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1. Risk assessment and 
priorities setting process 
at the SSM
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Risk identification and priorities setting process
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What is the Risk Identification and Priorities setting process about…
• The risk-identification and priority-setting process provides an important mechanism for coordinating and

prioritizing supervisory actions across the Single Supervisory Mechanism (SSM) in a harmonized, risk-
based and proportionate way

• A clear set of supervisory priorities transparently communicated to the public also contributes to enhancing
the supervisory impact on banks and ensuring that there is a level playing field.

… and what are its underlying principles:
• On a yearly basis, ECB Banking Supervision performs a thorough assessment of the main risks and

vulnerabilities faced by supervised institutions and sets its strategic priorities accordingly.
• ECB Banking Supervision assesses risks on an ongoing basis and may adapt its supervisory priorities and

actions in line with developments in the economic environment in which the supervised institutions operate.

1. Risk assessment and priorities setting process at the SSM
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Sources: ECB and NCAs.
Notes: Risk drivers and vulnerabilities should not be seen in isolation, as they may trigger or reinforce one another.
Left panel: dots with a white fill denote risk drivers that are expected to increase strongly over the next five years; “ML/TF” refers to money laundering and
terrorist financing; “NPLs” refers to non-performing loans. Right panel: internal vulnerabilities can be addressed by the banks themselves, while external
vulnerabilities refer to the environment in which banks operate.

Risks to banks1 Existing vulnerabilities2 Priorities3

1. Risk assessment and priorities setting process at the SSM

Risk assessment and priorities setting process for 2021
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2. The banking system in 
the current macroeconomic 
environment

6



www.bankingsupervision.europa.eu © 

The euro area economy is recovering swiftly despite continued 
uncertainty related to the pandemic and supply side bottlenecks
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2. The banking system in the current macroeconomic environment

• Economic outlook has improved significantly, and economic activity is projected to recover to its pre-pandemic GDP level by
end-2021, driven by the relaxation of containment measures, increases in vaccination rates and supportive fiscal and
monetary policies.

• However, uncertainty about the future evolution of the recovery persists. Downside risks relate to the possible emergence of
more infectious variants of the virus and reduced efficacy of vaccines or to challenges around the rise in energy prices and
supply chain bottlenecks.

• As a result of the fiscal emergency measures, EA public debt-to-GDP ratio has recently surged to over 100%, while private
debt ratios also remain elevated.
Alternative scenarios for EA real GDP
(2019Q4=100)

Public/private debt ratios in the EA 
(2008Q1-2021Q2)

Sources: Bloomberg via SDW and ECB.

Euro area HICP
(Jan-2018 – Oct-2021; percentage)

Source: Eurostat, ECB calculations.Source: September 2021 ECB staff macroeconomic projections.
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Favorable financing conditions and the economic recovery are sustaining 
debt-servicing capacity, but risks might emerge

Sources: Bloomberg via SDW and ECB.
Last observation: 18 November 2021. 

10y government benchmark bond yield
(percent per annum)

• Sovereign debt sustainability benefits from favourable financing conditions and the economic recovery
• Elevated debt poses medium to long-term vulnerabilities as potential yield spikes can lead to rising valuation risks

and challenge debt-servicing capacity of some borrowers.
• Corporate outlook improved, as earnings rebounded for most sectors while number of insolvencies remained

subdued overall. However, the situation is heterogeneous across sectors and the potential consequences of the
withdrawal of support measures are uncertain.

2. The banking system in the current macroeconomic environment

8

Earnings per share across EURO STOXX sectors
(2007Q1-2021Q3, percentages)

Source: ECB Financial Stability 
Review, November 2021.

