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The ongoing COVID-19 pandemic is the first global test of the Basel reforms implemented after the
Great Financial Crisis. This note reviews some empirical evidence and analytical work to identify
preliminary lessons learned from the impact of the current crisis on the functioning of the prudential
framework for the banking system. Some factors make it difficult to draw firm conclusions, given
that (i) the origin of the shock is significantly different from the crisis that motivated the Basel III
reforms, (ii) the shock was accompanied by extensive and extraordinary support measures and (iii)
the crisis is not over yet and thus its final impact will foreseeably materialise as support measures
are unwound. The evidence suggests that the Basel reforms have achieved their broad objective of
safeguarding the resilience of the banking system, helping to absorb the shock rather than
amplifying it. However, some features of the Basel reforms — including the functioning of capital and
liquidity buffers, the degree of countercyclicality in the framework and the treatment of central bank
reserves in the leverage ratio — merit further reflection and analysis.

* This is an edited version of the speech delivered at the Third Conference on Financial Stability organised by the
Banco de Espafia and CEMFI in October 2021.

The views expressed in this policy note are those of the author and do not necessarily represent the views of the
European Central Bank and the Eurosystem.
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Preliminary lessons learned from the COVID-19 pandemic

By way of introduction, it is worthwhile referring briefly to the work of the Basel Committee on Banking
Supervision (BCBS), and, in particular, to its efforts to identify lessons learned from the impact of the current
crisis on the functioning of the prudential framework for the banking system. COVID-19 has been the first global
test of the Basel reforms implemented after the Great Financial Crisis (GFC). So the debate as to whether or not
these reforms have performed as intended is an important one and has already begun. To contribute to this
debate, last July the BCBS published a preliminary report on the topic,! whose conclusions have also contributed
to a broader report prepared by the FSB.2

But before describing the main features of this work, three important factors that make it difficult to extract
robust or definitive conclusions at this stage should be noted at the outset.

First, the origin of the current shock is significantly different from the GFC that motivated the Basel III reforms.
The Basel III standards were not designed with a global pandemic in mind, but rather a crisis induced by the
financial cycle.

Second, this shock has been accompanied by extensive and extraordinary monetary and fiscal support measures
that, to a large extent, have also limited the impact on the banking sector.

Third, the crisis is not over yet and its final impact on the banking sector and financial stability, including as
support measures are unwound, has yet to materialise.

With these considerations in mind, this paper will focus on three topics tackled in the aforementioned COVID-19
early lessons report, and which are also generating discussions and reflections in global fora: (i) banking
resilience; (ii) buffer usability; and (iii) procyclicality.

Resilience of the banking system during the pandemic

A key objective of prudential regulation in general, and of the Basel framework in particular, is to build a resilient
banking system that is able to absorb shocks and continue to support economic activity in the event that such
shocks materialise.

In this regard, the global banking system entered the COVID-19 pandemic on a more resilient footing than in the
run-up to the GFC, with stronger capital and liquidity levels, bolstered by the Basel III reforms. And one and a half
years into the crisis, banks’ capital and liquidity positions remain strong.

While market measures of bank resilience suggest that some banks experienced financial strains early in the
pandemic, when market liquidity deteriorated and bank funding costs increased sharply, no internationally active
bank has so far failed or required significant public sector funding since the onset of the pandemic.
And the banking system has broadly maintained its provision of lending and other critical services to households
and business.

1 Basel Committee on Banking Supervision (2021): “Early lessons from the Covid-19 pandemic on the Basel reforms”,
July.

2 Financial Stability Board (2021) “Lessons learnt from the Covid-19 pandemic from a financial stability perspective:
Interim report”, July.
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Disentangling the effects of the regulatory framework on overall bank resilience from the extraordinary support
measures applied during the pandemic is difficult. However, there are already some pieces of evidence that
emphasise the important role played by the former.

First, we examined the extent to which Basel III reforms contributed to bank resilience by looking at the
relationship between regulatory measures and market-based resilience metrics (for instance banks’ credit
default swap (CDS) spreads) and/or lending. The analyses suggest that banks with higher capital ratios saw
smaller increases in CDS spreads relative to other banks in response to the pandemic. They also indicate that
more strongly capitalised banks showed greater increases in lending to businesses and households than other
banks. Further, there is some additional evidence indicating that the uptake of public support measures, such as
loan guarantee programmes, was higher for better-capitalised banks.3

Regarding the role of the leverage ratio, while it has not yet been implemented by all member jurisdictions and
was not binding for most banks during the pandemic, we examined whether banks that had a smaller amount of
capital above the leverage ratio requirement and, where applicable, buffers, were less active than other banks in
financial market intermediation during the pandemic. In general, bank positions in government bond and repo
markets remained stable or rose in response to the rapid surge in customer demand for liquidity at the onset of
the crisis, although there is some evidence that leverage ratio requirements may have reduced banks’ incentives
to mitigate the large imbalances that emerged in some markets. In this respect, several jurisdictions temporarily
exempted central bank reserves from the leverage ratio calculation, which eased banks’ balance sheet constraints
on their intermediation capacity.

