the channels in which the policy mix impacted the building-up of systemic risks in the 

forms of assets and liabilities in the bank’s balance sheet, therefore interlinkages of financial 

institutions and risks relative to the capacity of operating are not directly affected, even though 

the last is affected by the lockdowns and the speeding of digitalization. Finally, the fifth part 

concludes the text. 

2. Concepts of systemic risk and macroprudential policy 

2.1. Systemic risk  

To recognize and understand the sources of systemic risk during the covid-19 pandemic as well 

as its possible impacts in the unfolding events, this section provides a brief literature review of 

systemic risks and macroprudential policies. It discusses the origins of systemic risk and 
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through which mechanisms it exerts influence on financial stability and the costs of financial 

crises.  

Distresses in the financial system, financial fragility and financial vulnerability are essential 

characteristics of the nature of systemic risk. Decades of development in the financial system, 

financial innovations and the modern architecture of the financial system are central in 

understanding the sources of systemic risk, especially the ones which culminated in the global 

financial crises. A broad definition of systemic risk is the instability of the financial sector as 

a whole which translates into welfare costs not only to the financial system but to the entire 

economy. A more precise definition is that events which happen in the economy and or in the 

financial sector, both endogenously or exogenously derived can be contagious, spreading from 

a localized distress, such as a bank’s individual action, via balance sheet interconnections, and 

cause a regional or global distress. These distresses can erupt as bank runs, increasing in non-

performing assets, liquidation of banks, which may ultimately require the intervention to 

support banks (Caprio & Honohan, 2008; Reinhart & Rogoff, 2014). A financial sector that is 

susceptible to distresses is undesirable because of its socioeconomic damages. 

Adrian et al (2015) argue that systemic risk is the potential for widespread externalities 

emerging from stresses in the financial sector, such as asset fire sales, corrections in asset 

valuations, which amply shocks and ultimately can disrupt financial intermediation. In the calm 

periods, financial institutions accumulate liabilities against one another, but if expectations 

change, it can trigger shortage of liquidity and disruptions in the financial system, with 

potential financial externalities (Adrian et al, 2015). According to Acharya (2009), financial 

crises are systemic if a multitude of banks collectively fail, or the failure of a single bank 

contaminates the entire system. 

The use of the word systemic thus is to differentiate from a single credit risk or a maturity 

mismatch risk which are common features of the financial sector. Therefore, systemic means 

the network of impacts from localized events to the collective, via the interrelation of balance 

sheets of firms, households, financial institutions and intermediaries, and the government. 

Acemoglu et al (2015) argues that the ways interconnected networks exacerbate risks by 

propagation and amplification is twofold: in a very diversified and interconnected financial 

system, in firms that are linked to one another via a structure of interbank liabilities and 

therefore susceptible to counterparty risk, shocks such as capital shortages are less fragile if 

the shock is below a certain threshold, but if it exceeds this threshold, the system is more likely 
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to face dramatic failures. Liquidity and capital in this second scenario no longer suffice the 

needs to absorb losses. This is a result of the financial actor’s inability to account for spillover 

effects or risk taking to the entire financial network (Bank of England, 2009). 

Acharya et al (2010) argues that financial institutions are systemically important if the failure 

of one bank to meet its obligations to counterparts will lead to drastic consequences to the 

financial system and to the economy. In other words, systemic in this context means that a 

financial firm’s impossibility to meet its obligations because it falls short of capital will have 

strong impacts on other financial institutions. Furthermore, Acharya et al (2012) argues that it 

is only when financial institutions are incapable of stepping in to fill the void of the institution 

in distress that the problem becomes systemic, this can happen in the scenario which capital is 

low in the aggregate, possibly resulting in the need for government intervention. According to 

Acharya et al (2012) a firm’s systemic risk depends on three components: real social costs of 

a crisis per dollar of capital shortage, probability of a crisis (aggregate capital shortfall) and 

expected capital shortfalls of a firm during a crisis. 

The major concern with systemic crisis, such as the global financial crises of 2008, are the 

social and economic costs (Acharya, 2009). Investment falls, credit disruption occurs, firms 

declare bankruptcy, and unemployment increase, all contributing to reduce welfare. Reinhart 

& Rogoff (2009; 2014) documented that over the span of centuries, financial crises have been 

the ones which lasted the longest, with the eventual double-dip after the initial recovery. In 

these crises, output takes on average 8 years to reach pre-crises levels. The transatlantic crisis 

lasted much beyond the initial 2008-2009 crash, including the subsequent Eurozone crises. 

Countries such as Greece and Italy remained below potential output, even a decade after the 

unfolding of events. The U.S for instance, despite exiting relatively quickly, remained with 

growth below potential for almost a decade, thus holding down interest rates and inflationary 

pressures and bringing back the question of whether the economy was suffering from secular 

stagnation. 

The indicators present in the literature usually divides between cross-section and time 

dimensions of systemic risk. The first relates to the distribution of risk across the financial 

system (IMF, 2011); in this approach, instability emerges from the shared exposures and 

balance sheet interlinkages where the dynamics of the macroeconomy are perceived as 

exogenous. In the cross-section approach the quality and availability of bank’s capital, as well 

as the short-term liabilities, are identified as a major source of systemic risk (Brunnermeier & 
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Yogo, 2009). On the other hand, the time dimensions of systemic risks are based on the 

accumulation of risk during time, for instance increasing exposures to certain sectors of the 

economy. In line with the time dimension, the endogenous nature of risk (Minsky, 1977; 

Kindleberger, 1996) argues that financial firms have a tendency of increasing leverage during 

the upswing of the credit cycle, building-up financial imbalances, as the collective perception 

of risk is diminished, which ultimately can lead to a crisis if there’s a change in expectations 

and increasing uncertainty (Yellen, 2009). 

Finally, a third dimension responsible for an amplifying effect of the previous two dimensions 

is the network dimension. It relates the spread of systemic risk via the interconnectedness of 

financial institutions, as well as spillovers and contagion between institutions (Adrian et 

al.,2015). Firms network risk has become a more prominent feature after the globalization of 

financial markets, invention of new instruments, and especially due to deregulation. 

Although the definitions described above provide a clear example of what systemic risk is, the 

identification of systemic risk remains a problem, and it is inherently difficult to pin down to a 

single indicator. The interconnectedness, opacity, and complexity traits of the financial sector 

(Montagna et.al, 2020) further hinders its identification.  The European Systemic Risk Board 

(ESRB), an authority responsible for identifying systemic risks in the European financial sector, 

proposes several indicators, ranging from household debt and residential price indices to 

composite distress indicators- in total over 20 indicators are used to identify possible sources 

of distress. The ESRB publishes a selection of risk indicators to assess the development and 

the current state of systemic risk in Europe. These indicators are divided into several risk 

categories: credit risk, macro risk, liquidity and funding risk, market, profitability and solvency 

risks, structural risk, and counterparties risk (ESRB, 2021). The board also publishes a 

composite indicator, which comprises a multitude of risk indicators. In the next sections four 

indicators of systemic risk are explored, namely the common equity ratio 1 (CET1), non-

performing loans (NPL), liquidity coverage ratio (LCR), the composite stress indicator CISS 

and the CDS premia over sovereign debt. 

