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Covid-19 and bank resilience: where do we stand?

Key takeaways

e A forward-looking view on bank resilience can be obtained through a combination of regulatory capital
ratios, market valuations and insights from stress tests.

e Banks appear to have avoided the losses that once seemed likely given the severity of the pandemic
shock, due in large part to policy support.

e  While market valuations have largely recovered to pre-pandemic levels, a weaker tail of banks continues
to struggle with anaemic profitability and potential for credit losses. The resilience of these banks could
be tested if credit losses materialise following the winding down of policy support.

The Covid-19 pandemic has been an unusual crisis for the banking system. Despite an unprecedented
stop in global economic activity, bank losses have been modest even as lending has remained strong. This
Bulletin compares the phases of the Covid-19 crisis with the Great Financial Crisis (GFC) and assesses the
resilience of the largest banks in the world through the concept of a market-adjusted risk-weighted capital
ratio (MARC), as well as through the outcome of stress tests.

The MARC combines information from regulatory book value metrics with market valuation measures
to provide a composite view on bank resilience, similar to the measures suggested by Adrian and Shin
(2014) and Haldane (2011). While regulatory metrics based on book values are robust to short-term market
volatility that often dominates market-based metrics, market valuations often exhibit superior signalling
properties, as seen for banks that failed in the GFC and in the euro area crisis (eg Kerry (2019)). We show
that the MARC, by combining both types of metrics, yields insights into bank resilience that are
complementary to traditional metrics. Moreover, we find that the MARC captures relevant information
from stress tests, thus providing a useful addition to the broader set of available measures to monitor
bank resilience and the strength of the financial system.

The MARC is defined as the smaller of the regulatory Common Equity Tier 1 (CET1) capital ratio and
the CET1 ratio multiplied by the price-to-book ratio. The MARC is thus identical to the traditional CET1
measure when bank equity valuation is high, but discounts the CET1 ratio when the price-to-book ratio
is below 1, taking into account market participants’ views of the banks’ franchise value and resilience
(Kerry (2019)). By not adjusting CET1 capital if the price-to-book ratio is above one, the MARC guards
against an overly optimistic assessment of bank resilience when investor confidence is strong and risks are
being accumulated by banks.

The MARC also captures the idea that profitability is an important dimension of bank resilience. Weak
profitability means that banks have lower cash flows to absorb shocks and pay both bondholders and
depositors. Subdued profitability also slows the accumulation of capital through retained earnings. Low
valuations can also incentivise banks to pay out a higher proportion of their income to shareholders
(Gambacorta et al (2020)).

Our analysis suggests that investors remain confident in the resilience of banks in general. An
assessment of 360 of the largest 500 institutions from 50 jurisdictions shows that market valuations have
broadly recovered from the troughs observed at the onset of the pandemic. Bank resilience has been

BIS Bulletin 1



buttressed by the capital and liquidity buffers raised after the GFC (BCBS (2021)). Projecting bank
capitalisation in a stress scenario leads to a similar conclusion. That said, the MARC points to a “weaker
tail” of banks with anaemic profitability and non-performing loans (NPLs) that mostly predate the
pandemic. These banks, mainly from Asia and Europe, appear particularly exposed to potential setbacks
in economic growth and an associated increase of credit losses once crisis-related policy support and
prudential relief are phased out.

Covid-19: an unusual crisis

The Covid-19 crisis challenges traditional wisdom about how economic contractions impact banks. During
the GFC, and other financial crises before it, a sharp downturn in the economy caused a rise in bankruptcies
and unemployment, embroiling banks through losses on their loans. In the face of losses and rising credit
risk, banks sought to protect their balance sheets by cutting back on lending and reducing leverage pro-
cyclically (eg Adrian and Shin (2010)). Yet, despite the sharp decline in economic activity at the onset of
the pandemic, in this crisis banks not only avoided deleveraging but lending actually increased (Graph 1,
left-hand panel). In fact, banks’ ability and willingness to provide credit, supported by public sector lending
schemes and backstops, has been a distinguishing feature of the Covid-19 crisis (eg Borio (2020)).