Another preliminary finding relates to the positive impact of dividend payment restrictions introduced by several
jurisdictions last year. While such measures are not part of the Basel framework or any international standard,
empirical results obtained for the case of the Spanish banking sector show that these restrictions, which could be
viewed as akin to an increase in capital for banks, resulted in a positive impact on the supply of bank credit.
Results also suggest that this measure complemented public support measures adopted in the form of public
guarantees and has prevented the capital releases implemented by the prudential authorities from leading to
higher dividend distribution to shareholders.*

Overall, we can conclude that the global banking system has thus far complemented and supported monetary and
fiscal authorities’ efforts to maintain economic activity during the pandemic, helping to absorb the shock rather
than amplifying it, in contrast to what happened during the GFC.

Notwithstanding these positive conclusions on the resilience of the banking sector, the job is far from over. The
remaining Basel IlI reforms, which were finalised in 2017, are aimed at addressing significant fault lines in the
global banking system, the gravity of which remain as significant today as it was pre-pandemic. Indeed, the
primary objective of these reforms is to restore credibility in the risk-weighted capital framework by reducing
excessive variability in banks’ modelled capital requirements and developing robust risk-sensitive standardised
approaches, which would also serve as the basis of the output floor. Given the “exogenous” nature of the COVID-
19 shock, these vulnerabilities were not tested during the pandemic. But it is clear that, if left unaddressed, they
will expose material shortcomings in the banking system in future financial crises.

3 Banco de Espafia, mimeo.

4 D. Martinez-Miera and R. Vegas (2021) “Impact of the dividend distribution restriction on the flow of credit to
nonfinancial corporations in Spain”, Economic Bulletin, Banco de Espaiia.
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We must view the outstanding Basel III reforms as a necessary complement to the previous ones. In this regard, a
recent analysis by the ECB> suggests that the GDP costs of implementing these reforms in Europe are modest and
temporary, whereas their benefits will help to permanently strengthen the resilience of the economy to adverse
shocks. It also finds that potential deviations from the globally agreed Basel IlI reforms - for example, with regard
to the output floor - would significantly dilute the benefits to the real economy.

At the political level, G20 leaders have repeatedly called for their full, timely and consistent implementation.
Therefore, the time for action is now.

Usability of capital and liquidity buffers

The Basel III framework added an important new feature to regulatory standards in the form of capital and
liquidity buffers.

The capital buffer framework comprises the capital conservation buffer (CCoB), the countercyclical capital buffer
(CCyB) and buffers for systemically important banks. While each of these buffers seek to mitigate specific risks,
they share similar design features and have two objectives: first, to ensure that banks absorb losses in times of
stress without breaching their minimum requirements; and second, to help maintain the flow of credit to the real
economy in a downturn by lending to creditworthy businesses and households.

Following the outbreak of COVID-19, the Basel Committee has been closely monitoring the use of buffers and has
consistently repeated that a measured drawdown of these buffers is both anticipated and appropriate in a period
of stress like the current crisis, and that until the crisis is over, supervisors will provide banks with sufficient time
to restore these buffers, taking account of economic, market and bank-specific conditions.

The question at stake is whether the capital buffer framework functioned as expected during the pandemic.
Again, the answer is not straightforward.

On the one hand, most banks maintained capital ratios well above their minimum requirements and buffers
during the crisis. But this has been very much influenced by the mitigating effect derived from the extensive fiscal
and monetary support provided to borrowers, supervisory authorities’ decisions to reduce capital requirements
and the above-mentioned restrictions on capital distributions.