The triggers of financial instability depend not only on shared exposures or the network links, 

but also on expectations. The role of expectations is essential to determine the financials’ cycle 

upswing or downswing, affecting perceptions of liquidity as well as the flight to safety and 

asset fire sales. Therefore, it is important to have in mind that exposures and the increasing 
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leverage such as happened in the Global Financial Crisis is the building block of systemic risk, 

but the agent which triggers a systemic crisis are expectations and uncertainty. 

2.2. Macroprudential Policies 

Macroprudential policies are intended to maintain financial stability (Borio, 2011). Defining 

financial instability on the other hand is more complicated; for instance, financial stability is 

defined as the well-functioning of financial intermediation, credit, and smooth fluctuation in 

asset prices, preserving wealth and thus enhancing welfare. On the other hand, due to the 

endogenous nature of risk, a booming market although stable at first sight may be accumulating 

imbalances and increasing financial fragility and systemic risk. Therefore, the role of 

macroprudential policies is primarily to mitigate systemic risk and preserve the overall stability 

of the financial system. 

The importance of macroprudential policies emerged in the global financial crises, previously, 

attention was given mostly to individual institutions in distress, regardless of the systemic 

impact of the institution. The mainstream thinking on financial regulatory policy until the 

global recession focused mostly on the supervision conducted by central banks and other 

authorities to individual firms, relegating its implications to systemic risk (Schoenmaker and 

Wierts, 2016). Alongside this understanding, monetary policy focused on inflation targeting, 

and, if possible, on macroeconomic performance, i.e., the level of employment. After the 

Global Financial Crisis, questions were raised about the importance of microprudential 

regulation alone, which overlooked the system as a whole, with its interconnections and 

networks, as the evidence shows this intertwined nature which spread risk throughout the 

financial system has been central at explaining systemic risk and the 2008 crisis (Yellen, 2013). 

The lessons from the global financial crisis are that financial stability must rely on a holistic 

view of the financial system and the feedbacks from the real economy (Montagna et al, 2020). 

Schoenmaker and Wierts (2011) argue that the excessive reliance on microprudential action 

can lead to systemic risk if macroprudential policy is left aside, because systemic risk also can 

emerge by the difference between individual actions and collective actions at the firm level, 

for instance if single firms act according to their own profit-maximizing or risk-reducing 

behavior, it can have adverse effects on the whole, a fallacy of the composition. This 

composition problem may emerge in the boom as well as in the bust. In the booming phase, 

individual behavior of firms may extend leverage to specific sectors of the economy, 

accelerating the boom but overexposing their balance sheet to distresses in the sector. On the 
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other hand, in moments of distress, fire-sales may seem the prudent action to relieve the 

pressure of holding risky assets, but the adverse effect may cause a further pressure on prices 

and spiral into an asset deflation (Jácome et al, 2012). Therefore, soundness of one individual 

firm may not be sufficient to guarantee overall stability. 

Galati and Moessner (2013) argue that there are two different views that broadly define 

financial stability: (i) Financial stability is defined in terms of resilience to external shocks; (ii) 

Due to the endogenous nature of financial distress, financial stability is the resilience to shocks 

originating inside the financial system, or either, as Borio and Drehman (2009) point, the 

vulnerability of the financial system in response to normal-sized shocks. 

While there’s a relative clear consensus of the tools of monetary policy, being that primarily 

the policy rate with support from communication (Galati and Moessner, 2013), and in the post-

2008 decade the use of non-conventional policy where the zero lower bound prevents further 

policy reductions. Macroprudential tools are defined directly in relation to mitigating systemic 

risk, for instance Laeven and Valencia (2018) point that it should target explicitly systemic risk 

and possess an independent framework. 

2.3.   Macroprudential policies: Basel III  

In this work two types of policies are analyzed in relation to systemic risk and the covid-19 

crisis, the ex-ante regulatory measures and the policy mix. The first consists essentially of Basel 

III macroprudential policies, which were being implemented since the global financial crisis in 

order to mitigate financial distresses. The second is the policy mix deployed in the current 

context of the pandemic, for instance a wide range of fiscal, monetary, and regulatory measures 

aimed at preserving the economy during the pandemic. 

The developments in assessing systemic risk that followed the 2008 crisis led to the formulation 

of the Basel III framework of banking regulation. Prior to the Global Financial Crisis,  the risk 

models used were based on historic asset volatility and default rates, and as the regulatory 

instance of Basel II, bank`s equity was made dependent on these models, therefore 

encountering procyclical effects and weak capacity to predict crisis (Herr et al, 2019). 

Furthermore, high asset valuation and apparent liquidity was a result of complex manufacturing 

of financial products, hindering even more the capacity to properly regulate financial 

institutions. 
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The initial reforms were announced in 2010, and further advances were put forward in 2017 to 

increase credibility in the calculation of risk-weighted assets (RWAs) and enhance the 

comparability of capital ratios (BIS, 2017a). Responding to the global financial crisis, the Basel 

Committee on Banking Supervision, increased supervision, and risk management on banks and 

strengthened regulatory measures. The evident necessity of a macroprudential approach to 

banking regulation led the Committee to including several new measures on top of the 

microprudential regulation already in place. These regulations are minimum requirements 

applied for internationally operating banks. In the EU, the macroprudential authorities 

responsible for overseen financial institutions include the European Systemic Risk Board, 

which is chaired by the European Central Bank and includes the European Banking Authority, 

European Securities and Markets authority (ESMA), the European Insurance and Occupational 

Pensions Authority, the Economic and Financial Committee and national macroprudential 

authorities (Herr et al, 2019). 

First, Basel III focused on improving the quality of capital Common Equity Tier 1 (CET1), and 

also on increasing the level of capital requirements in order to build resilience to withstand 

times of stress (BIS, 2017b). The regulatory framework also revised risk-weighted capital 

which were miscalibrated, such as market risk, counterparty risk and securitization. 

Banks fund investments with assets and liabilities, being capital in the form of shares, retained 

earnings and other reserves (CET1), capital instruments without fixed maturity (additional 

CET1), subordinated debt and general loan-loss reserves (CET2) (BIS,2017a). The quality of 

capital is essential to fund lending to the real economy.   

𝑅𝑖𝑠𝑘 − 𝑏𝑎𝑠𝑒𝑑 𝑐𝑎𝑝𝑖𝑡𝑎𝑙 𝑟𝑎𝑡𝑖𝑜 =  
𝑅𝑒𝑔𝑢𝑙𝑎𝑡𝑜𝑟𝑦 𝑐𝑎𝑝𝑖𝑡𝑎𝑙

𝑅𝑖𝑠𝑘 𝑊𝑒𝑖𝑔ℎ𝑡𝑒𝑑 𝑎𝑠𝑠𝑒𝑡𝑠
 

Risk weighted assets are divided into credit risk, market risk, operational risk, and other risks. 

