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targets for a suite of key bank-level metrics, for a sample of 71 banks in 23 countries and 5 
continents, as of January 2021. Our sample represents around 60 percent of the banking 
sector’s global market capitalization. 
 
In our baseline scenario, we assume a buffer draw-down equal to 2.5 percent of RWAs 
across the sample.4 We find that less than 5 percent of banks (weighted by market 
capitalization) clear all three hurdles. That is, only a handful of banks in the sample would be 
in a position to use their buffers. Importantly, we find that hurdle #3 (the management 
hurdle) is the most binding one, with most banks (79 percent) still showing a fair equity 
value shortfall by the end of Year 3 after the initial buffer draw-down date (Year 0). In other 
words, 4/5 of the banks in our sample fail to even reach the level of fair value that would 
make bank shareholders indifferent between using and not using the buffers. 
 
Our main finding is, therefore, that a buffer draw-down makes no economic sense for a 
majority of banks in our sample. Based on this, we argue that a reduction in capital 
requirements, if temporary, is no such reduction. Provided the market expects a bank will 
have to rebuild its buffers, any buffer draw-down will open up a capital shortfall that will 
weigh on the bank’s share price. Therefore, even if a bank meets the first two hurdles of our 
framework (both the capacity hurdle and the ability to rebuild buffers organically over a 
reasonable timeframe), a bank CEO will only decide to use its buffers in the case that the 
associated value creation offsets both the capital shortfall and the risks which the bank and its 
shareholders would incurr. 
 
Finally, we make a specific set of proposals aiming at enhancing the usability of capital 
buffers. We note that, even though the changes we propose are unlikely to guarantee the 
usability of buffers (no proposal will, given the role market expectations pay), these 
proposals will at least increase the likelihood that this happens by making usability less 
costly (i.e. less dilutive) for banks as compared to the current framework. On a fully loaded 
basis, our set of proposals would increase the likelihood of usability from less than 5 percent 
(in our baseline specification) to over 70 percent.  
 
Literature Review 
 
The empirical literature on the economic effects of the release of capital buffers is not 
abundant. Partly, because events involving reductions in capital requirements are rare in 
practice. Most of the empirical evidence is related to the impact of the Basel II transition 
(Arbatli-Saxegaard and Juelsrud, 2020; Imbierowicz et al, 2018; and Brun et al, 2013). 
Partly, also, because of the relatively short period over which the CCyB and the broader 
capital buffers, a key component of Basel III, have been in place.  
 
For these reasons, most of the research focuses on how an increase in the CCyB: (1) reduces 
excessive lending (Drehmann and Gambacorta, 2012; Aikman et al., 2015; Rubio and 

 
4 The higher (lower) the initial buffer usage is, the lower (higher) the number of banks clearing the hurdles will 
be. We discuss in section IV why we have assumed 2.5 percent of RWAs as our baseline. We also conduct the 
entire analysis assuming a lower initial usage (of 1 percent of RWAs). 
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Carrasco-Gallego, 2016); (2) mitigates credit imbalances (Brzoza-Brzezina et al., 2015); (3) 
curbs credit cycles (Tayler and Zilberman, 2016; Gersbach and Rochet, 2017; Kanngiesser et 
al., 2019); and (4) limits system-wide losses (Bui et al., 2017).  
 
A strand of the literature has also focused on past episodes of released capital. Jiménez et al. 
(2017) study the effects of dynamic provisioning in Spain on the supply of credit to firms in 
good and bad times. Sivec et al. (2019) provide empirical evidence on the effectiveness of 
capital buffer release based on a policy experiment in Slovenia where the central bank 
unexpectedly released capital buffers at the start of the financial crisis. Using detailed credit 
register data in a difference-in-differences setup, they find a positive effect of released capital 
on loan supply. Furthermore, while Jiménez et al. (2017) show that dynamic provisioning 
smooths credit supply cycles and, in bad times, supports firm performance, Sivec et al. 
(2019) show that by releasing capital buffers, increased lending to the economy was mainly 
directed towards healthy firms.  
 