On the other hand, some evidence suggests that banks may have been hesitant to use their regulatory capital
buffers had it been deemed necessary in practice. Regression results from a detailed study from the euro area, for
example, indicate that banks with less capital headroom tended to lend less during the pandemic when compared
to those with more leeway. This study also finds that there was a relatively larger decline in average risk weights
at banks with less capital headroom, perhaps in an attempt to defend capital ratios. Importantly, the analysis
indicates that the buffer threshold appears to have been the constraint forcing banks to adjust their behaviour, as
lower capital ratios alone did not drive the results. And a bank’s proximity to buffers also appears to have
affected the cost of lending: while all banks in the euro area sample lowered lending rates, the lower a bank’s
capital headroom, the weaker the reduction on loans.

5 K Budnik, I Dimitrov, ] Gross, M Lampe and M Volk (2021): “Macroeconomic impact of Basel III finalisation on the
euro area”, Macroprudential Bulletin, European Central Bank, issue 14, July.
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However, the reasons behind these results are unclear: is this due to banks’ uncertainty about their potential
future losses? Is it due to the lack of more formal “forward guidance” by supervisors on the expected restoration
of any buffers drawn down? Is it related to banks’ low profitability? To wider market stigma? Or is it the result of
the overlapping dynamics of different requirements? There is a clear need for more research to disentangle
which of these potential reasons is the correct one, since the optimal policy response might also differ.

As to the issue of “releasable” buffers, namely, buffers that can be formally “deactivated” or turned off by
authorities, the preliminary analysis suggests that the release of such buffers had a positive effect on lending
during the pandemic. This includes the release of the CCyB by jurisdictions that had positive rates prior to the
pandemic, in addition to the release of other domestic or supervisory buffers. Again, disentangling the effect of
these releases is not easy, given the range of support measures adopted. But detailed econometric results for the
euro area suggest that banks adjust their internal targets cyclically, raising them when macro-financial conditions
deteriorate and lowering them following a reduction in capital requirements.¢ During the pandemic, banks with
capital below their target tended to reduce their lending in order to lower their risk-weighted assets and increase
their CET1 ratio. And the regulatory releases may have prevented a cyclical rise in capital targets, which could
have negatively affected credit supply.

These findings, together with supervisors’ survey responses, also suggest that it may be beneficial to consider
whether there is sufficient releasable capital in place to address future systemic shocks. The pandemic was an
exogenous shock unrelated to the preceding credit cycle. In the future, if authorities have not experienced a
previous cyclical increase in risk meriting the activation of the CCyB, there may not be adequate releasable buffer
capital if an exogenous shock were to occur. In addition, the release of a positive CCyB in the event of an
exogenous shock, such as the pandemic, may result in less capital being available for the future materialisation of
systemic risks related to ongoing cyclical vulnerabilities.

Turning to the usability of liquidity buffers, the most pertinent buffer is that required by the Liquidity Coverage
Ratio (LCR), which seeks to ensure that banks can withstand short-term liquidity stress.”

And again, the evidence to date is somewhat mixed.

During the March 2020 market turmoil, when the financial market stress was most intense, banks in most
jurisdictions experienced downward pressure on their liquidity buffers. Draws on credit lines by customers were
the most common and material source of outflows. And deposit inflows were the most common mitigant to
liquidity outflows.

However, some banks also took management actions (such as borrowing from central banks) to preserve LCR
levels well above the 100% ratio. The extent to which banks took such actions depended on their business
models, with banks that relied more on unsecured wholesale money markets particularly impacted.
The subsequent public support measures by central banks and governments significantly reduced liquidity
pressures. At the same time, these management actions adopted by banks as a defensive strategy against liquidity
stress do not appear to have contributed materially to the wider disruption in financial markets that prompted
central banks to intervene in March 2020.

6 D. Andreeva P Bochmann and C. Couaillier, “Financial market pressure as an impediment to the usability of
regulatory capital buffers”, Macroprudential Bulletin, ECB, issue 11, 2020.

7 More specifically, the LCR requires banks to hold a buffer of high-quality liquid assets to meet their net stressed
cash outflows over a 30-day period.
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So, all in all, the conclusion taken by the Basel Committee is that, while there might be some issues with the buffer
framework in terms of its usability, at this stage it is too early to draw firm conclusions regarding buffer usability
and further empirical analysis is needed before considering whether any adjustments to the current framework
are warranted.

Cyclicality of specific Basel capital requirements

Moving to the potential (pro)cyclicality of the Basel Il framework, the issue at stake is well known: credit loss
provisioning tends to increase during economic downturns, resulting in a decline in bank capital levels. In order
to maintain the required capital ratios, banks may have to reduce lending at the very time that lending is needed
to stimulate economic activity. Thus, the possibility that capital requirements could result in (pro)cyclical lending
activity is a cause for concern. Similarly, capital requirements regarding banks’ market activity may also increase
during periods of market volatility, leading banks to reduce their trading activity and potentially undermining
market liquidity.