Each of these categories are assigned a weight according to how risky the asset is for the bank 

to hold. To measure credit risk, banks use two approaches: (i) standardized approach based on 

supervisor’s risk weights or (ii) internal ratings-based approach. 

The advances induced by the need to have a macro view on regulation also led to the inclusion 

of several macroprudential elements. The introduction of capital buffers which are built in the 

booming phase and can be drawn on times of stress, are aimed at reducing procyclicality of the 

banking sector as well as to smooth the financial cycles. Basel III established a “large exposure 

regime” to reduce the systemic risks that emerge from the interconnections among financial 
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firms and also correlated exposures to determined sectors of the economy (BIS, 2017b). The 

new regulation also penalized systemically important banks by pricing their externalities via 

increasing the required capital buffer for these institutions. In this new framework, global 

systemically important banks are also required to hold a leverage ratio buffer to limit leverage 

and costs of being too interconnect to fail. The buffer for global systemically important banks 

is on top of the already existing capital requirements. 

Figure 1: Regulatory requirements Basel III 

                                      

Source:  Pradhan et al (2021) and Basel Committee on Banking Supervision, European Banking Authority. CET1= 

common equity tier 1; CRD= capital requirements directive; GSII= global systemically important institutions; O-

SII= other systemically important institutions; SRB= systemic risk buffer. 

In order to maintain the well-functioning and resilience of the banking sector, the regulatory 

framework introduced an international basis to mitigate liquidity and maturity transformation 

risks by including a Liquidity Coverage Ration and a Net Stable funding ratio. The capital 

requirements and new legislative norms are summarized in the table 1, according to the value 

requirements for each type of financial institution. 

A variety of other microprudential measures and capital requirements were introduced, 

especially regarding risk weights, short-term exposures, exposure to bonds, general corporates 

and to residential real estate. As the focus of this study is the evaluate the performance of 

macroprudential policies in the context of covid-19, the details of microprudential regulation 

are left aside.  
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Table 1: Macroprudential policies  

Type of Policy Description  

Capital Requirements, capital to risk weighted assets 8% + 2.5% of conservation buffers  

Leverage ratio equity to total exposures 3% 

Liquidity Coverage Ratio 100% for 30 days, based on net cash outflows for 

the period. 

Net Stable Funding Ratio, A function of the liquidity and residual 

maturities of assets held by institutions 

100%.  

 

Countercyclical capital buffer from 0 up to 2.5% 

Systemic risk buffer in the EU From 1%  

Surcharge for Global systemically important institutions in common 

equity 

1 to 3.5% 

Surcharge on other systemically important institutions 0-2% 

Source: Basel committee (BIS, 2017a), BCBS (2011), own elaboration. 

The objectives of the capital buffers of 2.5% of risk-weighted assets is to increase resilience 

during periods of stress. For instance, banks are required to build up these buffers in calm 

waters and they are released when authorities observe distresses in the markets- one important 

mechanism of this buffer is the penalty for banks that are not meeting the required buffer; for 

instance, authorities can restrict dividend payouts. 

The countercyclical capital buffer, on the other hand, has the impact of smoothing the financial 

cycle by limiting leveraging, increasing during the upward phase of the credit cycle and been 

drawn during financial stresses- therefore increasing banks capacity to absorb losses (Herr et 

al, 2019). In the EU, authorities have also introduced the systemic risk buffer, which aims at 

mitigating the impacts of systemic risks of a long-term and non-cyclical nature (Herr et al, 

2019).  

In order to mitigate the impacts of too big to fail and too interconnected to fail institutions, the 

surcharge on systemically important institutions requires a capital holding of up to 3.5%. These 

institutions pose the most risk to financial stability and pricing this negative externality is 
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important to maintain the stability of the sector. Institutions under this special regulation have 

exposures of over 200 billion Euros (BCBS 2013). 

Finally, the Liquidity Coverage Ratio aims at preventing illiquidity risks which increases 

systemic stresses in cases of turmoil. Institutions are required to maintain a stock of high-

quality liquid assets against a 30-day cash outflows. This intends to reduce the fire-sale of 

assets to meet short-term obligations, that reduce market prices of bank’s capital and which 

would further deteriorate system-wide stability and exacerbate shocks.  

The overview of ex-ante regulation described in the last section shows its development since 

the global financial crisis and the understanding of macroprudential and systemic risks. These 

were steps in the right direction and faced its first stress test during the covid-19 pandemic. 

Despite Basel III being in place, authorities in the EU deployed a wide range of policies which 

intended to smooth the economic effects of the pandemic. In the next section, attention is drawn 

to these policies, mechanisms, and how they impacted the banking sector. 

 

3.  Covid-19 and Systemic Risk in the Eurozone  

3.1. The Macroeconomic Policy Mix 

This section comprehensively describes the policy mix deployed by authorities in Europe. The 

policy mix comprises a strong expansion of central bank’s balance sheet via quantitative easing 

and a fiscal expansion in the forms of tax holidays, direct transfer to firms and households as 

well as provisions of collateral for loans of firms facing restricted cashflows. It also includes 

regulatory actions such as release of capital buffers built since the implementation of Basel III. 

All these policies, as it will become clear in the next section, reinforced one another and 

allowed for the smooth transmission of monetary policy at the lower bound and for fiscal 

expansions in countries at the periphery of Europe. The large fiscal stimulus averted a similar 

outcome like in the great recession, even as the pandemic caused a much stronger fundamental 

shock than in 2008 (Brunnermeier, 2021, p.21). 

Contemporary policies implemented to target the impact of Covid-19 in the economy can be 

divided between the authorities responsible for its deployment: The European Commission, 

The European Central Bank, The European Banking Authority, national governments, and the 

European Stability Mechanism (ESB). During the months of April and May of 2020 the 

European Commission approved several state aid measures, these included direct grants, 
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subsidized state guarantees for bank loans, public and private loans with subsidized interest 

rates, incentives for banks to use existing lending capacities and additional flexibility to enable 

short-term export credit insurance provided by the state1 (European Commission, 2020). In line 

with easing the access to credit and the monetary policy transmission, in March 2020, the 

European Central Bank initially expanded its Asset Purchase Program (APP) and initiated the 

Pandemic Emergency Purchase Program (PEPP), it also reactivated the US dollar swap lines 

with reduced pricing. 

In a timeline, the European Central Bank responses to the COVID-19 pandemic started when 

early signs of the economic impact of the pandemic began to take form. These policies were 

intended to reduce rates, especially in the scenario in which a strong deflationary tendency was 

forming and the ECB asserted its monetary policy forward guidance to keep rates low until 

inflation robustly converge to the target close to 2%. Besides reducing rates, expanding 

liquidity in the markets was a crucial policy in light of the increasing uncertainty and market 

volatility. 