Covid-19: an unusual crisis for credit losses and lending Graph 1
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Sources: BIS credit statistics; IMF; FitchConnect; SNL Financial; authors’ calculations.

Indicators of the quality of banks’ loan portfolios depict an equally unfamiliar picture. In the GFC,
banks in advanced economies faced a sharp rise in NPLs, prompting an increase in provisions. In the
Covid-19 crisis, NPL ratios have remained low, not least owing to comprehensive policy support, which
has contained corporate insolvencies as well as risks to banks, through loan guarantees (eg Borio and
Restoy (2020)). While banks did increase provisions, the increase was smaller than in the GFC even as the
adoption of the new expected credit loss provisioning scheme should, all things being equal, have raised
provisions (Graph 1, right-hand panel). Indeed, some of the provisioning has subsequently been reversed
(eg Araujo et al (2021)), reflecting a sanguine view on how credit losses will evolve.
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A comparison of the MARC with banks' regulatory capital ("book”) ratio points to four key phases of
the GFC (Graph 2, left-hand panel). These can serve as a benchmark for developments during the
pandemic (right-hand panel). Following an initial shock (phase A), which occurred around the time when
difficulties in valuing sub-prime assets were revealed in late 2007, the MARC started to fall while book
ratios remained largely unaffected. The GFC then rapidly unfolded in a period of market turmoil after the
collapse of Lehman Brothers (phase B). The MARC fell sharply, whereas book ratios rose as banks shed
assets and deleveraged. A period of loss recognition then ensued (phase C) where the MARC stabilised — as
the losses had been priced-in by markets — but the book value of capital was depleted. Eventually, the
recovery set in (phase D) and both the MARC and book ratios rose.

In the Covid-19 crisis, the initial shock (phase A), defined here as the declaration of the pandemic by
the World Health Organisation in March 2020, was closely followed by market turmoil (phase B). Bank
valuations plummeted and the MARC fell sharply. However, unlike during the GFC, bank credit continued
to flow and banks initially raised their provisions in light of new accounting rules, meaning that book ratios
fell slightly. The subsequent recovery in both the MARC and book ratios suggest that banks may have now
entered a recovery (phase D), skipping — at least for now — any major loss recognition (phase C). As such,
it raises the question of whether banks will come out of this crisis largely unscathed or whether their
resilience could be tested by a potential future wave of borrower insolvencies (eg Banerjee et al (2021))
once policy support is eventually wound down.

The evolution of the MARC points to another notable difference between the two crises. Many banks
entered the Covid-19 crisis with depressed price-to-book ratios, as highlighted by the glaring gap between
banks’ MARC and their book ratios. Even though bank resilience benefited from notably higher capital and
liquidity ratios than during the GFC, as well as more supportive funding conditions, the gap has persisted
and raises questions about bank resilience.

Crisis phases and bank capital ratios'

Graph 2
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BIS Bulletin 3



How resilient are banks?

Aggregate developments provide an initial assessment of the sector, but the cross-sectional analysis of
the MARC vyields a more comprehensive picture. Graph 3 depicts the distribution of the MARC across
banks during the trough of the Covid-19 crisis (end-Q1 2020, yellow line) and for the most recent
observations (end-Q1 2021, blue line). Clearly, the MARC has recovered since the onset of the pandemic.
Even so, a substantial number of banks — representing 30% of banks compared with 45% in Q1 2020 —
have remained in the weaker tail of the distribution, with a MARC below 7%. This threshold provides an
illustrative yardstick, notwithstanding the differences in definitions across metrics, since banks for which
the CET1 capital ratio drops below 7% become subject to restrictions on distributions. The choice of the
threshold will depend on the objective of the analysis.

We complement the market-based analysis by assessing resilience through a stress scenario
(Lewrick et al (2020)). Using the framework of Hardy and Schmieder (2013), we project banks’ CET1 capital
ratios based on end-2020 balance sheet metrics through 2023. The projection assumes that key bank
metrics respond to a decline in GDP in the same manner as observed during past crises. The severe GDP
contractions in 2020 thus result in financial losses for banks materialising in 2021 and 2022, respectively.
In addition, pre-provision income declines and the regulatory risk weights of assets rise, further pushing
down capital ratios. As such, the stress test projects how the capital ratios could have evolved without the
unprecedented amounts of public sector support during the Covid-19 crisis. In this sense, the test provides
a conservative estimate of the potential impact of withdrawing public sector support on bank balance
sheets.

