ACPR

BANQUE DE FRANCE

Débats economiques et financiers
N° 26

Back-testing European stress tests

— —_—

B. Camara, P. Pessarossi and T. Philippon



SECRETARIAT GENERAL DE L’'AUTORITE DE CONTROLE
PRUDENTIEL ET DE R,ESOLUTION
DIRECTION DES ETUDES

Back-testing European stress tests*

B. Camara*, P. Pessarossi* and T. Philippon**

January 2017

Les points de vue exprimés dans ces Débats Econesigt Financiers n'engagent que leurs auteurs et
n'expriment pas nécessairement la position de BAté de Contrdle Prudentiel et de Résolution. Ce
document est disponible sur le site de [I'Autorite dContrdle Prudentiel et de Résolution :

www.acpr.bangue-france.fr

The opinions expressed in the Economic and FinaBiszussion Notes do not necessarily reflect viefvs
the Autorité de Controle Prudentiel et de Résofutibhis document is available aMww.acpr.banque-

france.fr

* Autorité de Contrble Prudentiel et de Résolution
** Stern School of Business, New York University, NB&fl CEPR

! Emails (in alphabetical order):boubacar.camara@acpr.banque-france.fr; pierre.pessarossi@acpr.banque-
france.fr; tphilipp@stern.nyu.edu




Back-testing European stress tests

Abstract: We provide a first evaluation of the quality of banking stress tests in the European Union. We use
stress tests scenarios and banks’ estimated losses to recover bank level exposures to macroeconomic factors. Once
macro outcomes are realized, we predict banks’ losses and compare them to actual losses. We find that stress
tests are informative. Model-based losses are good predictors of realized losses and of banks’ equity returns around
announcements of macroeconomic news. When we perform our tests for the Union as a whole, we do not detect
biases in the construction of the scenarios, or in the estimated losses across banks of different sizes and ownership
structures. There is, however, some evidence that exposures are underestimated in countries with ex-ante weaker
banking systems. Our results have implications for the modeling of credit losses, quality controls of supervision,

and the political economy of financial regulation.

Keywords: stress test, credit losses, back-testing

JEL Classification: E2, G2, N2

Test de la validité des stress tests européens

Nous apportons une premiére évaluation de la qualité des stress tests bancaires dans 1’Union européenne. Nous
utilisons les scénarios et les pertes estimées des banques pour récupérer les expositions des banques aux facteurs
macroéconomiques. Une fois que les facteurs macroéconomiques sont réalisés, nous prédisons les pertes des banques
et les comparons aux pertes réalisées. Nous trouvons que les stress tests sont informatifs. Les pertes modélisées
sont de bons prédicteurs des pertes réalisées et des rendements de marché des banques & I'annonce de nouvelles
macroéconomiques. Lorsque nous effectuons nos tests pour I’Union entiére, nous ne détectons pas de biais dans
la construction des scénarios, ou dans les pertes estimées pour des banques de tailles et de structure de propriété
différentes. Il y a, cependant, des éléments montrant que les expositions sont sous-estimées dans les pays ou les
systémes bancaires sont les plus fragiles ex-ante. Nos résultats ont des implications pour la modélisation des pertes

de crédit, I’assurance qualité de la supervision, et I’économie politique de la régulation financiére.

Mots-clés: stress test, pertes de crédit, back-testing

Classification JEL: E2, G2, N2



Non-technical summary

Research question

Stress tests have become one of the major tools in banking supervision. They have implications for
bank capital levels and/or dividend policies. Moreover, they mobilize large human and financial
resources among regulatory authorities and banks. Yet, there has not been any systematic analysis
of the ex-post validity of stress tests. We propose a novel approach to back-test the results of this
exercise using the 2014 EBA stress test.

