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The global banking crisis has had a severe impact 
on the growth performance of the euro-area 
economy. Moreover, there is a broad consensus 
that resolution of problems in the banking sector 
is a precondition for a sustainable economic 
recovery. Extensive intervention by euro-area 
governments and the ECB in support of the 
banking sector has successfully prevented a 
financial meltdown. However, despite the severity 
of the crisis and the scale of public sector 
intervention, there is only limited evidence of 
structural change in the banking sector, fuelling 
popular perceptions that banks have returned to 
‘business as usual’ as the more acute phase of the 
crisis has passed. Against this background, this 
article focuses on longer-term trends in the euro-
area banking sector and how these trends are 
likely to be affected by the crisis.  

Forecasting the future for the euro-area banking 
sector in mid-crisis is inevitably a speculative 
exercise. Fundamental factors linked to 
technological progress and internationalisation 
will continue to influence the sector alongside 
factors linked to the crisis, such as the viability of 
business models and a tightening of the regulatory 
framework. At this stage, it is impossible to 
predict with certainty how these various factors 
will interact.  

For the purpose of this analysis, a set of indicators 
has been used to detect recent trends in the 
banking sector. However, it would be premature 
to assume that post-crisis changes can already be 
identified by reference to these indicators. Indeed, 
some pre-crisis trends have become evident in 
statistics only recently (e.g. securitisation) or are 
still not evident at all (e.g. the accumulation of 
toxic assets). A further important caveat relates to 
reliability of some of the indicators used, which 
  

were constructed from balance sheet data for 
about 100 euro-area banks retrieved from 
Bloomberg and the Orbis data bank. For many of 
the indicators, the set of observations was 
incomplete and the possibility of selection bias 
cannot be ruled out, i.e. data may not be available 
for those institutions for which they would be 
most telling. Also, the indicators typically reflect 
data for the full sample of banks and so may 
suffer from aggregation bias too.  

1. Concentration and integration  

Banks in the euro area had become fewer, 
larger and more international prior to the 
crisis 

The structure of the euro-area banking sector has 
undergone a gradual but steady change, in line 
with trends at the broader EU level. A significant 
decline in the number of banks is among the most 
eye-catching of trends (Graph II.1). Over the past 
10 years, about 30 % of euro-area banks have 
exited the market, most of them being acquired by 
or merged with other banks. In contrast to the 
decline in number of banks, the aggregate balance 
sheet for the sector has expanded markedly 
(Graph II.1). The increase in assets held by euro-
area banks has by far outpaced the contribution of 
the financial sector as a whole to economic 
growth. The total assets of euro-area banks grew 
by more than 100 % between 1998 and 2008, 
while the value added of the financial sector 
increased by 50 % in nominal terms over the same 
period. Employment in financial intermediation 
increased by 4 % over the period, well below the 
14 % increase for the economy as a whole, 
resulting in a decline in the financial sector’s 
share in total employment from 3 % to 2.75 %. 

A financial crisis puts banking structures under adjustment pressure, partly because banks are forced to 
respond to the crisis and partly because of regulatory changes made to prevent similar crises in the future. 
While the impact of the current crisis on the structure of the euro-area banking sector may not yet be visible in 
statistics, this section focuses on the possible directions which the banking sector could take by assessing 
whether pre-crisis trends are still compatible with the pressure for adjustment caused by the crisis. The 
analysis suggests that trends relating to size, concentration and integration are likely to continue as before the 
crisis. However, banks’ financing strategies are likely to shift towards having a stronger equity component, 
while their business models are likely to concentrate more on core markets. Overall, the euro-area financial 
system may ultimately be less dominated by banks relative to the activity of market financing and of other 
financial intermediaries. 
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Graph II.1: Change in the number and 
economic significance of banks, euro area 
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Source: ECB, Commission services. 

The decline in the number of banks has been 
reflected in a notable increase in market 
concentration. The share of the (respectively) five 
largest banks in total assets increased from 42 % 
to 44 % for the average of all euro-area Member 
States. (35) In the Netherlands, Belgium and 
Finland this gauge of market concentration has 
reached a level of above 80 %.  

Many of the larger euro-area banks have been 
actively involved in mergers and acquisitions 
(M&A). While M&A activity in the banking 
sector slowly ebbed after 2006, the value of 
transactions nearly doubled in the period 2006-08 
relative to 2003-05, further suggesting that larger 
banks have become the main players in this 
activity. Accordingly, market concentration has 
also reflected strategic considerations most likely 
related to higher competitive pressure in an 
increasingly integrated banking market.  

Banking industry reports typically refer to 
efficiency in the form of scale and scope 
economies as the reason for the consolidation 
trend. (36) On the other hand, the crisis has 
reinforced concern among policy makers that the 
strategic factors driving consolidation among 
banks may include an assumption that size 

                                                        

(35) Average weighted with respective total size of bank assets in 
the country. 

(36) The dominance of fixed costs in many business areas gives 
room for scale economies. Hence, larger banks are more 
likely to benefit from cost regression through centralisation 
of certain activities, diversification advantages, or better 
accommodation of demand for large-scale transactions, for 
example with respect to financing customers’ M&A. 

increases the likelihood of receiving public 
support in times of crisis. This ‘too big to fail’ 
dimension will be further reviewed below.  

Cross-border consolidation among banks within 
the euro area has been fostered by the introduction 
of the euro and further progress in creating an 
internal market in financial services. (37) 
However, indicators of price dispersion for bank 
products reveal that the effect of market 
integration has been greater at the wholesale level, 
while retail banking markets have remained 
largely fragmented along national boundaries.  

