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Spain’s banking system presented a non performing loans rate (percent-
age of overdue loans to the total number of loans) of 4.8% at year-end
2019, the lowest recorded in the last ten years. However, the shift in
tone of the ECB'’s monetary policy towards the end of that year, fogether
with the deceleration in the growth rafe of both the Spanish and Euro-
pean economies, prevented this fall in the non performing loans rate
from resulting in an increase in the sector’s profits, which would finish
the year at around 15 billion euros, 20% down on the previous year.

Social unrest in a good number of Lafin American countries [includ-
ing some in which Spanish banks have a substantial presence), the
doubts — later shown to be unfounded — as to how wholesale finan-
cial markets might function post-Brexit, and the uncertainty caused by
outbreaks of the coronavirus in Iran and Korea worsened the outlook
for the banking sectfor at the start of the 2020 financial year, leading
investors to make a downward adjustment on the stock market value
of Spain’s big banks, which ended up on average at less than 50%
of their book value.

This was the situation when the coronavirus pandemic swept through
Spain, bringing all economic activity to a grinding halt. As we shall see
below, the position Spanish banks have found themselves in at the sfart of
this crisis is much befter than the one they were in at the time of the last
crisis, when they themselves constituted a signiﬁcom parf of the prob\em.
Indeed, the measures taken by the ECB will enable them to buy time to
tackle the situation. Ultimately, everything will depend on how long it takes
things to get back to normal.

Where the Banks find themselves at the outbreak of the
crisis

The liquidity levels of the eurozone banks today are much higher than the
levels they maintained before the outbreak of the financial crisis because,
among other reasons, they have to comply with the liquidity coefficient that
requires them to hold liquid assets to an amount at least equivalent to 100
percent of their shortHerm (30-day) liabilifies.

In anficipation of increasing strains in money markets, in mid-March, the
ECB agreed to inject more liquidity info the system by announcing a series
of longerterm refinancing operations (or LTROs| through to June 2020.
Conducted as tender procedures with full allotment (accepting in full all
submitted bids of money from the banks), the interest rate in these opera-
fions will be fixed at the average of the deposit facility rate (i.e. -0.5%).
As such, it mighf be said that the banks will end up chorging for the funds
they request from the ECB and so absorb the cosfs generated by depositing
their excess liquidity in the Central Bank.

UNIVERSITAT b
BARCELONA

Banking and Covid-19

The measures taken by the ECB will
enable Spanish banks to buy some time
to tackle the situation.

The same is true and will confinue fo be so of the targeted longerterm
refinancing operations (TLTRO Ill) drawn up last year. For the period June
2020 to June 2021, the inferest rate on these operations will be fixed
at -0.75%, twentyfive basis points below the rate on the deposit facility.
Moreover, the amount that banks are permitted to borrow has also been
raised.

Complementing these measures, at a meeting held on April 7, the ECB
announced it would increase its level of “risk tolerance” by easing consid-
erably its conditions as regards collateral and the guarantees required from
banks as a counterpart to the provision of liquidity. Initially, it has increased
its risk tolerance level through a general reduction of collateral valuation
haircuts by a fixed factor of 20%. The ECB has also decided to temporar-
ily allow public sector guaranteed loans to companies, households and
selFemployed individuals to be used as collateral in these refinancing op-
erations, and it has eliminated the minimum size threshold (25,000 euros)
that was previously required to facilitate the mobilisation as collateral of
these loans. The ECB has also stated its willingness to accept as collater-
al loans previously rejected due to their poor quality and to consider as
"good” the valuation made of these loans by the banks themselves. Last but
nof least, it has asked the Eurosysfem to study ways to mitigate the negative
effect on collateral availability caused by the rating downgrades that the
rating agencies are likely to impose on many debt issues due fo the wors-
ening of the economic situation.

In recent years, and for basically the same reason as in the case of liquidity
(namely the pressure exerted by regulators), the European banks have also
significantly increased the level and quality of their capital. As a result, most
banks, including the four Spanish banks that participated in it, successfully
passed the stress test coordinated by the European Banking Authority (EBA)
in 2018; and they did so despite the fact that the macroeconomic scenar-
io simulated in the fest (a cumulative drop in GDP of 2.7% for the period
2017-2020) was certainly adverse.