Quantitative Easing- Asset Purchase Program and Pandemic Emergency Purchase Program 

In March 2020, the ECB expanded its Asset Purchase Program (APP) in €120 billion euros in 

addition to the €20 billion reinvested per month. In addition to the APP, the Pandemic 

Emergency Purchase Program (PEPP) was deployed with a €750 billion of initial purchase 

target until December 2020, including all previously eligible APP assets and a waiver to the 

Greek sovereign debt. The PEPP was expanded in €600 billion to a total of €1,350 billion until 

June 2021. The second wave of the pandemic and the prospects of a second downturn in output, 

the program was expanded again to a total of €1,850 billion and will stay in place until March 

2022 and reinvestments of the principal payments for maturing securities bought under during 

the PEPP will continue until December 2023 (ECB, 2020a and 2020b) 

TRLTRO III 

To ensure liquidity in the markets and the flow of credit to support businesses during the 

pandemic, the Targeted Longer-Term refinancing operations (TLTROs) (which was first 

introduced in 2014) was largely expanded and the asset conditions to be used in the operation 

was substantially eased. The dual interest rates of the ECB, i.e. the TLTRO rate and the deposit 

 
 

1 According to the information page of the European Commission under state aid actions. 
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facility rate function as a mechanism to incentive credit to the real economy, as the interest 

differentials between the paid interest to the ECB and the TLTROs received are currently 

positive, a bank that lends to the real economy is permitted to obtain liquidity at the ECB at 

low rates as the favorable rate of TLTRO is as low as -1% and the deposit rate facility is -0.5%, 

banks are able to profit from this difference while lending to the real economy (ECB, 2020c).  

The TLTROs are targeted operations to provided financing to credit institutions, it offers banks 

funding with long-term repayment at attractive conditions in order to boost bank credit supply 

to the real economy (ECB, 2020d). The mechanism in which TLTROs function is by reducing 

rates that banks can borrow from the central bank according to lending patterns, for example 

banks that issue more loans to non-financial corporations and households are entitled to receive 

liquidity in the operations at a lower interest rate for the duration of the long-term refinancing 

operations. In providing funding to banks thus, the TLTORs facilitate the transmission of 

monetary policy, especially in cases where the level of uncertainty is high, for instance in the 

bust of a financial cycle and also when interest rates are at the lower bound and inflation 

expectations are decreasing. 

The current TLTRO III was initiated in 2019 and was modified to increase leading during the 

pandemic, the policy was recalibrated in March 2020 to reduce rate to as low as 25bps, and in 

June 2020, it was reduced to -1% and maintained until June 2022 in a decision by the Governing 

council of the European Central Bank’s meeting in December. The borrowing allowance was 

also extended from 50% to 55% of the total outstanding amount of loans to non-financial 

corporations and households (except in loans targeted for house purchase). Another action was 

to reduce the minimum threshold of lending performance to zero, meaning that banks are 

widely entitled to participate in the TLTRO II (ECB, 2020d). 

In the context of TLTRO III, the European Central Bank decided to offer 4 additional biddings 

and implemented the PELTROs (Pandemic Emergency longer-term refinancing operations), 

these policies intend to work effectively as a liquidity backstop to banks. Time for repayment 

was substantially extended and the program is expected to continue until 23 June 2022 (ECB, 

2020d). 

Collateral easing measures 

To increase and facilitate the availability of assets which can be used as collateral during the 

pandemic to access operations providing liquidity, including the TLTROs III described above, 

the ECB eased conditions. To ensure the transmission of monetary policy and avoid a credit 
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crunch, additional credit claims were added to the eligible counterpart for central bank funding. 

These claims included loans to corporates and households with lower credit quality and loans 

to other types of debtors, as well as loans in foreign currency. It included the pandemic 

government guaranteed loans, small and medium enterprises (SMEs), loans to households and 

self-employed workers. The European Central Bank increased the acceptance of internal credit 

rating frameworks performed by banks to consider for liquidity operations. Furthermore, the 

level of reporting of additional credit claims was reduced to ensure the speed of the 

transmission. 

The domestic credit claims non-uniform minimum size threshold was reduced to 0 € from 

previous 25,000 €. Concentration limits increased from 2.5% to 10% the ceiling share of 

unsecured bank bonds (UBBs) issued by banking institutions in the collateral pool, the 

motivation was to mitigate funding stresses in the money market funds by incentivizing the 

purchase of bank’s short-term debt, allowing the absorption of outflows from money market 

funds. Estimates show the potential of increasing up to €160 billion of collateral eligibility 

(Guindos and Schnabel, 2020). 

The extension of collateral was also increased by a waiver for the Greek debt instrument of 

minimum credit quality, thus accepting it in credit operations with central banks in Europe. 

Finally, haircuts on collateral valuation were reduced by a fixed factor of 20% for credit 

operations (ECB, 2020f) 

Table 2: Collateral easing measures 

 

Source: Jézabel et al (2020) 

Credit Rating Actions 
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Targeted at mitigating the impact of increasing rating downgrades in the corporate sector as a 

result of increasing uncertainty caused by the COVID-19 crisis, the ECB decided to freeze 

ratings used in their operation assessments temporarily. The rating downgrades affecting firms 

which are viable in the long-term but suffered pandemic-related troubles that could lead to a 

reduction of collateral availability of banks, thus reducing lending capacity and acting in 

deepening the recession (ECB, 2020g). 

The Eurosystem decided to continue accepting as collateral, those assets which were eligible 

prior to the freezing, provided the rating remains superior to a credit quality threshold- credits 

that are below the required will be subject to haircuts based on the current rating during the 

pandemic. For marketable assets and issuers meeting the collateral eligibility by the date of 7 

of April of 2020, will continue to be eligible as long as their rating is at minimum the credit 

quality step 5, i.e., the probability of default of 1.50%, except for asset backed securities which 

requires the rating to be above credit quality step 4, of 1.0% of default probability in order to 

prevent the triggering of haircuts. These probabilities of default are harmonized by the 

Eurosystem in external ratings as S&P BB+ and BB for credit quality step 4 and 5 respectively.2 

Repo Lines and exchange rate swaps  

In periods of high uncertainty, flight-to-safety in the form of demand for foreign currency assets 

may increase, pressing central banks to provide liquidity in foreign currency. To meet this 

demand without big constraints, disruptions in the market or instability, central banks activated 

new currency swap lines during the pandemic to allow the exchange of currency reserves and 

ensure the well-functioning of the forex market.  

The swap lines activated during the Covid-19 pandemic include those countries with smaller 

central banks such as Denmark, Bulgaria, Croatia, Hungary, and other non-euro area countries 

in Europe. These lines began to be activated in March, gradually expanding until July 2020, 

with Euro Repurchase Agreement EUREP expected to run until March 2022. The Euro-Dollar 

swap line was reintroduced, with a greater periodicity, with daily operations 7-day and weekly 

operations 84-day, pricing was reduced by 25bps- this was reduced in June and reduced again 

in July to a frequency of only once a week of the 7-day operations. 

 

 
 

2 The harmonizing is provided by the EuroSystem credit assessment framework (ECAF) 
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Capital Buffers and lending capacity  

The European Central Bank in focusing on increasing lending capacity of banks implemented 

a temporary capital and operational relief. The most important aspects are: (i) the liberalizing 

of all capital and liquidity buffers built during the past years as a result of the Basel III new 

requirements for all banks and for systemically important banks. (ii) The relief in the 

composition of Pillar 2 capital requirements and (iii) recommendations to restrain dividend 

distribution (ECB, 2020h). 