Graph II.2: Market share of foreign banks, euro 
area (in % of total assets) (1) 
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The share of banks owned by foreign credit 
institutions within the euro area has gradually 
increased over time, with cross-border M&A 
activity by banks accelerating in the period 2005-
08 (Graph II.2). It has been argued that this 
phenomenon reflects the fact that the optimal size 
of some banks, especially those based in smaller 
Member States, may be larger than possible on the 
domestic market and thus the expansion into 
foreign markets permits further exploitation of 
scale economies. (38) Such an explanation is 
consistent with the observation that market 
concentration generally tends to be higher the 
smaller the domestic market. 
                                                        

(37) For a review of recent trends, see the European 
Commission’s ‘European Financial Integration Report’ and 
the ECB’s ‘Financial Integration in Europe’, published 
annually on the institutions’ websites. 

(38) In a survey of 34 cross-border banking groups carried out by 
the ECB, most banks gave limited growth potential on home 
markets as a reason for their expansion into foreign markets. 
Higher growth potential and higher profit margins in the host 
countries were often quoted as important reasons, while 
economies of scale and diversification seem to have played a 
minor role in banks’ strategies. ECB (2008) EU Banking 
Structures 2008, pp. 11-12. 
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While the above-mentioned trends in the euro-
area banking sector are likely to persist, it is 
uncertain how they will be affected by the 
financial crisis and the subsequent policy 
responses. The following sections look into this 
question. 

The crisis appears not yet to have impacted on 
structural trends 

The financial crisis originated in the US and was 
transmitted to the euro area via wholesale 
financial markets. In consequence, it might be 
expected that bigger banks in the euro area would 
be relatively more exposed to the crisis, as they 
are generally more active on wholesale markets 
and may have a larger share of their activity 
linked to US markets. 

Graph II.3: Write-downs and bank size, euro 
area (1) 
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(1) Based on a sample of 39 euro-area banks for which 
Bloomberg reports data on write-downs (excluding one small 
German bank with very high losses). 
Source: Bloomberg, Commission services. 

Analysis of variables indicating exposure to the 
financial crisis and the size of banks (measured in 
total assets held in 2007) provides little support 
for the notion that big banks were more adversely 
affected than smaller ones. For example, the 
correlation of write-downs reported by 39 euro-
area banks in the period up to October 2008, i.e. 
when losses were mainly caused by exposure to 
US subprime markets and structured assets and 
before public capital was injected on a massive 
scale, and their size suggests that there could even 
be an inverse relationship (Graph II.3). It should, 
however, be noted that the likelihood of such an 
inverse relationship declines if write-downs until 
summer 2009 are included. 

Similar exercises relating banks’ size to (i) the 
decline in stock prices up to the peak of the 
financial crisis, (ii) CDS spreads or (iii) the 

change in CDS spreads, as measures of markets’ 
perceptions of default risk are equally 
inconclusive. (39) However, it should be noted that 
these financial indicators may already price in a 
premium that some banks were too-big-to-fail, 
which would distort the information content of 
these indicators in a cross-bank perspective. 
Moreover, there might be a selection bias towards 
bigger banks due to data availability, with smaller 
banks used in the sample analysed not being small 
in comparison to the whole population of banks in 
the euro area.  

Graph II.4: Change in the banking systems’ 
capital and market concentration, euro-area 
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Source: ECB, Commission services. 

If the financial crisis affected bigger banks more 
strongly than smaller banks, one would expect 
that more concentrated banking systems were hit 
harder. At the country level, there is indeed a 
weak (by no means statistically significant) 
inverse relationship between market concentration 
and the decline in the banking system’s aggregate 
capital position. (40) On the one hand, several 
large banks in Belgium and the Netherlands, 
where banking markets are the most concentrated 
in the euro area, were prominent victims of the 
financial crisis. On the other hand, few problems 
were reported with respect to Finnish banks, 
which operate on a similarly concentrated home 
market, although their capital-to-asset ratio fell by 
a comparable magnitude. Although the German 
banking market is the least concentrated at the 
national level and the aggregate capital of the 

                                                        

(39) At this level of aggregation, i.e. with 42 observations for 
stock prices and 28 CDS prices, there are no evident signs 
that larger banks faced a higher default risk or a stronger 
increase in their default risk at the peak of the financial crisis. 

(40) Capital is a proxy of banks’ equity position. The data is from 
the ECB’s aggregate balance sheets, which differs from 
consolidated data, since it is not adjusted for cross-bank 
ownership relationships. 
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German banking system was hardly eroded during 
the acute phase of the crisis, several German 
banks have required direct intervention by the 
State.   

It is similarly unclear whether cross-border banks 
have been more adversely affected by the crisis 
than domestically oriented banks. However, there 
is evidence that the euro-area banking market has 
become more fragmented during the crisis. For 
example, the cross-country difference between 
retail interest rates, which is a standard measure of 
financial market integration, widened 
considerably. Even on money markets, which had 
been considered the markets where integration 
was most advanced, evidence suggests that traders 
preferred to undertake transactions with domestic 
banks. This more anecdotal evidence is supported 
by trends in interbank deposit growth, where 
domestic transactions were in most countries the 
only positive contributors to interbank deposit 
growth in Q4/2008 while deposits from other 
euro-area countries or from banks located outside 
the euro area were substantially trimmed down 
(Graph II.5).  

Graph II.5: Origin of intra-bank deposit 
growth, euro area  
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On the basis of these observations, there is no 
prima facie reason why the effects of the crisis on 
the euro-area banking sector should lead to less 
consolidation or less cross-border activity. 
However, it is possible that reasons for such a 
change in strategy could emerge from the policy 
response to the crisis.  