Another strand of the literature on capital releases has used simulations. In this group, ECB 
(2020a and 2020b), using its macro-micro model BEAST, shows that buffer usability leads to 
better economic outcomes (higher lending, with positive effects on GDP and lower credit 
losses) without a negative impact on banks’ solvency. 
 
Our framework falls squarely into this last strand of the literature. Conceptually, it is close in 
nature to the approach a market practitioner (bank management, a buy-side investor or a sell-
side analyst) would follow when facing the task of modelling the decision to use the buffers. 
Critically, our work relies on market expectations and banks’ own-declared targets for model 
calibration. To the best of our knowledge, our market-based approach is the first one of its 
nature being applied to formalizing the usability of bank capital buffers.  
 
The rest of the paper is structured as follows. In the second section, we look into the 
behaviour of capital buffers through 2020 for a sample of listed banks accounting for around 
60 percent of the banking sector’s overall market capitalization. In this part, we also sum up 
the main explanations that have been put forward by policymakers and practionioners for 
such behavior. In the third section, we present our framework in detail, as well as the results 
of our baseline specification. In the fourth section, we make two main policy proposals for 
increasing the usability of capital buffers, and quantify their impact also in the context of our 
framework. In the sixth section, we present our key conclusions. Finally, in the Annex, we 
provide a primer on banks’ capital structure, the Basel III capital buffer framework, and the 
implications of capital breaches. 
 
 

II.   CAPITAL BUFFERS DURING THE COVID CRISIS 
 
Since policymakers announced both the deactivation of the CCyB and encouraged the use of 
all other buffers in March 2020 (BCBS, 2020b), there is no clear evidence that banks have 
actively dipped into them for either loss-absorption or to boost loan growth (Abboud et al, 
2021).  
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First, banks reported higher end-2020 CET1 ratios (on a Basel III fully-loaded basis5) than 
prior to the COVID shock (Figure 1, left-hand-side exhibit), despite optically large COVID-
related impairments booked over the course of 2020. This surprising increase of capital ratios 
likely reflected two main factors. On the one hand, the combined impact from a number of 
prudential measures, including a cash dividend and share buyback ban, in parallel to more 
flexibility in loan loss recognition as a way to avoid excessive procyclicality (see, e.g., ECB, 
2020c).6 On the other, the impact from Government guarantee schemes, retail loan moratoria 
schemes, and other fiscal support measures on an unprecedented scale.7 
 
Second, banks’ medium-run CET1 targets announced post-COVID were largely unchanged 
relative to their pre-COVID levels (Figure 1, right-hand-side exhibit).8 Only a minority of 
banks (less than 20 percent) reported lower targets. This behavior holds across geographies 
and across banks with different return profiles. Importantly, as CET1 requirements have 
fallen over the last year, including through the deactivation of the CCyB, banks are now de 
facto targeting wider “management buffers” (defined as the distance from the CET1 target to 
the CBR’s upper bound) than before the COVID shock.  
 

Figure 1. CET1 Ratios, Market-Capitalization Weighted Averages 
(Percent of RWAs) 

 

Sources: Bloomberg Financial L.P.; and authors’ calculations.  
Note: Quartiles are calculated based on P/CET1 ratios, from low (first quartile) to high (fourth quartile). 

 
Third, after the initial COVID shock, bank subordinated (bail-in-able) debt instruments 
(notably preferred shares and AT1s, but also LT2) started to recover fairly quickly, around 
mid-March already, outperforming bank equities, which remained depressed until the first 

 
5 Fully-loaded metrics include the impact from the full implementation of any pending regulations. Generally, 
albeit with a few notable exceptions, this does not include the impact from the portion of Basel III known as 
“Basel IV.” Investors focus on fully-loaded metrics as these are eventually the levels to which current ratios (on 
a phased-in basis) will naturally converge over time. 

6 For a summary of capital relief measures adopted in the Eurozone and their aggregate impact on CET1, see 
ECB (2021b). 

7 For a global account (and assessment) of the measures adopted, see IMF (2020, 2021). 

8 Our sample (for further details, see section III.B.) only includes publicly listed institutions, which generally 
provide guidance to the market about their short-to-medium term targets for their CET1 ratios. 
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Source: Bloomberg Finance L.P.; Company filings; and authors’ calculations. 