In the recent years’ banks have built strong capital and liquidity buffers. Buffers were designed 

to withstand stresses such as the one imposed by covid-19. The current guidance by the ECB 

will allow banks to operate temporarily below the capital level required by the Capital 

Conservation Buffer (CCoB), the Pillar 2 Guidance (P2G) and the Liquidity Coverage Ratio 

(LCR) and the Countercyclical Capital Buffer (CCyC). 

Temporary measures due to the pandemic will also permit the use of capital instruments that 

are not qualified for the Common Equity Tier 1 (CET1) capital, such as Tier 1 or 2 instruments 

to meet the requirements of the Pillar 2 (P2R). 

Other Measures 

The European Central Bank and the European Banking authority has also provided flexibility 

from the 2020 from EU-wide stress tests of banks. Inspections on-site and remediating actions 

as a result of recent inspections are being rescheduled to ensure that banks although remaining 

supervised are not acting pro-cyclically to present or adapt to inspections, especially regarding 

internal models. 

State Aid Actions 

The extent of the impacts of the covid-19 pandemic required not only the monetary policies 

described previously. Fiscal policy in the form of state aid of to mitigate the shocks caused by 

lockdowns or businesses unable to operate was put in place. The essential format of the fiscal 

policy during the pandemic aimed at to preserving firms and households’ financial stability as 

actions to mitigate the health crisis were being implemented, such as lockdowns. The European 

Commission temporary framework policies included direct grants (or tax advantages), 

subsidies for bank loans in the form of state guarantees, public loans at subsidized interest rates, 

and state subsidized short-term export credit (European Commission, 2020). 
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As the scope of this work is to look only at the developments of systemic risk during the 

pandemic and the possible challenges ahead, state aid actions are only considered in that matter. 

For instance, the NextGenerationEU is only considered to the extent of its importance on long-

term growth and expectations, and also due to its incomplete state, direct impacts are difficult 

do grasp, therefore it is not described in detail.  

National measure to respond to the pandemic, the safety net to support jobs, workers, 

businesses, and member states planned a total of € 540 billion euros under the flexibility of the 

European Union budgetary rules i.e. the General Escape Clause. This clause allows States 

under special circumstances “unusual events clause and the general escape clause” to undertake 

appropriate budget measures without preventive or corrective actions included in the Stability 

and Growth Pact (European Parliament,2020) 

The state aid projects included € 100 billion euros under the SURE-EU program to protect 

employment during the pandemic, an instrument supporting short-term working schemes in 

order to protect employees and self-employed against loss of income. SURE-EU approved 

€94.3 billion in support by May 2021.  

The European Investment Bank (EIB) under the pan-European guarantee fund €25 billion, to 

provide up to €200 billion in loans for companies. The fund operates by providing guarantees 

on debt and equity instruments. The program is endorsed by the expectation that firms which 

are viable in the long run, may be facing financial or operational constraints as a result of the 

pandemic. The operational capital will be guaranteed by participating member states jointly 

contribution to the Bank. The fund will be guaranteed up to 70-90% of the underlying loans 

with the maximum maturity of 6 years, with a maximum per loan up to €800,000. The state aid 

under the Pandemic Crisis Support by the European Stability Mechanism (ESM, 2020) will 

provide up to 2% of GDP for all member states of the euro area, a total estimated value of €240 

billion (European Council, 2020) . 

Moratoria 

To ensure that businesses facing economic consequences caused by covid-19, a moratorium on 

loan repayments was implemented in March 2020. The moratoria are targeted at obligors facing 

liquidity shortages which incur in difficulties to timely fulfill its obligations with creditors. The 

increase in non-performing loans as a result of the immediate cashflow constraint would trigger 

creditors attempt to raise funds and possibly impair the transmission of monetary policy in the 

case which banks are required to raise capital for loan loss provisions. Therefore, the European 
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Banking Authority guidelines published in April 2020, authorized the provision of payment 

holidays to obligors without automatic triggering reclassification of exposures under the 

definition of forbearance and which could ultimately result in defaulted classifications. The 

criteria in which loans do not trigger forbearance classification should not include obligors 

which already faced forbearance classification. According to the European Banking Authority 

(EBA, 2020), moratoria must be applied broadly, to encompass all the institutions within a 

given jurisdiction. The moratorium needs to ensure that changes in scheduled payments are not 

obligor-specific, thus requiring a group of obligor’s requests. 

Firms can apply for the loan moratoria for a total of 13 months with applications available until 

31 March 2021, nevertheless institutions should mark these loans and assets as their 

unlikeliness to pay. It is required that institutions need to carefully assess credit quality of 

exposures under moratoria in a risk-based manner. Based on a revised timeframe of repayment 

including measures that might influence creditworthiness of the counterpart, including covid-

19 related measures. 

Table 3 summarizes the policies implemented ex-ante to prevent the building-up of systemic 

risk and the contemporary policies deployed by Central Banks in the EuroSystem, the European 

Commission and national governments.  
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Table 3: Summary of contemporary policies implemented 

Responsible 

authority 

Time of 

implementation 

Type of Policy Description  Proposed size in 

Euros 

Used amounts 

European 

Central 

Bank 

Contemporary Monetary 

Policy 

TLTRO III- reduction 

of rates and the 

minimum threshold 

required. 

Reduction in 

collateral 

requirements  

 

 Outstanding amount from 

25/03/2020 to 27/05/2021 

€ 2,00tn 

European 

Central 

Bank 

Contemporary Monetary 

Policy 

Pandemic Emergency 

Purchase Program 

(PEPP) 

€1,850bn Cumulative purchases until April 

2021  

€1,104,465 ml out of which  

Public sector securities €893,844 

Commercial paper €12,766 

Corporate bonds €27,058 

Covered bonds €4,055  

European 

Investment 

Bank 

Contemporary Funding for 

companies 

Guarantee and funds 

to support small and 

medium enterprises a 

part of the European 

Guarantee fund 

Up to €200 bn in 

mobilized 

investment 

€103.5bn as of 31 may, 2021 

European 

Commission  

Contemporary Support to 

member state 

countries 

European Stability 

Mechanism to support 

member states 

€240 bn  

European 

Commission 

Contemporary Flexibility of 

national 

measures 

(general 

escape clause) 

Government direct 

spending or tax 

deferrals – actions to 

combat the pandemic 

impact on the health 

and economy  

€524 bn  

European 

Commission 

Contemporary Employment 

protection 

SURE- funding for 

short-term working 

schemes to mitigate 

unemployment risks 

in an emergency 

€100bn  

European 

Commission 

Contemporary Direct EU 

budget support 

 €70 bn  

Sources: ECB (2020a,2020b,2020c,2020d,2020f,2020g,2020h), European Commission (2020), European 

Banking Authority (2020) and European Investment Bank (2020). Author’s elaboration. 