Restructuring of banks after the crisis may 
have longer-term effects  

The policy response to the financial crisis may 
impact on the concentration and integration of the 

banking sector via two opposing channels. First, 
although state aid measures to banks had the 
objective of rescuing the banking system rather 
than individual banks, they may eventually be 
biased in favour of large banks on the assumption 
that these may be ‘too big to fail’. Such 
experience could provide an incentive for banks to 
grow in size so as to benefit from implicit 
government support. Conversely, the enormous 
budgetary outlay required in response to the crisis 
has highlighted the possibility that some banks 
risk being ‘too big to rescue’. In consequence, 
policy makers have a strong incentive to design 
financial regulation in such a way that it 
discourages the expansion of already large 
financial institutions. 

In light of the Lehman bankruptcy, bank rescue 
measures were designed to safeguard financial 
stability by preventing the failure of systemically 
important banks. A bank’s size is only one among 
several determinants of systemic relevance. 
Interconnectedness (i.e. cross-exposures between 
institutions) and substitutability (i.e. whether other 
market participants can provide the same services 
at short notice) are also factors determining 
systemic importance, as reflected in the fact that 
many smaller banks have received state aid in the 
current crisis. Nevertheless, interconnectedness 
and substitutability tend to be correlated with size, 
implying that bigger banks are more likely to be 
systemic and therefore also more likely to benefit 
from state aid than smaller ones. Using a panel of 
88 euro-area banks, it can be shown that the 
average size of banks which received state aid 
was indeed somewhat higher than the average 
bank size in the panel. (41) (See first two columns 
in Graph II.6.) However, the variation in banks’ 
size in both groups is so large that the difference 
in the mean is not statistically significant. 

Numerous banks which have received state aid are 
now required by EU state aid rules to restructure. 
It may be that these banks are bigger than those 
that received state aid without such conditionality 
attached. (See column 3 in Graph II.6.) Again, the 
difference is slight and not statistically significant; 
furthermore the result may be time-dependent, as 
more banks may be required to restructure as the 
crisis is resolved. The obligation to restructure 
generally results from the Commission’s state aid 
rules. Where financial institutions received state 
aid, Member States need to submit a viability plan 
or restructuring plan in order to confirm or re-

                                                        

(41) The result is not caused by the availability of bank schemes 
in countries with bigger banks. 
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establish the institute’s viability in the longer term 
without reliance on state aid. (42)  

Graph II.6: Average size of banks having used 
state aid (total assets, 2007, EUR billion) 
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Restructuring often results in the obligation to 
divest, i.e. to shrink the balance sheet, either to 
run down unprofitable business lines in order to 
restore long-term viability, or to divest in order to 
contribute to restructuring and to address 
competition distortions caused by aid. (43) Since 
the requirement to restructure has been imposed 
on banks which are on average larger than the 
bank average, this requirement may compensate 
for the fact that the larger banks — on average — 
benefited from state aid during the crisis. As such, 
the restructuring obligation may also act as a 
counterweight to incentives for banks to achieve 
‘too big to fail’ status. 

Design of future cross-border supervision and 
crisis management will shape the prospects for 
banking integration  

The concentration and integration of the banking 
sector may be more directly affected by policy 
measures to limit the stability risk associated with 
systemically important institutions. Proposals in 
this regard are under active consideration within 

                                                        

(42) The Commission laid down conditions under which a bank 
may need to be subject to more substantial restructuring and 
when measures are needed to compensate for distortions in 
competition resulting from the state aid. These conditions 
depend broadly speaking on the seriousness of the problem in 
each individual bank and cover inter alia the magnitude of the 
state aid relative to a bank’s risk-weighted assets. 

(43) In practice, banks are not required to divest immediately as 
the EC state aid procedures allow banks to spread 
divestments over several years, so as to avoid putting 
additional downward pressure on prices.  

the G20 framework. Research has begun into how 
systemic relevance can be accurately measured, 
considering that size alone would probably be an 
insufficient criterion. While there is a broad 
consensus within the G20 on the principle of 
limiting the risks associated with systemically 
important institutions, there seems less agreement 
on the more specific details of any policy 
approach.  

Changed incentives for banks to grow may also 
have a bearing on the trend towards financial 
integration in the euro area. In the crisis, the 
advantages for cross-border banks in having 
centralised capital and liquidity management were 
limited by opposing interests among authorities in 
home and host countries.  

Policy coordination has been directed at reducing 
tensions from potentially opposing interests 
among home and host authorities in cross-border 
crisis management. In effect, this has meant 
ensuring that public funds provided by home 
countries to the parent bank have benefited the 
banking group as a whole. Meanwhile, the ring-
fencing of liquidity and assets in the foreign 
subsidiaries of the banking group has been 
discouraged. The coordination effort has also 
included commitments by cross-border banks to 
maintain their exposure in host countries and be 
prepared to provide additional capital to their 
affiliates if this is deemed necessary.  

In the future, policy coordination along these lines 
should be facilitated by the establishment of the 
European System of Financial Supervisors, which 
will include a European Banking Authority. This 
new architecture will be particularly relevant for 
international banks as they provide inter alia a 
mechanism for ensuring that supervisory colleges 
are consistent for each cross-border group. In 
addition, regulatory proposals to improve cross-
border crisis management and resolution are 
under active discussion. Important issues in this 
regard are the availability and consistency of early 
intervention tools for supervisors and consistency 
in the framework for reorganisation and winding 
up of ailing banks.  