Methodology

To back-test the parameters used by banks in the stress test exercise, we estimate a model of credit
losses using the scenarios of the stress tests and banks’ projected losses. In a second step, we use
the realized macroeconomic factors to predict banks’ expected credit losses. We then compare
these predicted losses with banks” actual losses. We also perform an event-study to check whether
banks’ equity returns are correlated with model predictions when a piece of macroeconomic news
is released. Thirdly, we construct a stress test market factor where market returns are weighted
by bank sensitivities to the macroeconomy as revealed by the results of the stress test. Finally,
we analyze whether model prediction accuracy depends on banks’ size, government ownership and
country of origin.

Results

We find that stress tests are informative. The model is able to properly predict banks’ actual losses.
Secondly, we find that losses predictions after the release of macroeconomic news are correlated
with banks’ equity return. Thirdly, the stress test market factor has a strong explanatory power of
stock returns. Finally, model accuracy depends on banks’ country of origin: banks from countries
with weaker(stronger) banking systems tend to under(over)-predict losses with their stress test

models.



Résumé non-technique

Question de recherche

Les stress tests sont devenus un des outils majeurs de la supervision bancaire. Ils ont des im-
plications sur les niveaux de capital des banques et/ou leur politique de dividendes. De plus,
ils mobilisent des moyens humains et financiers conséquents pour les régulateurs et les banques.
Cependant, il n’existe pas d’analyse systématique de la validité ex-post des stress tests. Nous
proposons une approche innovante pour tester la validité rétroactive de cet exercice a partir du
stress test de ’ABE de 2014.

Méthodologie

Afin de tester la validité des parameétres utilisés par les banques dans ’exercice de stress test, nous
estimons un modele de pertes sur les crédits a partir des scénarios des stress tests et des projections
de perte des banques. Dans une seconde étape, nous utilisons les réalisations des facteurs macroé-
conomiques pour prédire les pertes anticipées des banques sur les crédits. Nous comparons ensuite
ces pertes prédites avec les véritables pertes des banques. Nous réalisons également une étude
d’événement pour vérifier si les rendements boursiers des banques sont corrélés avec les prédictions
du modéle quand une nouvelle macroéconomique est publiée. Troisiemement, nous construisons
un facteur de marché de stress test oul les rendements de marché sont pondérés par la sensibilité
des banques a la macroéconomie telle que révélée par les résultats du stress test. Enfin, nous
analysons si la précision des prédictions du modéle dépend de la taille, du contréle public et du
pays d’origine des banques.

Reésultats

Nous trouvons que les stress tests sont informatifs. Le modéle est capable de prévoir correctement
les pertes réalisées des banques. Deuxiémement, nous trouvons que les prédictions de pertes aprés
la publication de nouvelles macroéconomiques sont corrélées avec les rendements boursiers des
banques. Troisitmement, le facteur de marché de stress test a un pouvoir explicatif fort des
rendements boursiers. Enfin, la précision du modéle dépend du pays d’origine des banques : les
banques originaires de pays dont le systéme bancaire est plus fragile(résistant) ont tendance a

sous(sur)-estimer leurs pertes avec leurs modéles de stress test.



Introduction

Stress tests have become a major tool of banking supervision in the United States and in Eu-
rope. Regulatory stress tests are used to set bank capital levels and validate dividend policies.
Stress testing exercises mobilize large human and financial resources among regulators and bankers.
Regulators need to design the scenarios, run their own models, and monitor closely the answers
provided by the banks. The banks, on the other hand, allocate considerable time and effort to
comply with the guidelines and estimate their losses at a fairly granular level.

Yet, despite the clear importance of stress tests, their quality has not yet been formally tested.
In fact, the data from the tests are typically used only once, to assess the health of the banks.
Stress tests data, despite their richness and granularity, have not been used for further research.
The issue, of course, is to figure out a way to use the data, since the scenarios of the stress tests
(almost) never actually happen. The central scenario should be close to the realized one on average
but that is not very useful since we are precisely interested in deviations from this central scenario.
The adverse scenarios, on the other hand, are more interesting but they are, by definition (and
thankfully) usually far from the realized one.