-0.2

0

0.2

0.4

0.6

0.8

1

ge
n-

20

fe
b-

20

m
ar

-2
0

ap
r-2

0

m
ag

-2
0

gi
u-

20

lu
g-

20

ag
o-

20

se
t-2

0

ot
t-2

0

no
v-

20

di
c-

20

ge
n-

21

fe
b-

21
m

ar
-2

1

ap
r-2

1

m
ag

-2
1

gi
u-

21

lu
g-

21

ag
o-

21

se
t-2

1

ot
t-2

1

no
v-

21



www.bankingsupervision.europa.eu © 

Capital levels remain well above minimum requirements and 2021
stress test confirms banks’ resilience
• The aggregate capital ratios of significant institutions have significantly improved since the inception of the Single

Supervisory Mechanism (SSM) and remained resilient throughout the pandemic, with Q2 2021 CET1 ratio at
15.6%, up from 12.72% in Q2 2015.

• The 2021 ST results show a system-level CET1R (fully loaded) depletion around -5.2 pp. (from 15.1% to 9.9%)
under the adverse scenario, driven by higher credit and market risk losses and lower NII and NFCI generation.

• This forward-looking exercise confirms the euro area banking system is resilient despite a significantly more severe
adverse scenario (prolonged COVID-19 pandemic in a lower-for-longer interest rate environment) than in 2018.

9

2. The banking system in the current macroeconomic environment

SIs: Projected evolution of CET1R (FL) (percentages)

Source: SSM-wide stress test 2021 – Final results (DG-HOL/STE, DG-MF/STM).
Note: conclusions in the text are drawn from the source presentation mentioned above.

Capital ratio and their components (LHS, EUR bn; RHS, %)

Source: ECB Supervisory Banking Statistics.

https://darwin.escb.eu/livelink/livelink/app/nodes/339579712
https://darwin.escb.eu/livelink/livelink/app/nodes/340679231
https://www.bankingsupervision.europa.eu/press/pr/date/2021/html/ssm.pr210730_aggregate_results~5a1c5fb6bd.en.pdf
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Strong liquidity profile on average, which has steadily improved since 
the inception of the SSM

2. The banking system in the current macroeconomic environment

• Sizeable liquidity buffers confirms the overall strong LCR levels reported by SSM banks (above 170%, on
average), also supported by the exceptional central bank measures.

• Banks reduced reliance on market funding. Higher rates might trigger increased funding cost raising question
about banks missing momentum to adapt their funding structure at lower cost

Source: ECB Supervisory Banking Statistics.

Liquidity coverage ratio (LHS, EUR bn; RHS, %)

Source: ECB Financial Stability Review, May 2020.

High-quality liquidity in euro area banks 
(LHS, EUR bn; RHS, %)
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Profitability rebounded to pre-pandemic level, but remains at low levels
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2. The banking system in the current macroeconomic environment

• After the rebound in 2021Q1, RoE continues around pre-pandemic levels, though still at structurally low levels. à
Recent increase primarily driven by release of credit impairments, NFCI and NTI, while margins remain compressed.

• Concerns around business model sustainability remain elevated and relate to long-lasting structural vulnerabilities
associated with overcapacities and cost inefficiencies persist, even in light of cost-cutting efforts.

• Enhanced and adequate digital transformation strategies would help improve operational efficiency. Needed for BM
sustainability given the shift in customers preferences and the rapid growth of new entrants.

• M&A drivers have been exacerbated by the pandemic, reinforcing the need to improve operational efficiency and
investment capacity. Recent momentum but potential “wait and see” strategies.

Cost-to-income ratioReturn on Equity (RoE) (LHS, pp)

Source: ECB Supervisory Banking Statistics.
Source: ECB Supervisory Banking Statistics.

RoE annualised decomposition

Source: ECB Supervisory Banking Statistics.
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3. Main risks for the 
banking system:
• Credit risk
• Market risk
• Climate and environmental risk
• Cyber and IT risk

12
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3.1. Credit risk

Asset quality remains a key area of concern, also in light of persisting 
credit risk management deficiencies 

Share of loans and advances benefitting from 
COVID-19 support measures at SSM level

• SSM banks’ NPL ratios continued to decrease despite the Covid-19 crisis also thanks to the extraordinary policy
measures (NPL ratio at 2.3% in Q2-21, record low since SSM inception)

• However the increased private indebtedness and the withdrawal of relief measures might lead to a rise in defaults,
particularly in sectors more affected by the pandemic making it essential for banks to address persistent
shortcomings in their credit risk management frameworks (e.g. UTP classification, forbearance flagging etc.).