2. Capital, leverage and financing  

The financial crisis exposed banks’ vulnerability 
to a high debt-equity position amid losses that 
eroded banks’ capital positions and in some cases 
brought capital-asset ratios close to regulatory 
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minima. (44) Severely hit by the associated drying-
out of debt markets were those institutions that 
had a large share of their liabilities financed from 
short-term funding.  

Banks increased their risk exposure prior to 
the financial crisis 

The available aggregate balance sheet data for the 
euro-area banking system suggests that there was 
no dramatic increase in leverage prior to the 
financial crisis. The ratio of bank capital to total 
assets, which measures the share of the balance 
sheet not financed via debt, started a gentle 
downward trend in late 2002. Up to October 2008, 
it declined by about 1 percentage point to 6.4 % 
when measured with consolidated data and by 0.6 
percentage point to 5.3 % with non-consolidated 
data (Graph II.7). (45) This trend decline basically 
undid the increase recorded between 1999 and 
2002. (46) 

Graph II.7: Aggregate capital ratios, euro area 
banking system (bank capital in % of assets) 
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Regulators attach more importance to alternative 
forms of capital ratios than to the ratio of total 
capital to total assets. The capital adequacy ratio 
relates banks’ capital to their risk-weighted assets 
and the Basel rules oblige banks to hold a 
minimum of 8 %. Graph II.8 shows the average 
                                                        

(44) Bank capital is understood here as the equity position of a 
bank. In a strict sense, this would be the part of the bank’s 
balance sheet that is financed from shareholders, in contrast 
to the remaining part financed via debt. A number of hybrid 
instruments also count as capital in regulatory practice and 
the discussion is still ongoing on whether and how the 
definition of bank capital should be improved. 

(45) In consolidated data, inter-bank relationships, i.e. banks’ 
holdings of other banks’ capital and debt, are netted out. 

(46) However, the use of off-balance sheet operations by euro-
area banks rose significantly prior to the crisis. Therefore, 
banks’ aggregate balance sheets might not fully capture the 
change in aggregate exposure of banks particularly over that 
period. 

capital adequacy ratio for a set of 32 euro-area 
banks, which were selected because of data 
availability.  

Graph II.8: Capital adequacy ratio, euro area 
(bank capital in % of risk-weighted assets,  

year-end values) (1) 
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Consistent with the aggregate data in Graph II.7, a 
decline in the ratio is visible. It set in earlier and 
was more pronounced for the average of the 
biggest banks in the panel (average of banks in 
Eurostoxx 50). The relationship between the 
decline in the capital adequacy ratio and bank size 
is, however, not uniform. For example, the 
average capital adequacy ratio of the 15 banks 
that are part of the Euribor panel (47) declined by 
less than the average of all of the 32 banks for 
which data was available. It can also be noted that 
the average data shown in Graph II.8 hides an 
increasing dispersion of banks’ ratios over time. 
During the financial crisis, some banks saw their 
capital ratios approaching regulatory minima. 

Although the financial crisis was propagated by 
severe liquidity shortages in several banks, there 
is no evident increase over time of the euro-area 
banking system’s exposure to short-term debt 
financing on the basis of aggregate and averaged 
data. For example, the loan-deposit ratio, which 
has in the absence of more accurate measures 
become a standard gauge for banks’ liquidity risk 
at the macro level, shifted downwards from 2002 
on in the euro area. Balance sheet data suggest 
that the share of short-term borrowing in total 

                                                        

(47) Overall 40 banks, of which 34 are located in the euro area, 
belong to the Euribor panel, which is used to calculate 
Euribor interest rates. They are on average smaller in size 
than the 9 banks that are part of the Eurostoxx and include 
some banks that are not quoted on stock markets. 
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assets — a further broad indicator of exposure to 
liquidity risk — also retreated over the last years 
for a sample of 48 and since 2004 for the sample 
of 13 of the bigger euro-area banks. This indicates 
that maturity mismatch between the often long-
term loans and deposits, of which a large part is 
redeemable at short-term notice, has not 
increased. 

Graph II.9: Liquidity exposure, euro area (1) 
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Will banks increase their capital buffers in 
response to the financial crisis? 

During the financial crisis, banks’ capital 
positions came under pressure from two sides. 
First, substantial amounts of losses and write-
downs eroded banks’ capital, bringing them closer 
to regulatory minima. Second, investors raised 
their demand on banks’ capital position. A high 
capital position and a good endowment with ‘high 
quality’ capital were interpreted as signs of 
solvency. Banks’ ability to raise new capital from 
private investors became an important signal of 
their soundness. 

In the acute phase of the crisis, however, few 
banks were able to raise equity or issue long-term 
debt from private sources. Governments stepped 
in with public capital. Euro-area governments 
made available capital injections totalling EUR 
240 billion or 2.7 % of GDP, of which EUR 156 
billion or 1.7 % of GDP has so far effectively been 
used. Especially in autumn/winter 2008, public 
capital injections were the main driver of banks’ 
recapitalisation and are the main reason behind 
the pick-up in capital adequacy ratios at year-end 
2008, as shown in Graphs II.7 and II.8. Since 
then, several banks have been able to tap private 
capital markets and the first ones started to 
redeem governments’ capital injections. The most 

important source of capital increases has in the 
meantime become banks’ profits. The economic 
rebound, revenues from fees generated on 
recovering debt markets, trading income and in 
particular the steep yield curve boosted banks’ 
profitability and contributed to the recapitalisation 
of banks. 

Graph II.10: Initial capital adequacy ratio and 
change in 2007-08, euro area  
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(1) 57 euro-area banks. 
Source: Commission services. 