Our goal in this paper is to provide a first assessment of the quality of stress tests in Europe.
We want to know whether stress tests results provide reliable information for regulators on the
resilience of banks. To do so, we propose an approach in two steps. In a first step, we use
the European stress test results to estimate bank loss rates sensitivity to macroeconomic shocks.
Once we obtain these sensitivities, we compute loss rate predictions under actual macroeconomic
outcomes. These predicted loss rates can then be backtested using actual market and accounting
data.

European Stress tests require banks to model loss rates on their credit exposures under a
baseline scenario and under an adverse scenario. These scenarios cover all countries from the
European Union. Banks report their projected losses in all countries where they have significant
exposures. We use the data from the exercise (i.e. the scenarios for macroeconomic factors —
GDP growth, inflation, and unemployment rates — and loss rate projections reported by banks) to

estimate banks’ sensitivity to macroeconomic shocks.



We obtain sixth main results. First, a simple logistic-linear model of bank loss rates fits the
stress data well. Second, stress tests scenarios are not biased in favor of countries with ex-ante
fragile banking systems. Third, model-estimated losses are unbiased predictors of realized losses
across all the banks in our sample, and for small and large banks separately. Fourth, the 2011
stress tests did not have the same quality as the 2014 stress tests, consistent with the theoretical
prediction of e Castro et al. [2014] that a common backstop (however incomplete) allows regulators
to perform more informative stress tests. Fifth, however, we find some evidence that estimated
exposures are under-estimated in countries with ex-ante fragile banking sectors. Finally, we show
that our estimated exposures predict the cross sectional variation of bank stock returns after
macro announcements, which shows that market participants agree with our model’s predictions
(we cannot tell, however, if they learned the exposures from the stress tests themselves, or if they

knew them all along).

Overview of the EBA 2014 stress tests In 2014, the European Banking Authority (EBA)
conducted Euro-wide stress tests on 123 banks covering approximately 80% of total banking assets
in the EU [EBA, 2014].! The EU-wide stress test was coordinated by the EBA across the EU
and carried out in cooperation with the European Systemic Risk Board (ESRB), the European
Commission, the European Central Bank (ECB), and the relevant national regulators. The various
tasks involved in the stress tests were split as follows. The ECB was responsible for the overall
quality assurance and for the asset quality review that provides the starting point of the stress
test. The ESRB and the European Commission provided the underlying macroeconomic scenarios.
The EBA developed the common methodology and ensured the disclosure of the results. The ECB
and the national authorities could decide follow up actions.

The starting point of the stress test is the balance sheet of banks at end of December 2013.
Two macroeconomic scenarios are constructed for the 2014-2016 horizon: a baseline scenario, and
an adverse scenario. Macroeconomic and financial variables (real GDP growth, HICP inflation,

unemployment, interest rates, stock prices, house price and funding) are projected in the adverse

I The total assets of banks participating to the exercise represent almost 22 trillion (approximatively 82% of the
banking system covered).



scenario in terms of deviations from the baseline scenario. Each bank must then apply the shocks
of the scenario to its portfolio and to generate credit, market and funding losses.

Under the adverse scenario the average CET'1 ratio decreases by 3 percentage points. The CET'1
capital decreases by 182 billion whereas loan losses represent 362 billion. 25 institutions failed to
the Comprehensive Assessment (Asset Quality Review and Stress Test). The corresponding capital

shortfall amounted to 25.2 billion.