Non-performing loans by reference period
(LHS, EUR billions; RHS, percentage)

Source: ECB Supervisory Banking Statistics.
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Despite positive market sentiment, banks’ provisioning policies 
should remain cautious

• After a significant increase in Cost of Risk (+21bps) in H1 2020 provision flows returned to pre-pandemic levels and
in H1 2021 CoR reduced by 25bps. Banks expect a further decrease in loan loss provisioning in H2 2021, reflecting
IFRS9 pro-cyclicality and banks’ optimistic forecasts regarding NPLs inflows

• As of July 2021, ca. ¼ of SSM’s SIs already released provisions (mainly Stage 2 reversals) and most remaining SIs
are expected to follow suit going forward

• Adequacy of banks’ provision levels difficult to gauge. But releasing provisions now may leave banks uncovered if
assumptions on economic recovery are overly optimistic and identified gaps are not timely addressed

EU banks annual provision charges, (estim. Aug-21)

Source: Autonomous Research estimates.

3.1. Credit risk

SIs: Share of Stage 2 and Stage 3 loans by 
reference period

Source: ECB Supervisory Banking Statistics.
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• The abundant liquidity and search for yield environment led to an increased risk appetite and looser underwriting 
standards for riskier leveraged transactions for the most active SSM banks

• Commercial real estate (CRE) transactions and prices decreased significantly with retail being worst hit followed 
by offices; potential structural changes might further affect the CRE sector 

• In contrast, continued rise in residential real estate (RRE) prices and robust mortgage lending added to the 
increase in households’ indebtedness and estimated overvaluation of RRE

15

3.1. Credit risk

Pockets of risks building up in leverage lending and real estate sectors

European leveraged loan market debt/EBITDA ratios
Total debt/EBITDA

Source (RHS chart): LCD (S&P Global Market Intelligence), 31 July 2021 (see also link).
Source (middle and LHS charts): November 2021 ECB FSR (link).

RRE developments
Jan-2003 – Sep-2021, %

CRE 12-months ahead rent 
change expectation, Q2-21, %

https://www.bankingsupervision.europa.eu/press/speeches/date/2021/html/ssm.sp210702~cf91f91b62.en.html
https://www.ecb.europa.eu/pub/financial-stability/fsr/html/ecb.fsr202111~8b0aebc817.en.html
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Stretched asset price valuations despite remaining uncertainty and 
underlying vulnerabilities

16

3.2. Market risk

• Valuations in equity markets have buoyed throughout 2021 despite remaining uncertainty and underlying vulnerabilities.
• Monetary policy measures led to a tightening of sovereign yield spreads since the onset of the pandemic. A potential

sustained rise in sovereign bond yields could have an adverse impact on sovereign debt sustainability.
• Spreads on corporate bonds, in particular for the high-yield segments, have fallen below pre-pandemic levels despite

growing vulnerabilities, making them susceptible to price corrections and disorderly deleveraging.
• Current search-for-yield strategies has incentivised banks’ exposure to highly leveraged and less transparent counterparties,

often non-bank financial institutions. The Archegos fallout raised concerns about the potential implications of such practices.

Equity market price developments
(indices, 17.03.2020 = 100)

Corporate bond spreads
(yield spreads in percentage)

Sources: Bloomberg via SDW and ECB staff calculations.
Note: Last observation is 15 September 2021.