Is this trend sustainable in the longer term? Low 
policy rates have led to a favourably sloped yield 
curve and it is clear that banks’ profits would be 
considerably lower with a more normal term 
premium. Accordingly, banks’ balance sheets may 
be vulnerable to a future flattening in the yield 
curve, perhaps linked to higher short-term interest 
rates as the economic recovery proceeds. 
Furthermore, it is unclear for how long 
shareholders will accept bank earnings being 
retained to increase capital buffers rather than 
distributed as dividends. These factors may not 
endure in the longer term, with implications for 
targeted leverage levels and financing maturities 
of banks. 

While higher capital ratios are likely to provide 
banks with higher buffers in times of emergency, 
there is so far no strong empirical evidence that 
banks with an initially low capital ratio were more 
severely exposed to the crisis. The observations in 
Graph II.10 suggest that the highest decline in 
capital ratios occurred in banks that entered the 
financial crisis with a relatively high ratio, 
whereas many banks with a low ratio were able to 
boost their capital. (48) An inverse relationship 
also appears – with a partly overlapping set of 

                                                        

(48) This effect could also be caused by the holding of higher 
initial capital buffers by banks with a higher risk profile. 
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banks – if these variables are plotted with 
quarterly observations in the period up to the third 
quarter 2008, i.e. before governments started to 
massively inject public capital. Neither is there 
any obvious sign that banks with a lower capital 
ratio experienced higher write-downs (relative to 
their assets). Equally, there is no apparent 
relationship between the share of short-term 
borrowing and write-downs. (49) Nevertheless, 
these observations put into question whether the 
banking sector in general will durably target 
higher capital or liquidity buffers. 

A factor that may incentivise banks to hold less 
capital in the future could be the experience of 
receiving public support in case of need. Although 
the financial crisis has been a truly exceptional 
event, the emergency policy responses may have 
generated moral hazard among the 
beneficiaries. (50) Graph II.11 indeed suggests that 
pre-crisis capital ratios were slightly lower on 
average for banks that used state aid compared to 
those that did not. The variation around the mean 
is, however, too large to be statistically 
significant. 

Graph II.11: Capital adequacy ratios of banks 
subject to different forms of public intervention, 

euro area (2007 ratios) (1) 
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Since balance sheet indicators may not fully 
reveal banks’ vulnerabilities, additional insights 
can be derived from prices of credit default swaps 
(CDS), which express the market sentiment on 
banks’ default risk. Since CDS spreads are 
                                                        

(49) Beyond this lack of evidence at the aggregate level, it was 
obvious that some individual banks faced severe difficulties 
stemming from their reliance on short-term funding. 

(50) This effect may be reinforced by the objective of public 
rescue schemes to support the banking system rather than 
ailing banks because this trigger implies that it has not 
necessarily paid off for a bank to hold a higher capital buffer. 

available only for larger banks, the panel used in 
Graph II.12 was expanded to include also non-
euro area and two Swiss banks.  

Graph II.12: Banks’ CDS spreads differentiated 
by rating and use of state aid  

(5-year senior debt, basis points) (1) 
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Comparing the development of CDS spreads of 
banks that used state aid (dotted lines) with those 
that did not (straight lines) yields interesting 
observations on the effectiveness of public 
support measures (see also Box II.1 for 
quantitative evidence):  

• In the period up to September 2008, CDS 
spreads became increasingly higher for those 
banks that later used public support. This 
supports the hypothesis that the public support 
was effectively targeted at banks that needed it 
most. Or, the other way round, banks that did 
without state aid were in a more comfortable 
position and could afford to abstain, at least in 
relative terms. 

• From October 2008 to February 2009, 
supported banks with an A rating had a lower 
CDS spread than the non-supported banks. 
This suggests that the public support 
effectively reduced their default risk. The 
advantage of state support is also visible for 
the AA-rated CDS, but only in relative terms 
as CDS spreads of supported banks remained 
slightly higher than those of non-supported 
banks. The wedge, however, narrowed in the 
period October to December 2008. 

• Since March 2009 the CDS spreads of non-
supported banks improved more pronouncedly 
than that of the supported banks. This could be 
indicative of these banks now capitalising on  
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Box II.1: The effectiveness of banking support measures: evidence from CDS spreads

This box provides empirical support for the hypothesis that banks’ default risk as measured by CDS spreads 
declined after bank rescue schemes had been implemented. This is an encouraging sign since policy makers have 
been under considerable pressure to justify the large amounts of public money spent on bank rescue measures. 
Recent studies by BIS and IMF researchers have shown that CDS spreads fell in the days around the announcement 
of public support measures. (1)  

The estimates in this box reinforce their findings by using a different empirical methodology. Whereas the IMF and 
BIS event studies focus on short-term effects by using daily observations, this box employs a longer-term 
perspective that covers the period from October 2007 to August 2009 with monthly observations of the CDS spreads 
of 35 European banks. This approach is likely to identify effects beyond the short time windows used in the event 
studies. The period was chosen to obtain a balanced panel of banks for the longest time span possible. It has the 
advantage that the time period encompasses the Bear Stearns episode in March 2008, i.e. a crisis event that 
happened before public rescue schemes were announced. For the time after the announcement of policy support 
measures in October 2008, it includes banks that received government support and some that did not.  

The estimated model includes cross-bank and time-fixed effects, which control for factors that are specific to the 
individual bank, but do not change over time, and for factors that are common to all banks in each period, 
respectively. For bank i at time t, we have the following semi-log formulation:  

 ln(CDSt, x) = C + FEt + FEi + α1*ln(CDSt-1, i) + α2*Zt, i  + ε t, i   
with C = constant, FE = fixed effects (dummies), Z a vector of the policy variable and εt,x. the error term. 