4. Systemic risk in Europe during Covid-19 

The initial impacts of the covid-19 crisis are slowly becoming known, as well as the policies 

implemented by government authorities over the world to enforce social distancing rules and 

prevent the economic collapse. In this section, it is first analyzed the impacts of the pandemic 

to the economy, followed by an overview of the measures taken to safeguard households and 

firms and the financial sector through the shutdown and finally presenting how these measures 

combated systemic risk in the period. 
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Initial events of the pandemic can be described as a Knight (1921) and further Keynes (1936) 

argument of fundamental uncertainty, that is, the impossibility to not only set risk parameters 

to possible unfolding events but the more intrinsic impossibility of even knowing the events. 

The impossibility to grasp minimally how the pandemic would develop and to what extent the 

impacts to health, society and the economy followed a flight to safety, increasing savings and 

precautionary measures.  

Economic confidence fell, and the insecurity about job prospects rose. This indicated a scenario 

which the pandemic, a health concern, was quickly morphing into an economic crisis. This 

possible scenario would not only exacerbate the rising hospitalizations and victims of Covid-

19 but also undermine financial support to the health sector and measures to contain the 

spreading of the virus.  

Figure 2: EU Economic sentiment & Employment expectations 

 

Source: Eu surveys, available at the ECB statistical data warehouse. Own elaboration. 

Besides the public health impact of the pandemic, the economic impacts originate from various 

sources. First, shutdown and uncertainty led to a sharp increase in savings in countries in the 

euro area, but the shock was not only concentrated on the demand. As firms were unable to 

operate, a supply shock emerged, especially in sectors which the spread of the virus was more 

pronounced, for instance services such as leisure, hospitality, and food.  

The pandemic had a diverse effected in countries in the euro area. Countries in the south of 

Europe, like Spain and Italy were severely hit by the fast spreading of the virus and were forced 

to impose more drastic measures to contain the spread. Differences in the economic structure 

0

20

40

60

80

100

120

140

Ja
n

 2
0

0
7

Ju
l 2

0
0

7

Ja
n

 2
0

0
8

Ju
l 2

0
0

8

Ja
n

 2
0

0
9

Ju
l 2

0
0

9

Ja
n

 2
0

1
0

Ju
l 2

0
1

0

Ja
n

 2
0

1
1

Ju
l 2

0
1

1

Ja
n

 2
0

1
2

Ju
l 2

0
1

2

Ja
n

 2
0

1
3

Ju
l 2

0
1

3

Ja
n

 2
0

1
4

Ju
l 2

0
1

4

Ja
n

 2
0

1
5

Ju
l 2

0
1

5

Ja
n

 2
0

1
6

Ju
l 2

0
1

6

Ja
n

 2
0

1
7

Ju
l 2

0
1

7

Ja
n

 2
0

1
8

Ju
l 2

0
1

8

Ja
n

 2
0

1
9

Ju
l 2

0
1

9

Ja
n

 2
0

2
0

Ju
l 2

0
2

0

Ja
n

 2
0

2
1

EU Economic sentiment & Employment expectations

Economic Sentiment Indicator (ESI) Employment Expectations Indicator (EEI)



22 
 

were also determinant of the economic impact of covid-19, with countries that have an 

economy with a higher participation of services to output suffering the most with the 

lockdowns thus having a stronger negative impact on GDP. Some of these countries are also 

the ones which still more fragile because of the difficulties from the global financial crises and 

the European debt crisis. 

The direct impact of the pandemic was general reduction in aggregate demand as agents 

adopted the strategy of “wait-and-see” (Baldwin & Tomiura, 2020). In periods of strong 

uncertainty, the pessimistic environment about future prospects in the job market reduces 

consumption and boost savings of households, but during the pandemic, this was also added to 

the impossibility of discretionary spending in sectors closed due to the lockdown (Brodeur et 

al, 2020). 

Figure 3: Household saving rate in the EU19 as a percentage of gross disposable income 

 

Source: Eurostat, own elaboration. 

The financial markets have also faced strong decline in the initial phases of the pandemic as 

uncertainty about the duration and the size of its impact to the economy remained unknown. 

The shadow of the European debt crisis added to the highly uncertain scenario permeating the 

public policy responses to support the economy through the pandemic, especially in Europe 

where decisions must consider different regions which were differently affected, but also fiscal 

rules and fiscal space for implementing public policy support to the economy.  This was 
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immediately translated in increasing spreads, increasing the costs of countries in the south to 

act against the pandemic3. 

The shock to the financial markets were immediate, the European composite indicator 

Stoxx600 in figure 4 shows the dramatic downturn in the beginning of 2020. Uncertainty about 

the developments of the pandemic and the policy measures in Europe translated to distresses 

in the financial sector. 

Figure 4: Stoxx600 stock market composite indicator 

 

Source: Stoxx600 and CNBC 

An initial approach to the sources of systemic risk during the pandemic is based on the 

characteristics of financial instability of previous economic crisis and its impacts on the 

banking sector, but the exogenous nature of the pandemic imposes some challenges. The crisis 

initially affected the real economy, without pre-dating indications of financial distress, over-

leveraging or price correction and asset fire sales. As the crisis began in the real economy, with 

some sectors more affected than others, the problems would emerge from the direction of the 

real economy to the banking sector or directly at the financial sector via high degrees of 

uncertainty. 

The effects hypothesized are the results of the economic freezing that occurred in the initial 

months of the pandemic. It increased uncertainty; some firms faced zero cashflows notably in 

the service sectors, governments faced increasing budget deficits as a result of lower tax 

revenues and increasing spending to combat the pandemic, households also faced uncertainty: 

savings increased, consumption fell, and threats of rising unemployment were spreading. These 

initial effects were the target of strong government policy. Central Banks acted to provide 

liquidity to firms and governments, reduce interest spreads, and calm precautionary measures 

 
 

3  Country CDS spreads available as figure 1 of the appendix. 
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from the part of financial agents. This occurred while governments increased fiscal spending 

to keep employees’ wages, to lend to small and medium enterprises, and to provide loan 

guarantees. All of these policies in turn affected the banking sector and prevented systemic 

risks from emerging during the pandemic in the form of firms and households defaulting, and 

by preventing the downward trend of asset prices.  

In a balance sheet perspective, it avoided systemic risks from the asset and from the liability 

sides. As a result of high initial levels of capital buffers due to bank’s new regulatory 

framework put in place in Basel III alongside relative macroeconomic stability in the second 

half of the 2010’s banks built significant shielding from exogenous shocks. 

Diagram 1: Sources of systemic risk in the bank’s balance sheet. 

 

Source: own elaboration. 

Capital at the initial moments of the crisis was well beyond the regulatory requirements and 

have not yet suffered any significant impacts. As most banks entered the covid-19 crisis with 

higher capital buffers, therefore effects of asset deterioration were diminished. The policies 

deployed during the pandemic have cushioned the immediate impact on bank’s capital, with 

the relative stability of CET1 throughout the entire year of 2020. Compared to the 2008 crisis, 

the common ratio 1 nearly doubled from the previous 7 percent (Pancaro et al, 2020). This is 

substantially above the regulatory minimum requirement. 
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Figure 5. Common Equity Tier ratio 1  

 
Source: Pancaro et al, 2020.  