10y sovereign bond spreads vs German 
Bund  (yield spreads in percentage)
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Material credit exposures to transition/physical risks translate into 
increasing risks to banks… 

17

Transition risk: EA banks’ loan exposures by 
NACE sector and share of corporate emissions
(exposures: Dec 2020; emissions: 2018)

Physical risk: Share of EA banks’ 
credit exposures to high-risk firms 
(percentages)

Source: ECB FSR, May 2021.

Note: “High-risk firms”
include firms located
in areas already
highly exposed or
increasingly exposed
to physical hazards.

• Transition and physical risks are transmitted to the banking sector via exposures to corporates/households/public
budgets and affect a range of prudential risks – credit/market/operational/liquidity risks and profitability.

• Transition risk: Manufacturing sector exposures represent a major source of climate-related credit risk to banks
given the large share in their loan portfolios and the high carbon emissions of those firms in their value chains.

• Physical risk: Around 30% of
euro area banks’ credit
exposures to NFCs are to
firms exposed to high or
increasing physical risk (high-
risk firms)

• Exposures to high-risk firms 
are concentrated in:
o few countries - ES, IT, 

FR, DE, NL, GR, PT
o few banks – more than 

70% of exposures held 
by 25 banks

3.3. Climate change and environmental risks
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…and major progress still expected from banks to address the 
climate risk challenges*
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Timeliness of banks’ plans to implement the 13 
supervisory expectations set out in the ECB Guide

• Preliminary evidences show that most banks are not aligned or only partially aligned with supervisory
expectations, at the same time there is considerable variation across banks.

• Most progress is reported on the expectations related to the management body, organisational structure and
operational risk management, while the least progress is reported on market risk management, stress testing and
liquidity risk management.

Source: “The state of climate and environmental risk management in the
banking sector” [link]
* Guide on climate-related and environmental risks - Supervisory
expectations relating to risk management and disclosure”, ECB Banking
Supervision, November 2020.

3.3. Climate change and environmental risks

Banks’ alignment with the 13 supervisory 
expectations set out in the ECB Guide

https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.202111guideonclimate-relatedandenvironmentalrisks~4b25454055.en.pdf
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Cyber/IT risks among the top operational risks to financial institutions
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3.4. Cyber and IT risks

• While banks have successfully adapted to the remote working environment, the pandemic has increased cyber risk
threats and challenged banks’ IT resilience, with an increase in reported cyber incidents since 2020.

• While being rather limited so far, high exposure to cybersecurity risks might translate into material losses 9and
reputational risk) going forward.

• Risks related to IT disruptions, remote working environment (e.g., elevated data comprise) and cyber/IT resilience
are perceived as the most important operational risks for the financial sector.

• Due to the increasing outsourcing, banks need to tackle potential concentration effects stemming from the 
increasing reliance on third party providers (e.g., geographical, legal/entity, functionality).

Source: Top 10 op risks 2021, Risk.net/Baker 
McKenzie, March 2021.

Top 10 operational risks 2021

Source: ECB cyber incident reporting framework.
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https://www.bankingsupervision.europa.eu/press/publications/newsletter/2021/html/ssm.nl210818_3.en.html
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Main takeaways

• SSM SIs have been able to withstand the adverse economic shock caused by the Covid-19 pandemic 
and have remained well capitalised and capable of supporting lending, also thanks to the 
unprecedented policy measures.

• While improvements in macro-economic conditions have reduced some of the risks to the European 
banking sector, uncertainties related to the evolution of pandemic and the supply chain bottlenecks still 
persist

• SSM SIs’ asset quality remains an area of concern as the full impact of the pandemic may not have 
yet materialised calling for further improvements in their credit risk management, incl. provisioning 
practices

• The combination of historically low yields and elevated valuations raise concerns about a potential 
repricing of risk in the financial markets

• Banks’ structural vulnerabilities related to the sustainability of their business models have been 
exacerbated by the Covid-19 crisis and require effective and timely action

• Banks should also increase their efforts to mitigate emerging and evolving risks, for example in the 
area of climate-related and environmental risks and IT/cyber risk.