Estimation results with fixed time and cross-section constants,  
Dependent variable: LN(CDS), significant results at 5 % level shown in bold,  

period starting November 2007, 35 banks 
 T1  

11/2007-12/2008 
T2  

11/2007-03/2009 
T3 

11/2007-08/2009 
 α2 s.e  α2 s.e α2 s.e 

Country-specific variables 

Programme – dummy (lag 1) PRGM 0.0364 0.03269 0.01295 0.0247 0.0079 0.0190 
Recapitalisation with lag 1 
– dummy RECAP -0.0404 0.0374 -0.0310 0.0231 -0.0132 0.0169 
– announced measure in EUR RECAP_EUR -0.0009 0.0005 -0.0014 0.0003 -0.0006 0.0002 
– in % of GDP RECAP_GDP -0.0094 0.0041 -0.0046 0.0029 -0.0030 0.0022 
– in % of country’s bank assets RECAP_AS -0.0037 0.0015 -0.0029 0.0011 -0.0022 0.0009 
Guarantee on liabilities – 
dummy DEBT -0.0232 0.0279 -0.0168 0.0224 -0.0003 0.0173 

Bank-specific policy variables 

Aid to bank – dummy AID_TO_BANK -0.0964 0.0223 -0.0629 0.0211 -0.0184 0.0166 

Recapitalisation in EUR BANKRECAP -0.0122 0.0030 -0.0064 0.0017 -0.0014 0.0012 
Recapitalisation in % of bank’s 
assets BANKRECAP_AS -0.1269 0.0303 -0.0311 0.0141 0.0126 0.0088 

Issuance of state-guaranteed 
securities – dummy SEC_I -0.0492 0.0494 0.0253 0.0253 0.0350 0.0174 

Note: α2 relates to the coefficient in formula (1), s.e. is the standard error.  
 
Various policy variables were constructed at the bank and the country level. Country-specific policy 
variables relate to the existence and size of public rescue programmes. Bank-specific policy variables 
cover whether and to what extent banks made use of these programmes. Since the banks’ CDS spreads 
are highly auto-correlated, it appeared necessary to add a lagged dependent variable to the set of 
                                                           
(1) Panetta, F. et al. (2009), ‘An assessment of financial sector rescue packages’, BIS paper No 48; IMF (2009), ‘Global Financial 

Stability Report’, October 2009; Ait-Sahalia, Y. et al. (2009), ‘How to stop a herd of running bears? Market response to policy 
initiatives during the global financial crisis’, IMF Working Paper 09/24.  

(Continued on the next page)
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their own strategy in order to steer through the 
crisis without public support. 

Towards new regulation on capital and 
liquidity 

In view of the financial crisis, a consensus has 
emerged among policy makers that capital 
requirements will need to be tightened. For 
instance, in Pittsburgh in September 2009, the 

G20 committed inter alia to ‘developing by end-
2010 internationally agreed rules to improve both 
the quantity and quality of bank capital and to 
discourage excessive leverage’. The Basel 
Committee on Banking Supervision has initiated a 
work programme to strengthen the regulatory 
capital framework. In view of the need to embed 
new standards into law, the EU adopted changes 
to the Capital Requirements Directive whereas 
further Commission proposals on this Directive 

Box (continued) 

explanatory variables. The inclusion of the lagged dependent variable has the undesired consequence of reducing the 
probability that a significant coefficient for the policy variable can be detected. The reason is that the policy 
variables used involve a one-time shift and over time part of the impact will be reflected in the lagged variable. 
Since the share of the impact that becomes visible in the lagged variable increases over time, one would expect the 
policy variable to become insignificant the longer the policy is enacted. Because of this effect, the estimates are run 
with a varying time frame. In addition to the full period November 2007 to August 2009, shorter samples were 
estimated with the period ending in (T1) December 2008 and (T2) March 2009. 

When looking at the results for the individual variables, one first finds that the existence of a public rescue scheme 
is not significantly correlated with CDS spreads. Policy variables related to recapitalisation have more often the 
expected negative sign and are significant. A further observation relates to the different formulations of the 
recapitalisation variable. When specified as a dummy, coefficients were hardly significant. However, the estimations 
often yielded a significant coefficient if the policy variable was defined in terms of the size of the measure. This 
suggests that the more sizeable the recapitalisation measure, the more likely it reduced the CDS spread. 

Impact on CDS with estimates for T1 
(relative to baseline in %) 
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The estimates show that most of the effect of a policy 
measure on CDS spreads has materialised after 6 months. 
The graph plots how CDS prices have developed in 
response to the policy measure undertaken, using the 
average change in the policy variable since October 2008 
as the impulse. The response is stronger for policy 
variables that target the bank than for country-specific 
variables. This would suggest that the establishment of a 
recapitalisation scheme has a smaller effect than the fact 
that an individual bank makes use of the scheme. 
Concerning the immediate impact, it varied between 4 % 
and 10 % in the first month after the policy measure. The 
parameters suggest that most of the adjustment takes place 
in the first 6 months and that after a year CDS spreads 
would be between 90 % and 70 % of their starting level.  Source: Commission services. 