The stress analysis suggests that most banks would maintain a fairly high CET1 capital ratio even
under adverse macroeconomic conditions (Graph 3). We plot the distribution of the minimum CET1 capital
ratio for each bank over the stress horizon (2021-23). Starting from the distribution of CET1 capital ratios
in Q1 2021 (black line), losses in the stress test push the distribution to the left (red line). Yet, thanks to a
stronger starting position relative to the GFC (see also Graph 2), only very few banks in the stress test
exhibit a decline in their capital ratio below 7%.

Adjusting capital ratios by market valuations points to a weaker tail of banks' Graph 3
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Banks’ performance in the stress tests and the MARC provide a fairly consistent assessment of the
weaker tail of banks. Banks with a low MARC experience a notably larger decline in their CET1 capital ratio
in the stress scenario (Graph 4, first panel). At the current juncture, the assessment also tallies with
Expected Default Frequency (EDF) analysis that estimates default probabilities using equity market
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volatility. Banks with comparatively high EDFs are clustered not only at the lower end of the distribution
in terms of their MARC, but also in terms of their minimum CET1 capital ratio over the stress test horizon
(second panel), indicating that the MARC delivers complementary but related insights on bank resilience.

Banks in the weaker tail face a number of challenges, such as lacklustre profitability and low return-
on-assets weighing on market valuations. In Q4 2020, the return-on-assets of banks in the weaker tail
amounted to 0.3% on average, only a third of the 0.9% average reported by their peers. Moreover, some
banks in the weaker tail have more risky funding profiles, opting for greater reliance on short-term funding
at the expense of long-term funding and deposits.

The credit quality of these banks is also lower, with the weaker tail reporting average NPL ratios of
4.1% at end-2020, nearly twice the 2.4% level of their peers. Credit quality appears particularly low for
exposures to small and medium-sized enterprises, with notable shares of loans subject to forbearance
measures in some jurisdictions. Looking ahead, unwinding policy support and prudential relief could put
further pressure on credit quality as forborne loans become non-performing.

Many of these factors pre-date the Covid-19 crisis, as reflected in the fact that banks already
positioned in the weaker tail before the pandemic remain in the weaker tail at the current juncture
(Graph 4, third panel). This finding suggests that the focus should be on weaknesses in these banks'
business models that have been accentuated, but not caused, by the crisis.

Vulnerabilities are not confined to individual jurisdictions or regions. For instance, low market
valuations continue to weigh on the MARC of major banks in Asia and Europe (Graph 4, fourth panel). In
many cases, they have largely undone the uplift in the MARC resulting from improved regulatory capital
ratios. Over the past five years, the erosion in banks’ market valuations reduced the MARC by about
2.5 percentage points on average for the banks in these regions.

Banks in the weaker tail: a confluence of factors' Graph 4
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Implications and policy considerations

The global banking system has so far proven resilient. Most banks entered the Covid-19 crisis with much
higher levels of regulatory capital than during the GFC, allowing banks — supported by the public sector -
to sustain lending despite the sudden stop in economic activity. However, the outlook for banks trapped
in the weaker tail remains challenging, and their fortunes will depend crucially on the impact of the
withdrawal of policy support on their borrowers. In a downside scenario, there is a risk of chronically weak
banks being tied to chronically weak borrowers (“zombie firms”). As economies recover from the crisis,
efforts to address pre-existing structural vulnerabilities in the banking sector need to be reinvigorated.

Against this backdrop, policymakers face the challenge of phasing out policy support without
jeopardising the recovery. Flexible, state-contingent approaches to adjusting or withdrawing support are
needed (Boissay et al (2020), FSB (2021)). This calls for targeted measures that require beneficiaries to opt-
in, while making the terms of support progressively less generous. Supervisory authorities will need to
balance a supportive macroprudential stance with timely recognition of bank losses to encourage balance
sheet repair and support the monitoring of bank resilience (Restoy (2021)).
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