 
All of this preliminary evidence has triggered what seems to be an emerging consensus 
among policymakers, bankers, specialized financial press, analysts and researchers around 
the failure of capital buffers, narrowly defined as the CBR, to achieve some of the objectives 
they were originally designed for, notably that of supporting the recovery through bank 
lending, during the COVID crisis. As a result of this, policymakers have looked into the 
potential causes for the lack of buffer usability during the current crisis (Hernandez de Cos, 
2021b; and ECB, 2020f). At least five plausible explanations have been put forward. 
 
First, potential (automatic) distribution constraints may have undermined banks’ willingness 
to operate below the MDA threshold. In fact, there is evidence of tighter lending conditions 
from banks operating with CET1 ratios in the proximity of this threshold (Berrospide et al, 
2021; ECB, 2020g, 2021c and 2021d). To mitigate this problem, bank supervisors reduced 
capital requirements10 and/or relaxed their MDA definitions to make distribution restrictions 
more gradual.11 It has also been argued that by restricting dividend payments, the opportunity 
cost of drawing down the buffers was reduced. We note, however, that AT1 coupons can still 
be an important binding constraint.12 

 
10 The CCyB was deactivated in a number of jurisdictions, aimed at reducing overall CET1 requirements (as 
well as the MDA) for banks operating in countries that had it activated in the first place. Furthermore, in the 
Eurozone, authorities also announced the frontloading of Art. 104A of the CRD-V by which local banks were 
able to meet part of their P2R with non-CET1 (AT1 and T2) instruments, hence reducing their effective CET1 
requirements (as well as their MDA). However, we note that this piece of regulation was going to be 
implemented anyway and its potential impact had already been widely discussed by the market since at least 
early December 2019 (Goldman Sachs, 2019a). Also, this had already been implemented in other European 
jurisdictions (e.g., UK). In sum, SSM’s decision may have been partially/fully priced in by the market by the 
time it was formally announced. In any case, in Figures 1 and 3 we have treated this event as an unexpected cut 
in requirements. 

11 In the US, the Fed did revise (on 17 March 2020) the definition of eligible retained income through an interim 
final rule to ensure the automatic restrictions apply gradually; see Federal Reserve (2020c). The UK’s PRA has 
also made a proposal along these lines; for details, see Fitch Ratings (2020). 

12 Schmitz et al (2021) disagree with this point. By looking empirically at the impact of recent AT1 coupon 
cancellations and non-call events on both AT1 yields and banks’ weighted average cost of capital (WACC), the 
authors argue the size of any potentially negative stigma effects are small. As the authors themselves note, 

(continued…) 
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Second, lack of buffer use may also reflect uncertainty on at least two levels. Firstly, the idea 
behind releasing regulatory capital buffers accumulated during good times is that of 
supporting both loss-absorption and bank lending during the subsequent downturn (BCBS, 
2020b); however, it is unlikely that banks would pursue the latter objective on lending unless 
there is certainty on the impact and fulfillment of the former loss-absorption objective first.13 
This is particularly the case when banks have no policy incentives for adequate loss 
recognition but rather to delay it over time (provision smoothing). Secondly, there was also 
uncertainty about the (timing of the) reversal of some key capital relief and other prudential 
measures adopted early on in the crisis,14 as well as about the potentially large impact of 
select regulatory changes which are still expected to crystallize post-COVID, notably the full 
implementation of Basel III (Botin, 2021).15 
 
Third, the existence of other binding requirements —such the leverage ratio and/or MREL 
requirements— could have also weighed against the use of buffers (Rohde, 2020). 
Supervisors tried to address these concerns by relaxing T1 leverage requirements,  albeit just 
temporarily.16  In Europe, other meaningful policy actions included a temporary waiver on 
the application of the bank resolution directive (BRRD) by not deeming failing or likely-to-
fail banks in need of direct support, to the extent that such measures were to address 
problems linked to the COVID pandemic (European Commission, 2020). 
 