At a time when the banks' ability to raise capital is limited, if not non-ex-
istent, the ECB has introduced supervisory flexibility allowing the banks
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additionally fo mobilise the capital buffers they had built up over the last
few years. In short, it has freed up capital {120 billion euros of common
equity tier 1 capital, according to ECB estimates), either to absorb losses
or fo grant loans (which, according to the ECB, could reach a figure of
up to 1.8 trillion euros). In return, it has recommended that the eurozone
banks limit the payment of both dividends and bonuses as much as possi-
ble. It seems the ECB is saying that the last thing we need now is for the
supervisory flexibility fo be used for purposes other than granting loans to
the agents most affected by the crisis.

Aware that the best way fo prevent depositors and/or markets from los-
ing confidence in the banks is to prevent them from becoming a 'black
box’, the ECB has always been a strong proponent of the transparency of
information. However, the uncertainty about the duration and intensity of
the current crisis has led it fo explicifly recommend to banks that they give
greater weight fo the long-term outlook in their estimates of expected losses.
In the same vein, and trying fo avoid the need to esfablish provisions from
the outset, it has also made the accounting of non-performing loans more
flexible, allowing, for example, to talk about renewals and renegotiations
of loan operations instead of refinancing and restructuring.

Will this package of measures help keep the funding flows in the eurozone?
The answer — typical some might say of economists — is that it will depend”
— it will depend on the time if takes to escape from the crisis caused by the
coronavirus. Suffice it fo say that if this escape is delayed and the GDP of
the eurozone falls by 10% in 2020, the companies and treasuries of the
member stafes would have to issue debf to an amount close fo two frillion
euros, more than double the volume of bond purchases that the ECB has
committed itself to making with the launch of the Pandemic Emergency
Procurement Programme (PEPP). It seems clear then that, when it comes
fo i, we will just have to repeat the “whatever it takes” mantra, even if it
means taking even more heterodox measures than the current ones, such
as the direct monetization of public debts.

The case of Spain

Tuming fo the Spanish case, what we do know, given the percenfage of
risk that the State will assume (80% of loans and renewed credit lines grant-
ed fo small businesses and the selfemployed and between 70 and 60%,
respectively, for bigger firms), is that the public guarantee programme
launched by the government is not going to cause a significant or immedi-
ate increase in the non performing loans rafe of the country’s banks. Nor
does it appear that the moratorium approved by the government on mort-
gage payments on main residences will become an unsolvable problem.
In fact, some banks, aware that the reputation of the sector is at an allime
low and taking advantage of the relaxation of accounting regulations, are
considering launching their own moratorium program to complement the
government’s.

Since the middle of March, the unprecedented collopses recorded in the
indicators of the sectors most affected by the lockdown [restaurants, refail
trade, hotels and fransport, among others| are, however, going fo cause
an equally unprecedented collapse in GDP in the first half of the year. Ve,
even assuming that — thanks to the fiscal support measures approved by
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The progressive closure of capital
markets and the collapse in stock market
prices make it advisable to leave potential
mergers or integrations for later.

the government — economic activity recovers in the second part of the year,
everything seems to suggest that the decline in GDP in the year as a whole
will be considerable, generafing a consequent increase in the banks' non
performing loans rate.

The fall in the demand for credit (especially loans for purchasing homes
and cars) and the lower income from commissions will reduce the banks’
income. With an acrossthe-board reduction in the workforce ruled out
for the time being, the result can be no other than a contraction in all the
margins of the income statement, which may well mean some banks will
be posting losses by the year end.

It is also more than evident that the crisis will not affect all banks in the
same way — among other things, because they are nof all starting from the
same position and, therefore, their capacity to respond is not the same.
As Spain is one of the countries most affected by the pandemic, it seems
reasonable to believe that the most diversified banks (in geographical and
operational ferms) and/or least exposed to the sectors most affected by the
economic slowdown, such as hotels and energy, will better weather the
new situation. The progressive closure of capital markets, the collapse in
stock market prices and the necessary concentration of available resources
fo manage the crisis, however, make it advisable fo leave potential merger
or infegration projects for later.

Finally, what is beyond doubt is that with digital non-natives having been
forced to become familiar with the new channels of relationship with their
banks, the latter will now be able to forge ahead with plans to reduce
their branch network operations; branches which, once discharged from
practically all of their tasks related to the management of payments, must
be transformed once and for all info true financial advisory centres.
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