Non-performing loans (NPL) have been steadily falling since the peak during the Eurozone 

crisis to near 3 percent at the most recent data of 2021Q2. This measure was a result of banks 

efforts and regulatory supervision, alongside better macroeconomic conditions. Despite been 

better prepared to withstand the pandemic, the size of the recession and the increasing 

uncertainty could have resulted in detrimental conditions to the banking sector thus harming 

the transmission of monetary policy. 

Liquidity Coverage Ratio 

In terms of liquidity, the liquidity coverage ratio (LCR) was substantially above the 100% 

minimum threshold for the expected 30 days cash outflows. It is calculated following the 

formula, high quality liquid assets comprise reserves, marketable government and central bank 

securities, corporate debt securities of non-financial institutions and covered bonds. Net cash 

outflows are calculated based on the expected inflow and outflows for a 30-day stress period 

(Schmidt, 2019) 

Liquidity Coverage Ratio =
 High Quality Liquid Assets

 E[Net cash outflow]30days
  

Despite been better prepared to endure the pandemic, authorities decided to increase the stock 

of liquid assets in the banks’ balance sheet via the TLTROs in order to increase lending to the 

economy and improve resilience. It proved important in both aspects as LCR for all EU 

countries participating in the Single Supervisory Mechanism (SSM) steadily increased to 171%. 
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Figure 6: LCR in percentage for countries participating in the single supervisory mechanism 

 

Source: ECB statistical data warehouse, own presentation. 

Non-performing Loans 

The first impact to non-performing loans was from the loan moratoria, either legislative or non-

legislative, it prevented loans to firms which were facing liquidity constrains during the 

pandemic from turning into forbearance or defaulted. It effectively operated in two ways, first 

it bought ample time to firms which had been affected by the lockdowns and the economic 

downturn, but at the same time prevented a sharp increase in non-performing loans (NPL) at 

the banking sector. A strong rise in NPL would immediately trigger increases in loan-loss 

provisions and dampens bank’s asset quality. A vicious-cycle of increasing NPL and increasing 

loan-loss provisions could negatively affect lending and the economy, harming economic 

recovery. According to the Pradhan et al (2021) the moratoria impact the banking sector by 

reducing interest income for banks but at the same time reduces temporarily the need for 

increasing loan-loss provision. 
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Figure 7. Non-Performing loans to total gross loans 

 

Source ECB data statistical warehouse, own elaboration. 

Capital Equity Ratio 

Measures to support borrowers including public guarantee for loans, tax deferrals and the 

Support to Mitigate Unemployment Risk in an Emergency (SURE) provided over €800 bn in 

assistance to households and firms facing liquidity constrains. These policies were essential to 

preserve asset quality in the banking sector and the provision of liquidity to the real economy. 

By increasing available liquidity and income, it guaranteed that firms and households could 

continue to service on their already existing debt as well as maintain credit lines. In the case of 

public guarantees for instance, by removing part of the credit risk, it encourages loans to the 

real economy, specially to liquidity and working capital. 

The steady decline in the median and a maintenance first and third quartile of the non-

performing loans during the pandemic is a clear indicator that fiscal policy to support liquidity 

to firms and households in combination with regulatory aspects implemented by the European 

Banking authority allowed a transition during lockdown period the pandemic. As increases in 

non-performing assets are associated with slower economic growth and bank lending (Rogoff, 

2014), these policies helped not only to preserve the stability of the financial sector but also 

the future economic recovery. 
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Systemic risks in the form of asset quality deterioration either visualized by decreasing 

Common Equity Tier Ratio 1 or by an increase in non-performing loans has not been observed 

during 2020. 

Figure 8. CET1 to risk weighted assets 

 
Source: European Central Bank Statistical data warehouse, own elaboration 

Country spreads during the pandemic were also controlled, facilitating increases in debt 

without triggering rising costs for nation states. This allowed funds to flow to the fiscal 

programs described above and prevented impairments of monetary policy transmission. The 

acceptance of bonds of inferior rating- the waiver on Greek Bonds- allowed even governments 

with problems preceding the pandemic to support the economy as lockdowns were imposed.  

The uneven impacts of the pandemic required stronger policies in countries such as Spain, Italy, 

and Greece. The countries which needed the most fiscal support had a heritage of the European 

debt crisis of high levels of indebtedness and lower credit ratings. In addition to this, the 

incomplete union without a fiscal authority relegated these countries to initially fight the 

pandemic with their own budget. The possibility of another sovereign debt crisis in the absence 

of ECB action would have caused severe damage to the health and economic crisis (Tesche, 

2020). The immediate result was a sharp increase in spreads as capital flew to safety in central 

countries’ bond markets. As uncertainty increased, the demand for safe liquid assets, usually 

provided by central countries i.e., Germany with 83% of Triple-A rated bonds in the EU, the 

flight-to-safety occurs at levels unjustified by fundamentals (Brunnermeier et al, 2016) and in 

the absence of currency risk (Lane, 2020). Uncertainty and liquidity preference during the 

pandemic could have forced some governments in Europe into default. The Pandemic 

Emergency Purchase Programme came into place as a reedited version, with increased range, 
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of the quantitative easing policies put in place during the last decade. By credibly committing 

to purchase assets, including government bonds, the European Central Bank was crucial at 

stabilizing the markets.  

Reducing spreads also impacts the banking sector. According to Schnabel (2016) country 

spreads are correlated with increasing bank spreads. The sovereign-bank doom loop where 

deteriorating government finances hinders bank’s finances due to the high holding of 

government debt could have transformed the pandemic into another financial crisis, but due to 

the PEPP and especially by granting a waiver on purchases of Greek Bonds, spreads were 

controlled (Tesche, 2020). Sovereign yields are key to the transmission of monetary policy as 

it is the basis for funding costs of households, corporates, and banks (Lane,2020). The PEPP 

also operated as a market-maker of last resort by reassuring the commitment to the stability of 

spreads via the purchase of government securities with below investment grades. 

In the right part of figure 9, the blue line and the yellow dotted line are Greece and Italy 

respectively, having the highest premia. The ones immediately bellow are Portugal and Spain. 

The image illustrates the initial uncertainty in the pandemic. It is difficult to perceive a 

counterfactual scenario where the pandemic purchase program and the other measures were 

not implemented, but the fast-rising CDS during the 2008 financial crisis and European Debt 

Crisis are an illustration of an eventual distinct scenario.  

