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Banks | Have Lessons Been Learnt?

Even though most banks have built stronger balance sheets since the
global financial crisis, the pandemic has highlighted the ongoing
importance of government support in a systemic shock.

How this will shape 2022

In our base case, we anticipate relatively stable ratings, although risks are more
prevalent than upside potential. Our net outlook bias for the global banking sector
improved significantly, to about positive 1% in October 2021 from about negative
31% in October 2020.

Banks’ balance sheets should stay in reasonably good shape. Most banking
sectors emerged from the global financial crisis better capitalized (see chart 35)
and more liquid than before, with significantly improved asset quality (see chart
36). Stronger capitalization progressively built up over the past 10 years has helped
banks cope with weaker operating conditions amid COVID-19.

High credit losses and tight interest margins will continue. We expect banks'
credit losses to total about $1.6 trillion in 2021 and 2022, still significantly higher
than before the pandemic (see chart 37). Profitability will remain constrained in
some jurisdictions--especially in Japan and Western Europe--where low interest
rates are hampering revenue growth (see chart 38).

The timing of governments' withdrawal of support hinges on the strength of
economic recovery. Intervention by public authorities has assisted banks both
directly and indirectly. Households and corporations benefited from extensive fiscal
support, which saw global sovereign borrowings reach about $16 trillion; and
monetary policy shifts, leading to ultra-low interest rates. Markets received
massive liquidity support from central banks, including the U.S. Federal Reserve’s
$2.3 trillion lending programs, and the European Central Bank's facilities totaling
over €2 trillion. These initiatives by public authorities reduced asset quality,
funding, and liquidity risks for banks. Banks will cope with the eventual withdrawal
of intervention by public authorities, but the way forward will be bumpy for some.

What we think and why

The pandemic highlights the enduring role of public support in banks’ business
models. However, because COVID-19 is an unusual shock, it does not represent a
reliable blueprint about how public authorities will handle future stress scenarios.
Regulation isn't a substitute for financial aid, if needed occasionally to address a
systemic issue that could affect banks, or potentially to assist individual banking
groups. To support the economies where they operate, banks take on risk--
borrowing money for short timeframes to lend out for longer timeframes--and
operate with a smaller proportion of equity than most nonfinancial corporates.
Regulations can only influence the extent to which banks can play these maturity
transformation and credit creation roles, balancing the economic benefit against
the likelihood of banks needing support in certain stress scenarios.

Bank ratings have scope to solidify at current levels. Noting the significant
turnaround in the net rating outlook bias to +1% from -31%, most banks' credit
profiles look set to stay at current levels. The net outlook bias is unlikely to improve
much, however, and could regress. By comparison, the global corporate sector
showed a net negative outlook bias of about 6% in November 2021. The gap versus
banks is mainly due to government support for households and corporates
ultimately benefiting banks, as well as banks’ diversified loan books, while certain
corporate sectors (e.g. aviation and hotels) are still hampered by COVID-19.
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Without support from the
authorities during the
pandemic, banks would have
fared worse

Chart 35
Tier 1 Ratios By Region - Group 1 Banks
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Source: Basel Committee on Banking Supervision, Bank of
International Settlements. Note: Group 1 banks are those that
have Tier 1 capital of more than €3 billion and are
internationally active

Chart 36

Nonperforming Assets -
Selected G20 Jurisdictions.
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Source: S&P Global Ratings.

e--Estimate. f--Forecast. Nonperforming assets as a % of
systemwide loans.

Chart 37

Estimated Bank Credit Losses of US$1.6
Trillion Over 2021-2022.
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Recovery will be uneven. For about half of the top 20 banking jurisdictions, we
estimate that a return to pre-COVID-19 financial strength will occur by year-end
2022; and for the rest, not until 2023 or later (see chart 39). Some banks in
emerging markets face additional risks, including reliance on external funding,
concentration in economies, or lack of government capacity to provide support.

What could go wrong

Risks could intensify. Key risks for banks include (i) the economic recovery stalling,
(i) high debt leverage in the corporate and government sectors resulting in higher
corporate insolvencies than we expect, and less government support; (iii) disorderly
reflation; and (iv) property sector challenges that vary by jurisdiction, noting current
stress in China and spiking house prices in many markets. Potential positive rating
changes are likely to be constrained. Currently, across developed markets, we see
positive economic risk trends giving a boost to banks in only two jurisdictions
(Ireland and Italy), and positive industry risk trends in three jurisdictions (the U.S.,
Korea, and Australia).

Authorities may mistime their actions. Should monetary, fiscal, and liquidity
support diminish too early, then market disruption or a drawn-out recovery is likely.
This could result in more damage to households and corporates. Public authorities
have to perform a delicate balancing act, however, since measures in place for too
long could also have adverse consequences for banks.

Nonbank sectors could command a larger share of the financial market. As bank
regulations have tightened over the past decade, new unregulated or less-
regulated, nonbank financial institutions (NBFIs) have gained market share. NBFls
now account for almost half of global financial assets according to the Financial
Stability Board, compared with 42% in 2008. Financial risks posed by nonbank
entities are on supervisors' radar, and regulations may well change to cover their
activities.

The lessons of the past may not help banks cope with new risks. Disruption from
new technologies as digitalization of the financial ecosystem evolves, cyber risks,
and markets’ clear focus on ESG factors present risks and opportunities. Yet we
expect the Basel Committee will have limited appetite for another hike in capital
requirements in the next two years, given concerns about banks’ business model
sustainability amid low rates, and a shift in focus to different emerging risks (e.g.
technology and climate related). The importance of risk management culture is an
enduring lesson that banks can take forward.

Chart 39
Banking Recovery Prospects Vary Across Geographies
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