 
however, their sample is small and AT1s are a fairly new asset class. In our view, the authors did not fully 
assess the broader market implications of Banco Popular’s AT1 and T2 bail-in in early June 2017. This is an 
important event that deserves attention as it remains to this date the only bank resolution that has taken place 
under Europe’s BRRD. While no broad-based contagion happened, selective but meaningful contagion was 
visible across the capital structure of some of Popular’s weakest local peers (Financial Times, 2017; Goldman 
Sachs, 2017a), and, for the broader European banking space, Popular’s bail-in did translate into a further 
deterioration of funding costs for smaller relative to larger players (Goldman Sachs, 2017b). Last but not least, 
the sample used also fails to account for the timing implications of a CBR breach associated with the usability 
of buffers in the spirit of the Basel-3 framework, as this -- contrary with the select coupon cancellations and 
noncalls observed to date -- has the potential to lead to a (post-usability) capital-rebuilding process and 
associated distribution restrictions of a multi-year nature. 

13 See Enria (2021) and Hernandez de Cos (2021b). 

14 For SSM banks, these included (1) IFRS9 transitional arrangements—which did not apply to provisions on 
Stage 3 loans so could be (partly) unwound once loans move from Stage 2 to Stage 3 as support schemes expire; 
(2) the recommendation to “avoid excessive procyclical effects when applying the IFRS 9”; and (3) the 
sovereign filter on EUR exposures; among others. 

15 Using bank-level data as of December 2019, EBA (2020) estimates an average impact for European banks of 
170-230bp of CET1 from a full implementation of Basel III. For a sample of 173 banks globally, BCBS (2020d) 
estimates a T1 shortfall of around 2 percent of RWAs for larger (“Group 1”) banks, including G-SIBs, and >8 
percent for the smaller (“Group 2”) banks. Full implementation of Basel III is expected for January 1, 2023 after 
the BCBS (2020c) decided to delay by one year in March 2020. 

16 For example, the US Federal Reserve on April 1, 2020; Japan’s FSA on April 17, 2020; and Europe’s SSM 
on September 17, 2020. 
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Fourth, stigma associated with a weaker capital position relative to peers was potentially 
another cause for the lack of buffer usage. The empirical literature suggests (1) a negative 
relationship between capital levels and funding costs and (2) a positive relationship between 
management buffers and credit ratings as the latter may signal a potential partial/full loss of 
access to select funding markets (ECB,  2020f). Obviously, it could be argued that there 
would be no stigma if all banks used their buffers at the same time. However, while perfect 
coordination among all players could make capital buffers effective in theory (if the positive 
macroeconomic spillovers form such behaviour helped offset the aggregate value shortfall 
that opened up from the buffer draw-down), nothing prevents investors from reallocating 
capital away from financials into other sectors, depressing valuations across the financials 
space as a whole. There may also be a collective action problem, as individual banks may 
have incentives to deviate from the common rule, which in itself acts as a disincentive from 
using buffers in the first place. 
 
Fifth, it could also be argued that buffers may have not been used because – simply – there 
was no need to use them in the first place, as there was no risk of a credit crunch and/or 
banks entered into the COVID crisis with ample CET1 ratios and wide management buffers, 
particularly when compared to the global financial crisis (BCBS, 2021). In this regard, 
evidence seems to be mixed. On the one hand, loan officer surveys suggest that, as of 
2020:Q4, many countries exhibited both weak demand for credit by SMEs but also tight 
“supply” conditions, as proxied by bank lending standards (IMF, 2021). On the other, 
however, there is evidence of tighter lending conditions for corporates reliant on banks 
operating with thin management buffers above their CBR during the COVID shock, both in 
the US (Berrospide et al, 2021) and in the Eurozone (ECB, 2021d). Relatedly, ECB (2020f) 
argues that the encouragement to use capital buffers was effective despite not being actually 
observable. The authors argue that banks’ capital targets should have been pushed higher by 
banks’ expectation for large credit losses, creating pressure to deleverage; however, their 
argument goes, the fact that we have not observed a meaningful increase in capital targets 
consistent with the magnitude of the COVID shock implies that banks have de facto used 
their buffers.17  
 
In addtion, we also see another two relevant factors which have not been discussed before but  
could have further limited buffer usuability.  
 