The finding of a significantly negative relationship between CDS spread and various measures of policy activity is 
robust to a number of changes to the specification of the estimate. For this exercise, various specifications were run 
with or without fixed effects and by adding further potential explanatory variables such as confidence indicators, 
ratings, mergers, other CDS prices. The addition of other variables has little impact on the significance of the policy 
variable. In only a few estimates did the policy variable became insignificant and these were all estimates with no 
control for either time-fixed effects or the cross-over variable. It could mean that policy interventions do not have an 
effect on the bank’s absolute CDS spread, but only on the CDS spread relative to the market benchmark. In turn this 
would imply that the policy measures had little effect on the overall level of CDS spreads in the banking system. 

Although the estimates suggest that there is an inverse correlation between on the one hand the existence and 
generosity of public rescue schemes and on the other hand the CDS spread as a market assessment of the banks’ 
default risk, the empirical tool does not allow the direction of causality to be stated. There are reasons to believe that 
the result was not driven by selection bias as Graph 14 in the main text suggests that banks using state aid had a 
higher rather than a lower CDS spread prior to the crisis. However, it appears important to continue monitoring this 
issue and to look for alternative methodologies that could further underpin the results found in this box. 
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are currently under discussion in the Council and 
additional proposals are planned for 2010. 

The dominant course of possible changes has 
given less attention to imposing across-the-board 
higher capital ratios, and more to adjusting several 
of their parameters. Under discussion are 
numerous proposals covering: 

• the definition of eligible capital (when is a 
liability sufficiently loss-taking to count as 
capital),  

• the risk-weighting of banks’ assets (the 
valuation of assets: mark-to-market versus to 
mark-to-models versus historical costs),  

• the build-up of reserves in ‘good times’ 
(provisioning to reduce pro-cyclicality and 
other risks), 

• the role of stress tests (second pillar) and 
information disclosure requirements (third 
pillar).  

A fair assumption is that under modified capital 
requirement rules banks will have to hold higher 
capital buffers and capital with higher loss 
absorption capacity. But given their need to 
restore their capital basis even under current rules, 
there is likely to be an adequately long transition 
period.  

The supervision of banks’ liquidity is also under 
discussion. The 2008 modifications to the Capital 
Requirements Directive introduced some 
qualitative standards for good management of 
liquidity and the Basel Committee announced that 
it would put in place a global standard for 
liquidity requirements. Such standards could form 
the basis for quantitative ratios in future European 
legislation.  

3. Changes to banks’ business models 

The global financial crisis will have a lasting 
impact on euro-area banks, and will bring about 
significant changes to banks’ operating 
framework and their business models. This 
transformation is influenced by shifting 
preferences of investors and a changing 
macroeconomic environment. Regulation will also 
expand as governments seek to establish rules that 
will make the financial system more resilient and 
less prone to cause future crises. Banks will have 
to adapt their business models to this new 
situation, and the question is what the future of 
banking will look like. In this sub-section, 
answering this question involves identifying past 

trends in bank income and analysing the impact of 
the crisis on these trends in bank funding, as well 
as discussing the future source for growth. 

Trend towards non-interest income in bank 
revenues 

The importance of net non-interest income as a 
source of bank revenues increased during the 
period building up to the financial crisis. The 
change has been slow but persistent. During the 
three years prior to the beginning of the financial 
crisis in 2007, net interest income declined from a 
share of 52 % of total income to about 47 % 
(Graph II.13). Conversely, revenues from non-
interest paying sources have become more 
important for banks’ profitability. The main 
contributions to non-interest business are trading 
income and fees and commissions, which have 
served as a means to diversify overall income. 

Graph II.13: Net interest and net non-interest 
income, euro area  

(in % of total operating income) 
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Source: ECB, Commission services. 

During the crisis years, the general trend of 
shifting from interest income to non-interest 
income has been reversed. First, the gradually 
increasing importance of trading income came to 
an abrupt end with the onset of the crisis, and in 
2008 trading income even turned into a net loss. 
Second, net interest income has been boosted by a 
loosening of the monetary stance in response to 
the financial crisis. Lower policy interest rates 
have made the yield curve steeper, which has 
allowed banks to increase their margins between 
short-term funding and long-term lending. 
Furthermore, banks tend to benefit from falling 
interest rates as the pass-through of lower interest 
rates to customers is not immediate. Overall, this 
has allowed most banks to remain profitable 
throughout the crisis. 
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The funding of banks’ business models has 
shifted from retail deposits to market-based 
funding 

The importance of deposits as a source of bank 
funding has been trending downward for many 
years. During the ten years preceding the current 
crisis, deposit liabilities dropped from 58 % of 
total liabilities to 51 % (Graph II.14). The 
traditional funding model, relying on retail 
deposits, has slowly shifted towards a funding 
model that is more market-based. Examples of 
such funding instruments include mortgage-
backed securities, collateralised debt obligations 
and other forms of securitised products, which 
have made the banking sector more dependent on 
wholesale capital markets. Although these 
developments have enabled banks to achieve 
higher returns on equity than otherwise possible, 
replacing the more stable retail deposits with 
wholesale funding may have made banks more 
vulnerable and exposed to market conditions and 
perceptions. 

Graph II.14: Deposits liabilities, euro area 
(in % of total assets) 
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Securitisation activity — i.e. the transformation of 
loans into tradable securities — increased 
substantially in the years prior to the crisis. It even 
continued at a healthy pace in the midst of the 
crisis in 2008. The investment vehicles 
surrounding securitisation facilitated the changes 
in the financial structure of banks, and changed 
their business models from holding assets and 
transforming them in terms of denomination and 
maturity, to repackaging and selling complex 
financial products. The increased complexity of 
securitised products made it difficult to price them 
and asses their risks. As a result, investors were 
not fully aware of the underlying risks, and the 
mispricing that followed eventually led to rising 
uncertainty, and the outbreak of the crisis. In the 

last year, the volume of securitised issuance 
seems to have fallen dramatically, on the back of 
the high uncertainty regarding the quality and the 
underlying risks embedded in securitised 
products. 

