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EUROPEAN MACROECONOMIC STRESS TESTING

Abstract

The forces of deregulation, financial innovation, internationalization and the
increasing competition have changed rapidly the banking system during the last years.
In the new financial environment, the banking sector plays a dominant role in the
smooth function of financial systems. Recently, the banking system has been at the
heart of the global financial crisis and, therefore, the prudential assessment of the
banking institutions is important in order to prevent systemic crises.

The monitoring of the banking institutions is related closely with the financial
stability. The central banks, the supervisory authorities and the management of the
financial institutions show particular interest in ensuring the necessary conditions for
the normal operation of the financial systems. In this framework, the assessment of
the resilience of the banking systems to hypothetical adverse macroeconomic
environment is attempted. A risk management tool for the evaluation of the
consequences of the macroeconomic volatility has become the macro stress testing, a
methodology that has been widely used by International Monetary Fund and the
European Banking Authority.

Our research includes macroeconomic stress tests for the 15 EU banking
systems. The objective is, firstly, the specification of the macroeconomic variables
that affect the credit quality of the banking institutions and, secondly, the application
of adverse values in order to estimate the change in the credit quality ratio. For this
purpose, regression analysis is performed among loan loss provisions (LLPs) and
macroeconomic variables such as GDP, gross national income, unemployment rate,
foreign direct investment index, current account balance and inflation. In general, the
results indicate that the macroeconomic environment affects the LLPs in different
ways and intensity for each bank and each country.
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