Literature Review There is a growing theoretical literature on assets quality reviews. Goldstein
and Sapra [2014] review the literature on the disclosure of stress tests results. Several recent
papers study specifically the trade-offs involved in revealing information about banks’ balance
sheets. Goldstein and Leitner [2013] focus on the Hirshleifer [1971] effect: revealing too much
information destroys risk-sharing opportunities between risk neutral investors and (effectively)
risk averse bankers. These risk-sharing arrangements also play an important role in Allen and
Gale [2000]. Shapiro and Skeie [Forthcoming| study the reputation concerns of a regulator when
there is a trade-off between moral hazard and runs. e Castro et al. [2014] study a model of optimal
disclosure where the government trades off Lemon market costs with bank run costs, and show
that a fiscal backstop allows government to run more informative stress tests. Schuermann [2012]
analyzes the design and governance (scenario design, models and projection, and disclosure) for
more effective stress test exercises. In the prolongation, Schuermann [2016| particularly determines
how wartime stress testing can be adapted to peacetime concerns in order to insure adequate
lending capacity and other key financial services.

Most empirical papers on stress tests focus on the information content at the time of disclosure,
using an event study methodology to determine whether stress tests provide valuable information
to investors. Petrella and Resti [2013] assess the impact of the 2011 European stress test exercise.
For the 51 banks with publicly traded equity, they find that the publication of the detailed results
provided valuable information to market participants. Similarly, Donald et al. [2014] evaluate
the 2009 U.S. stress test conducted on 19 bank holding companies and find significant abnormal
stock returns for banks with capital shortfalls. Candelon and Sy [2015], Bird et al. [2015], and

Fernandes et al. [2015] also find significant average cumulative abnormal returns for stress tested



BHCs around many of the stress test disclosure dates. Flannery et al. [2016] find that U.S. stress
tests contain significant new information about assessed BHCs. Using a sample of large banks with
publicly traded equity, the authors find significant average abnormal returns around many of the
stress test disclosures dates. They also find that stress tests provide relatively more information
about riskier and more highly leveraged bank holding companies. Glasserman and Tangirala [2016]
evaluate one aspect of the relevance of scenario choices. They show that the results of U.S. stress
tests are somewhat predictable, in the sense that rankings according to projected stress losses in
2013 and 2014 are correlated. Similarly, the rankings across scenarios in a given year are also
correlated. They argue that regulators should experiment with more diverse scenarios, so that it
is not always the same banks that project the higher losses.

Our paper differs from the existing literature in that we attempt to directly evaluate the
accuracy of the tests. Kovner and Philippon [2016] undertake the same exercise with U.S. CCAR
data. CCAR and EBA stress tests share a common purpose but differ greatly in details, as
discussed in Kovner and Philippon [2016]. For the purpose of this paper, the most important
difference is the fact that EBA tests include one scenario per country, which gives us a lot more

cross-sectional data to estimate and test the model.

1 Model

1.1 Estimating loss rates sensitivity to macroeconomic factors

We want to use the data released during the stress tests to estimate banks’ exposures to macroe-
conomic shocks. Stress tests require banks to model loss rates on their credit exposures under
a baseline scenario and under an adverse scenario. These scenarios cover all countries from the
European Union.? Banks report their projected losses for their main countries of exposure.

The first point to understand is that what we call a “scenario” is in fact a set of scenarios
because each country in the EU is subject to different macro-economic scenario. The units of

observation in our model are therefore:

2These scenarios also cover a large list of countries outside the EU but only for two macroeconomic factors:
GDP growth and inflation. We do not include countries outside the EU in our analysis.



name of the bank i € [1 : 122]

scenario s € {baseline, adverse} and projection year ¢t = {2014, 2015, 2016}

country of operation j € [1 : 28]

portfolio p € {retail, corporate}
We can define a scenario as follows

Definition 1. A scenario s is a sequence of vectors representing the macroeconomic factors in

country j at time t.