Currently banks are actively trying to secure their 
retail deposit basis as a response to weaker 
wholesale markets. For some banks it is even a 
necessity as often one of the conditions in the 
restructuring plans imposed in order to receive 
state aid is for the bank to maintain a sound 
deposit-to-loan ratio. In general, however, the 
deposit-to-loan ratio has been relatively stable 
over time, implying that securitisation has been a 
means of increasing leverage through off-balance 
sheet activity. 

Graph II.15: Volume of securitisation issuance in 
Europe (EUR billion) (1) 
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(1) The figure for 2009 only includes data for the first half of 
2009. The issuance volume is annualised by assuming the same 
issuance volume for the second half of the year. 
Source: European Securitisation Forum. 

Possible changes to banks’ income sources 

The near-term outlook for the profitability of 
euro-area banks is rather difficult. Several of the 
forces behind past income growth in the banking 
sector have come to an end, such as structurally 
declining interest rates, rapid lending growth, and 
low credit losses. There may well be very little 
support for growth in the banking sector for some 
time: 

• Net interest income is likely to be hurt by 
lower lending growth as demand fades with a 
weak real economy. Households will have to 
save more to bring debt levels into line with 
disposable income, which can also lead to 
lower spending for quite some time. 
Furthermore, a normalisation of the yield 
curve, i.e. a rise of short-tem rates relative to 
these for longer maturities, is likely. 
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• Trading income, which was a driver of net 
income growth, is not likely to continue that 
role to the same extent. Banks seem to have 
cut back on resources devoted to trading, 
which reduces the base for generating 
revenues. Furthermore, the change in 
ownership structure, with higher government 
involvement, and increased supervision might 
affect banks’ risk profiles, shifting them 
towards less involvement in capital market 
activities. 

• Fees and commissions are likely to remain 
under pressure. As the crisis has evolved and 
assets managed by banks have declined in 
value, confidence in the banking sector has 
been severely hurt. As a consequence, and also 
in line with general market developments, 
customers seem to have withdrawn from 
complex investment strategies and shifted their 
assets to more simple, standardised, and liquid 
products. These products usually face higher 
competition and exhibit lower margins. 

What are the prospects for cross-border 
banking in the euro area? 

Although any assessment of the impact of the 
financial crisis on the profitability of cross-border 
banking is speculative, it is likely that domestic 
markets will become more important as a result of 
the deleveraging process and government 
measures to stabilise markets. In order to become 
viable, banks are probably focusing on their core 
markets, which are most often domestic. In these 
markets they have their stable core client base, 
better knowledge and a good relationship with 
policy makers. Finally, public support measures 
are national, which may provide incentives for 
banks to concentrate on their home market. 

Over the medium term, financial integration in the 
EU, and beyond, is likely to proceed as the 
underlying economic driving forces behind this 
trend remain intact: diversification is in general 
beneficial for reducing overall risk, and as such 
support financial stability even in a synchronised 
downturn like the present one. In an international 
setting, banks can balance their earnings from 
stable mature markets with those from emerging, 
often more dynamic, markets. Given that 
valuations are still low, those banks that stand 
strong after the crisis might also face 
opportunities to strengthen their growth potential 
through mergers and acquisitions abroad, also in 
view of the fact that divestments from banks 
subject to restructuring under state aid rules will 
be offered to the market. Restructuring could even 

strengthen the integration of banking markets as 
cross-border banking groups may try to penetrate 
new markets by acquiring divested entities in 
target markets. Also, the removal of obstacles 
continues to feature prominently on the EU policy 
agenda.  

4. Conclusions  

The financial crisis has put pressure on the 
banking sector to restructure, partly because banks 
face new market conditions, but also due to 
regulatory reform and as a consequence, under the 
EU state aid rules, of the receipt of large amounts 
of state aid. This focus section reviews past trends 
in the banking system and contemplates in which 
direction the banking sector is heading. The 
findings show that banks in the euro area have 
become fewer, larger and more international. And 
this trend is likely to persist. Banks also increased 
their risk exposures in the build-up to the crisis, 
but in the future they are expected to target higher 
capital or liquidity buffers. In terms of their 
business models, banks increasingly began to rely 
more on non-deposit liabilities and non-interest 
income, which made them more dependent on 
market conditions and perceptions. This trend has 
reversed, but the near-term prospect for a revival 
of income growth is uncertain. 

The process of restructuring and the return to 
viability will take time. First, it is important to 
note that the crisis is not over yet. More losses are 
expected to emerge in the course of 2010, which 
will continue to put pressure on the banking 
system to adjust its operations. Furthermore, a 
reinforcement of the negative feedback loop from 
the real economy cannot be ruled out. Second, the 
implementation of the reform agenda has just 
taken off. Policy design will be crucial in 
determining the future of banking, but it is up to 
banks to make the appropriate changes. 

One purpose of financial market regulation is to 
preserve financial stability and avoid systemic 
risk. In this respect, regulation can foster growth 
by helping to avoid the daunting losses implied by 
systemic disruption. Yet, creating a sounder 
financial system often entails imposing a higher 
regulatory burden on market participants. If 
regulation is taken too far, there is a risk that this 
increased burden could have negative implications 
for the growth potential of the euro-area economy. 
It is important to find the appropriate balance and 
to ensure that, in the long run, improvements in 
the arrangements for financial stability translate 
into stronger and more sustainable economic 
growth. 