One is the uncertainty around the time available to organically rebuild the buffers. To 
mitigate this concern, supervisors have committed to provide banks with as much time as 
possible to rebuild their buffers in case they used them.18  However, the market generally 
looks through “phase-in” variables and tends to focus on “fully-loaded” ones; in other words, 
what generally matters for the market is just the fact that buffers will have to be replenished 

 
17 However, we note that while this could explain why banks’ medium-run CET1 targets have remained almost 
unchanged relative to their pre-COVID levels, this view probably underestimates the impact that the 
combination of prudential, fiscal and monetary actions—on an unprecedented scale—may have had in making 
COVID-related expected losses manageable for the banking system. 

18 In the Eurozone, the ECB has announced that it did not expect banks to operate above the level defined by 
their CBR/P2G earlier than end 2022 (ECB, 2021c). 
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to reduce the usefulness of any peer comparison: a lower net income (relative to peers) on the 
back of higher provisions could imply a comparatively worse credit quality profile, but it 
could also reflect a more prudent (or risk-averse) approach to loss recognition. Depending on 
which of the two alternatives the analyst chooses, a bank’s post-crisis outlook may be 
diametrically different. For this reason, it is only by looking at the bank’s “normalized” 
trends once the crisis is over, that an analyst would be able to properly assess a bank’s 
fundamental value. For our analysis, we then calibrate our analysis with the longest-dated 
expectations data available (3-year forward or FY3)24 across all relevant variables, which we 
collect from Bloomberg as of January 2021.  
 
One important exception is CET1 capital. We do not use Bloomberg consensus expectations 
because it mixes “phase-in” with “fully loaded” CET1 ratios (we are interested in the latter). 
For this variable, we use instead banks’ own-declared targets for their medium-term CET1 
ratios, which we have collected directly from each bank’s quarterly / half-year results 
presentations and/or relevant transcripts from bank management presentations, both post- and 
pre-COVID (end-2020 and end-2019, respectively).25 In the few cases in which no targets 
were available as of late January 2021, we used their latest reported fully-loaded CET1 
ratios. Figures 1 (right-hand-side exhibit) and 4 show banks’ own medium-term targets and 
market consensus, ranked by their P/CET1 multiple and grouped per quartile. 
 
Furthermore, we have also collected bank-level CET1 requirements (for which we focus on 
the level defined by the MDA), including the detail of any potential changes across the 
different layers of a bank’s capital structure (Pillars 1 and 2, as well as at or within the CBR), 
at two different points in time: end-2019 (as a proxy for pre-COVID requirements) and end-
2020 (as a proxy for post-COVID requirements). Mixing CET1 targets and requirements, 
both pre- and post-COVID, allows us to estimate the evolution of discretionary management 
buffers (defined as the gap between a bank’s medium-run CET1 target and its MDA) per 
bank throughout the COVID crisis, as well as to capture any cross-country heterogeneity in 
the way national/regional authorities reacted to the COVID shock. 
 
Our analysis is based on data from 71 listed banks across 23 countries and 5 continents, with 
an overall market capitalization of $2.8 trn, which corresponds to around 60 percent of the 
global banking system. The rationale for the size and composition of our sample is as 
follows. We started with the sample of banks that were used to run IMF’s Global Stress Test 
round in 2020 (IMF, 2020). We then identified those banks with FY3 market expectations 

 
24 At the time of our cut-off date, most banks had yet to report their 2020:Q4 results (i.e., FY1 = 2020). The 
only exception were US banks that had just finishing reporting. 

25 There are other important reasons for compiling CET1 targets this way instead of using Bloomberg’s. Given 
there is the expectation for large regulatory impacts beyond 2022 (the full implementation of Basel III, a.k.a 
“Basel IV,” is expected for early January 2023), and that bank disclosures about these and other (operational, 
regulatory or legal) expected impacts are not done in a homogeneous way across the sector (often not even 
within the same jurisdiction), it’s unclear whether Bloomberg-compiled targets fully capture all available 
information in a comparable way. Instead, a bank management’s guidance/target on their CET1 fully-loaded 
ratios is likely to be a better measure of the bank’s steady-state CET1 ratio given it should incorporate all the 
available information to the bank’s management team and to the market. 






































































