For the purposes of our evaluation on this topic we have been focusing on how and to what extent some capital
requirements co-move with risk. This is quite different from considering procyclicality, which would assess if,
and to what extent, capital requirements amplify the economic cycle; we cannot therefore draw any conclusions
yet on any causal effects.

The analysis conducted to date has focused on two aspects: first, credit risk including movements in loan loss
provisions, and second, movements in market risk.

On the first issue, we know that, in the aftermath of the GFC, accounting standard-setting bodies introduced
expected credit losses (ECL) standards to replace incurred loss (IL) approaches. The move from backward-
looking IL to forward-looking ECL standards was intended to strengthen financial stability by addressing the “too
little, too late” problem of delayed loss recognition.

The pandemic has highlighted concerns regarding the potential cyclicality of the way ECL standards interact with
capital requirements. These concerns stem in part from the manner in which ECL approaches use forward-
looking economic scenarios to assess loan losses. Generally, it is difficult to predict turning points in normal
business cycles using macroeconomic models, let alone the path that unanticipated and unprecedented events,
such as the pandemic, could take. A sudden change in economic outlook could lead to a sharp rise in provisions
and deductions from capital, potentially leading to procyclical lending behaviour. On the other hand, ECL
approaches also offer a degree of flexibility, allowing banks to form judgements regarding what might be
“reasonable and supportable” forecasts and providing for the use of management overlays based on expert
judgement regarding loss models outputs. This flexibility, if exercised appropriately, can help banks fairly present
credit risk expectations and mitigate potential sudden changes in provisioning.

Again, here, it should be noted that, early on in the pandemic, regulatory authorities acted pre-emptively to
moderate the potential capital impact of ECL provisioning. Specifically, authorities communicated with banks and
auditors to ensure they took extensive public sector support measures into account when forming their views
regarding the likely economic trajectory and implications for significant increases in credit risk. Regulatory
authorities also extended the transition period for the introduction of regulatory capital deductions of provisions.
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With all these caveats in mind, the results of the analysis performed by the Basel Committee suggest that the
introduction of ECL accounting helped banks recognise loan losses earlier than the IL approach. They also show
that the extensive governmental support measures for borrowers significantly dampened the impact of the
economic contraction on banks’ capital, in line with the guidance provided by authorities. Additionally, measures
taken to delay the recognition of credit provisions in the measurement of regulatory capital also deferred the
impact. As such, it is too early to draw clear lesson regarding the cyclicality of capital requirements arising from
provisioning.

Regarding the market risk framework, the analysis indicates that the heightened financial market volatility
caused by the COVID-19 outbreak in the first quarter of 2020 led to significant rises in market risk capital
requirements for those banks using internal model approaches (IMA). This increase in capital requirements,
largely reflecting the risk sensitivity of the current Basel 2.5 market risk framework, resulted from: (i) an
increase in their value-at-risk (VaR) measures; (ii) a larger number of observed backtesting exceptions that, in
turn, led to higher capital multipliers to be applied to these VaR measures; and (iii) updates of the stressed
financial period to be used by banks for their stressed VaR (SVaR) calculations.

These effects led supervisors in several jurisdictions to take targeted measures to address such sources of
cyclicality, including temporary reductions of additional capital requirements under IMA, for example by allowing
banks to discard backtesting exceptions and/or not requesting that they update their stressed financial period to
the COVID-19 pandemic.

Looking ahead, however, it is expected that the revisions to the market risk framework - finalised in January
2019 with an implementation date of January 2023 - will mitigate the primary sources of cyclicality. To the
extent that sources of procyclicality emerge in the revised framework, supervisors will in principle have the
capacity to mitigate such dynamics if deemed necessary.

Conclusion
All in all, two main conclusions may be drawn from this important preliminary evaluation.

First, the evidence suggests that the Basel reforms have achieved their broad objective of strengthening and
safeguarding the resilience of the banking system. Banks and the banking system would have faced greater stress
derived from an unprecedented global economic downturn had the Basel III reforms not been adopted, thus
reducing their ability to provide financing to the real economy.

Second, some features of the Basel reforms, including the functioning of capital and liquidity buffers, the degree
of countercyclicality in the framework and the treatment of central bank reserves in the leverage ratio, merit
further reflection and analysis.

Research work by the academic community would help contribute to the Committee’s ongoing work aimed at

drawing firmer conclusions on these issues.
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