In our application, we will use the macro-variables g;,, 7, and Auj’t, where ¢ is the growth

rate of real GDP, 7 the inflation rate, and Au the change in the unemployment rate, in country
J at time ¢ under scenario s. Given the correlation between these macroeconomic variables, we
assume that banks are exposed to a one-dimensional factor which is a linear combination of the

three macroeconomic variables:

S
9jt
s __
= a@ o] |

S
Aus,

where ¢f, ¢f and ¢ are the factors’ loading of the first component in a principal component

analysis on g3, 7, and Auj,. We have also estimated a model with only growth and inflation

and the results are essentially unchanged, with slightly larger standard errors.

Definition 2. The results of the stress tests is a set of loss rates [, representing the losses for

portfolio p of bank 7 in country j at time ¢ under scenario s.

The majority of banks included in the stress test have branches or subsidiaries in several
countries so we have several exposures per bank. Finally, a model is a mapping from scenarios to

loss rates
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Definition 3. A model of portfolio losses is a mapping from scenarios y;, to results [},

L . s
lz’,j,t = Fpi; (yj,t)

It is clear that different portfolios (retail, corporate) have different sensitivities to macroeco-
nomic factors, so the mapping needs to depend on p. In theory, we could imagine that the credit
loss rate sensitivity to macroeconomic shocks could also depend on the specific {bank, country}
pair. For instance, it is conceivable that the retail portfolio of BNP in France has a different
sensitivity to French GDP than the retail portfolio of BNP in Italy to Italian GDP. On the other
hand, if we do not restrict the model, we would potentially end up with 28 (countries of exposure)
%122 (banks) = 3,416 degrees of freedom. We therefore estimate the following specification for

losses on portfolio p:

S7p
Lyt p P D s $,p
log 17, a; + 58 x Hj X Yo T €50 (1)
7,J,t

We allow for bank fixed effects. The macro-sensitivity has two components. The 28 country-specific
9;’ capture differences in legal systems, recovery rates, extent of recourse, collateral repossession,
etc. The 122 bank-specific 5 capture systematic differences in risk management across banks,

among other characteristics.

1.2 Using the model to predit actual outcomes

The second step of our analysis is to use the estimated model to predict actual outcomes. We

consider two sets of outcomes: realized losses and stock returns.

1.2.1 Realized losses

Let Y, = {yj,t}j=1‘.2s be the actual realization of the global factor of macro variables. The key idea
of our back-testing exercise is to use Y to predict actual losses. One issue is that the disclosure of
realized losses is not as granular as the disclosure of stress tests projections. In particular, banks

report consolidated losses, across their various subsidiaries. We therefore aggregate our predictions



from equation (1) up to the bank/portfolio level:

28 exp <ap + Brer - y‘,t>
E[L2, V] =% L < EXPY (2)
j=1 1 + exXp (OAéf + ﬁf@? . yj7t>

where EX P, ; is the outstanding exposure of bank ¢ to country j .3 These predictions can then be
backtested against realized losses by running the following regression:
Lt E[L7, | Y]

:a0+(5

-_— _— = it 3
Loans; EXP, + i (3)

where Lﬁ , are the realized losses in portfolio p of bank 7.

1.2.2 Macro News and Stock Returns

Comparing our predictions to realized losses is the most natural way to assess the reliability of the
stress test, but this approach suffers from limited statistical power: we have to wait for the macro
scenario to materialize and then we only get one observation per bank.

To overcome this limitation, we also compare market reactions to macroeconomic releases
as a function of our estimated exposure. The change in loss expectation is computed as the
difference between loss expectation with the macroeconomic news and the loss expectation with
the economists’ consensus provided by Bloomberg. Consider the release of a macro series at time
7. Let y;,- be the consensus just before the release, and let y; .+ be the consensus just after the

release. According to our model, the change in the expected losses for bank i is given by

28 exp (ézf + Bféf . yj,T+> exp (ézf + Bféf . yj,r)

i1 \ 1+ exp (df + B0 - yj77+) 1+ exp (df + B0 - yj,r—>

ATE [LZ 7—} -

)

x EXP;  (4)