Figure 9. Credit default swaps premia selected group of European Countries in basepoints4 

 

Source: ECB data warehouse, based on Refinitiv and CMA 

 
 

4 Enlarged version available as figure 1 of the appendix. 
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The role of Targeted long-term refinancing (TLTROs) III operations, PEPP and the 

combination of other policies to support the economy, as well as the long-term commitment of 

the Next Generation EU project, acted as a counterweight to market forces pushing for more 

liquidity and precaution. The effects of uncertainty over the initial months of the pandemic led 

to increases in systemic distress. In figure 8, the Composite Indicator of Systemic Distress 

shows that after the commitment to the policies and their effective implementation, system 

wide pressures were reduced, with a spike in risks during the months of February and March 

2020 and a further reduction to the previous trend. The composite indicator is design to identify 

contemporaneously stresses in 15 individual financial stress measures (Kremer et al, 2012).  

Figure 10. Composite indicator of systemic stress 

 

Source: ECB based on Kremer et al, 2012 model, own elaboration. 

It is necessary to note that businesses’ willingness to expand leverage was based on the change 

in expectations resulted from substantial monetary and fiscal policy. The commitment to the 

integrity of the European Union shown by the development program NextGenerationEU shown 

as well that long-term growth prospects are positive, therefore reducing risks and uncertainty. 

A crucial aspect of observing the evolution of systemic risk is its relation to self-fulling 

prophecies resulting from negative expectations about the prospects of the economy, forcing 

fire-sales, asset prices readjustments and consequently the deterioration of balance sheets and 

increasing systemic risks. Liquidity provision and asset purchases limited overshooting 

dynamics and increasing risks to financial stability (Lane, 2020). 

Credit crunches are usual during economic crisis where there’s a flight to liquidity, banks 

increase the purchase of government bonds and increase reserves, but the counterweight forces 

of government policies and central bank commitment stabilized expectations, helping to 

increase the supply of liquidity to households. The combination of policies: loan guarantees 

and moratoria, targeted long-term refinancing operations and the Pandemic Purchase 
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Programme increased liquidity and assured that government support would do “whatever it 

takes” to preserve the economy during the pandemic. 

It is important to mention that the mechanism depends on previous leveraging and building of 

imbalances. For instance, if banks were less capitalized when entering the pandemic, the 

stresses on the real economy could have been amplified by the financial sector if it attempted 

to deleverage or conduct fire sales (Constâncio et al., 2019). The amplifying mechanisms could 

originate from an asset deflation, credit crunch and the financial institution itself entering in 

distress, thus increasing systemic risks. 

Figure 11: Annual growth rate of loans to NFCs 

 

Source: ECB statistical data warehouse, own elaboration 

Figure 12: Monthly change in the stock of loans to NFCs Euro area in millions of Euros 

 

Sources: ECB statistical data warehouse, own elaboration. 
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Therefore, the systemic risk indicators observed during the pandemic remained stable and were 

maintained by substantial policy measures. The periods preceding the pandemic were not 

moments of euphoria and increasing banking leverage, but of modest growth and low interest 

rates.  The result was a rebalancing of the European banking sector, building capital and 

liquidity coverages beyond the minimum required and of improving asset quality. 

The situation in the recovery is different. Firms are more indebted and fragile; risks of 

downgrades are higher for both sovereign and corporations and the usual risks from the doom-

loop remain due to increasing bank holdings of government securities and the incomplete union. 

The essential question is to understand whether the increasing fragility will not trigger financial 

instability in the scenarios where growth is not sufficient to make up to loss of income and 

increasing indebtedness during the pandemic. The possible outcomes are a higher stock non-

performing loans and deteriorating asset quality in the banking balance sheet. Another aspect 

is to understand if the long-term growth project- Next Generation EU- is sufficient to allow 

fiscal transfers and boost growth in countries hardly affected by the pandemic which still have 

a heritage of higher public debt. 

As described in the last previously, non-performing loans are associated with longer recessions 

and can harm the recovery if not treated properly. Furthermore, the feedback effects of slow 

growth caused by high levels of NPLs can further decrease the prospects of growth. High levels 

of NPLs are associated with the slowdown in economy growth, as well as increasing 

unemployment and a reduction in performing loans (Berti et al, 2017; Sánchez, 2021;). 

Unresolved non-performing loans are a concern because it also induces uncertainty reducing 

the supply of credit to the economy depressing aggregate demand and investments, in the 

perspective of the borrower it freezes resources in unproductive activities (Skarica, 2014). 

5. Conclusion  

In this present work two research questions were addressed. First, what were the ex-ante 

macroprudential policies and how they stood the test to mitigate systemic risk during the 

pandemic. Second, what is the impact of the policy mix deployed during the pandemic in 

relation to systemic risks in the European banking sector.  

In the second section a literature review about systemic risks, origins, and sources, is presented 

alongside definitions of macroprudential policies and how they target systemic risks. Systemic 

risk is defined as financial instability which can cause welfare costs to society, more precisely, 



33 
 

events which occur in the real economy or in the financial sector, derived endogenously or 

from an exogenous shock can be contagious, spreading from a localized distress, for instance 

the result of a bank`s individual action, via balance sheet interconnections and cause a regional 

or global financial distress. These distresses in the financial sector can originate from 

increasing non-performing loans, liquidation of banks, bank runs, and asset-fire sales. The role 

of expectations and uncertainty is fundamental in determining overshooting dynamics to 

increase liquidity and to reduce exposures. It is possible to extract from this part that systemic 

risk is inherently difficult to observe in a single indicator, thus requiring a holistic view, and 

that three forms of analyzing it are present in the literature, the network analysis, the cross-

section analysis and finally the time dimensions of systemic risk. It contextualized the sources 

of systemic risk with the measures taken prior to the crisis during the implementation of Basel 

III and its role in mitigating systemic risk. The third part presents a comprehensive view of the 

policy mix put in place by European Authorities, such as fiscal transfers, quantitative easing, 

direct spending, and tax holidays. 

It was found that both policies contributed to preventing a system wide distress. The 

mechanisms worked to provide stability; the first is via the stabilization of expectations, which 

occurred as authorities committed to provide all the liquidity that was necessary to sustain 

stability and the commitment of the Pandemic Emergency Purchase Agreement to support all 

nation states despite inferior credit ratings. One mechanism was to provide income to 

households and firms, it was conducted by tax deferrals and the SURE program alongside 

special credit lines with collaterals supplied by governments, allowing the continuation of a 

flow of income, which prevented a wave of bankruptcies and increasing non-performing loans. 

Another aspect was the freezing of ratings used by banks in risk assessments, which prevented 

fire-sales and the reduction of banks assets that would negatively affect the credit supply during 

the pandemic. The moratoria provided some leeway to firms facing liquidity constraints, 

therefore preventing defaults (which would hurt businesses and create severe problems in the 

banking sector due to the rise in non-performing loans). All these policies combined, with 

better capitalized and liquid banks as result of improvements in regulatory aspects, allowed 

them to withstand the crisis.  

Finally, the crisis proved that the interconnections of monetary and fiscal policy are crucial at 

addressing macroeconomic shocks and systemic risks. The lessons should be that given the 

current institutional arrangement of the European Union and the European central bank, acting 

collectively and swiftly can help to stabilize expectations and the economy. 
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Figure 1. Credit default swaps for a selected group of European countries. 

 
Source: ECB statistical data warehouse and refinitiv. 
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