3 Because the model is non-linear, we need to correct a potential bias due to Jensen’s inequality. Since the bias
depends on the properties of the error term in (2), we proceed as follows. First, we regress the stress test loss rates
on the same right hand side factors in equation (1) and obtain the fitted values. Second, we regress the log of the
odd ratio exactly as in (1). We obtain the fitted values and compute the fitted loss rates with the inverse logit
function. Finally, we regress the former fitted loss rates on the latter. The coefficient of this last regression gives us
an estimate of the bias due to non-linearity. Note that this approach is designed in such a way that the coefficient
is exactly one if we test the model in sample, i.e., in the stress test data. We find a relatively small bias of 1.06.
We adjust accordingly all model predictions in the paper by multiplying them by 1.06.
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The predicted losses can then be compared to the excess return of bank ¢ at time 7:

AE[L;,]

Tir = OO

+ 197— + Eir (5)

where C'ET'1; is the core equity tier 1 of bank .

2 Data

We gather four sets of data: the EU 2014 stress test results, accounting data on realized losses,
macroeconomic news, and equity returns. In the last section of the paper, we also study the 2011

stress tests.

2.1 Stress Test Data

Our main data set consists of the publicly disclosed European stress test results on 123 European
banks.* One bank did not have any material exposure to retail and corporate customers and is
thus not included in our framework. The stress test is divided in different blocks reflecting the
main risks in banks’ balance sheets. We focus on the credit risk block as it discloses a very rich set
of data to estimate bank sensitivity to macroeconomic shocks: credit exposures by asset classes
and country as well as associated loss rates in each scenario/year.

We focus our analysis on corporate and retail portfolios which represent by far the largest share
of bank credit activities. Each bank breaks down its credit exposures up to the 10 countries of
exposure in its banking book. For each country of exposure we have information on bank loss
rate in years 2014, 2015 and 2016 under two scenarios defined by the EBA: a baseline scenario —
which reflects the expected macroeconomic conditions to be realized in the country of exposure in
the next 3 years — and an adverse scenario — which reflects an extreme but plausible deterioration
in macroeconomic conditions over the same period. For bank 7 in country j we therefore have 6
predicted loss rates for the retail portfolio, and 6 for the corporate portfolio.

The stress test was carried out under a general principle of static balance sheets, assuming

4See www.eba.europa.eu/risk-analysis-and-data/eu-wide-stress-testing /2014 /results
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no asset growth over the 3 years horizon of the test and that maturing assets are replaced with
similar exposures in terms credit quality and maturity. No replacement or write-down of defaulted
assets was allowed. Some banks, however, had a restructuring plan approved by the European
commission before December 2013. These 32 banks received state support (e.g. government
recapitalization) in the aftermath of the 2008 financial crisis. These banks were authorized to
apply a dynamic balance sheet assumption for the troubled assets they were supposed to cut-off
under the restructuring plans. We therefore exclude them from our backtesting analysis.

Table 1 presents summary statistics for the scenarios and for the credit loss rates. The baseline
scenario has a positive average growth of 1.92%, and a slight decrease of 0.30 p.p. in the unemploy-
ment rate. In the adverse scenario, real GDP growth is negative -0.92% and the unemployment
rate increases by 0.79 p.p. Inflation is 1.56% in the baseline and 0.49% in the adverse scenario.
As expected, loss rates are much higher in the adverse scenario. The median loss rate is 0.33% in
the baseline scenario and 0.60% in the adverse scenario, while the mean loss rates are 0.59% and

1.00%, respectively.

2.2 Macroeconomic Data

We use two types of macro data: realized series, and announcements. To predict credit losses,
we collect harmonized macroeconomic series for EU countries for 2013, 2014 and 2015 from S&P
Global Market Intelligence.

Data on macroeconomic news — which we define as announcements above or below consensus
— are from Bloomberg. We collect the date, country, nature of the macroeconomic announcement
and the consensus forecast (which is the median of a panel of economists’ forecast). We find
2,148 announcements about GDP growth, inflation and unemployment rates in 2013 and 2014.
We compute the macroeconomic surprise as the difference between the actual published figure
and the forecast. We then eliminate the observations where there is no surprise (actual equals
consensus) or where the consensus is not available. Our final set of announcements contains 949

macroeconomic surprises.
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2.3 Bank level data

We collect the end of year loan loss provisions and total loans in 2013, 2014 and 2015 from
Bankscope, which covers 92 banks from the stress test exercise. Finally, we collect equity returns
for the 45 listed banks from Bloomberg. We compute the daily return on each announcement date

in our sample (described above).

3 Results

3.1 Estimation of the Model

We start with the principal component analysis to obtain the scalar macro factor y. Table 2 shows
the three principal components with their respective loadings for each variable, their eigenvalue
and proportion of variance explained. As one can expect, the first component loads positively on
real GDP growth and inflation rates and negatively on change in unemployment rate. It is the
only component with an eigenvalue greater than 1. We use the factor loadings of this first principal
component to compute y3,.°

We then estimate the model in equation (1) using the stress test results. We have 3,148 loss
rates observations for the corporate portfolio and 2,760 observations for the retail portfolio. We
estimate the parameters in two steps. First, we set §; = 1 and we estimate 28 95—’ parameters for
the corporate portfolio and 28 67 parameters for the retail portfolio, together with the fixed effects
al.

Table 3 describes the estimation. Table 4 present our estimated country-of-exposure sensitivi-
ties éj, with 0 qnee normalized to one. All coefficients are positive, except for Hungary and Greece
(for the retail portfolio). Sensitivities are fairly similar among the large countries: Germany has 0.9
and Italy 0.84 for the corporate portfolio and 0.72 for the retail portfolio. The United Kingdom,

with coefficients of 0.56 for the corporate portfolio and 0.53 for the retail portfolio, seems to have a

lower elasticity to a global shock than France. As a robustness check, we use a constrained model

5To check the robustness of our results, we tested alternative specifications for y; ¢ using the first two principal
components, the two macroeconomic factors g and 7 and the three macroeconomic factors g, 7 and u. Overall, our
results remain consistent. Tables with these alternative specifications are in the appendix.

13



in which we impose 6; > 0.5. The results are similar and reported in the Appendix.

In the second step, we fix é;’ and we estimate 122 bank-specific 57 parameters for the corporate
portfolio, and 117 7 for the retail portfolio, together with fixed effects of. Table 3 shows that
the model explains about half of the sample variance. Table 4 presents summary statistics about
bank sensitivities ;. The mean is -0.44. Recall that the principal component has a loading on
growth of 0.64., so if growth is 1% lower in France, the loss rate on portfolios of French credit is
28 basis points higher. There is, however, a fair amount of dispersion: the standard deviations are
0.22 for corporate and retail exposures, respectively. Table 4 also the weighted average of /5’1 by
country-of-origin. The weights are given by banks’ credit exposure. In the robustness check with
6; > 0.5 we also impose 3; < —0.2. Our main results are robust to this choice and are reported in

the appendix.

3.2 Are Stress Test Scenarios Biased?

There are two potential biases in a stress test exercise. There could be a bias in the design of the
scenarios, or there could be a bias in the exposures reported by the banks. Given that scenarios
are public, investors can in principle reevaluate stress test results with more severe scenarios if
they wish. In practice, however, this is not necessarily straightforward. In fact, they would need
to estimate banks’ sensitivity just as we do, and then input an alternative scenario.’

Before turning to our main backtesting exercise, it is therefore useful to take a closer look at
the scenarios. Table 5 presents the baseline forecast error, i.e., the realizations in 2014 and 2015
minus the baseline scenario. The baseline scenarios seem a bit pessimistic. Real GDP growth turn
out higher than predicted by 0.24% and unemployment rate lower by -0.48%. Inflation rate on the
other hand is -1.22% below the baseline. Forecasters underestimated the risk of deflation, which is
not altogether surprising given the ex-post commodity price shocks and the longer than expected

ZLB episode.

Next we test for biases across countries. Given that banking sector strength varies in the

SFor the same reason, the existence of a scenario bias is not a direct challenge to our approach as we focus on
estimating banks’ sensitivity to macroeconomic shocks. As long as the baseline and adverse scenarios differ enough,
we should be able to estimate our parameters.

14



European Union, one could worry about more lenient scenarios for countries with weaker banking
sectors. Table 6 shows that this is not the case. We define banking sector ex ante weakness as the
average credit loss rates of the country under the baseline scenario for the corporate (loss?ase’corp )

: base,retail
and retail (loss """

; ) portfolios. These variables are mostly uncorrelated with the baseline

forecast error. The only significant correlation — between loss;’-ase’corp and the baseline forecast
error for GDP growth — is actually positive (40.27), so countries with weaker banking system has
more (not less) pessimistic baseline scenarios.

Finally, we can check the severity of the adverse scenario. The adverse scenario is not a
forecast, but it is an important choice for the regulators. We define scenario severity as the
difference between baseline and adverse scenarios for g and 7 and the difference between adverse
and baseline scenarios for u, so that a higher number indicates a more severe adverse scenario.
Scenario severity for g and 7 is not correlated with banking system fragility. Scenario severity
for u is negatively correlated with banking system fragility, but this is of course what any model
of mean reversion would predict, and we have already seen that the baseline was, if anything,
pessimistic for weak countries. Figure 1 shows that among Greece, Italy, Ireland, Portugal and
Spain, only Greece has a higher realized unemployment rate than the baseline scenario, and by a

small amount.

We conclude, that there is no evidence of bias in the design of macro scenarios.

3.3 Descriptive Statistics

Table 7 presents descriptive statistics on realized losses and returns, together with the model’s
predictions. Bankscope data covers the end-of-year results for 2013, 2014 and 2015. The median
expected losses in the model are close to the median of realized losses in the sample of banks.
Realized losses are more skewed than model-implied losses, so we miss the max and the mean.
The average and median realized equity returns are essentially zero, but with significant cross-

sectional dispersion that our model will seek to explain.
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3.4 Predicted vs. Realized Losses

We start our backtesting exercise by comparing predicted and realized losses. We use realized
macroeconomic figures to predict accounting losses on a yearly basis using equation (2). We com-
pare the predictions with loan loss provisions reported by banks in their profit and loss accounts.
Loss predictions are normalized by bank’s credit exposure as reported in the stress test data and ac-
counting loan loss provisions are normalized by bank loan portfolio at the end of the corresponding
year from Bankscope.

Table 8 shows that the model explain realized losses fairly well. As a benchmark, Column (1)
shows that baseline losses predict actual losses with a coefficient close to one and an R? of 0.29.
We can now ask whether our model brings in additional information relative to these baseline
projections. Columns (2), (3) and (4) show that our model’s predictions improve the fit and
render the baseline insignificant. Column (5), (6) and (7) show that our model explain a large
share of the deviation of realized losses from the baseline. In 2014, our model can predict 43%
of the deviations from the baseline. In 2015, our model explains 21% of the deviation with a
coefficient very close to one.

Our results show that stress tests provide useful information about banks’ exposures, and the
coefficient are close to one, as one would predict if the tests are unbiased.

One drawback of using realized losses is that we have to wait for the data to come in and we
have a relatively small sample. As an additional test, we propose in the next section to compare

market reactions to the change in expected losses based on the announcement of macro news.

3.5 Macro News and Equity Returns

Table 9 compares the change in predicted losses obtained from equation (4) with equity returns
on the day of macroeconomic announcements. The change in expected loss is the difference be-
tween the expected loss after the macroeconomic release and the expected loss under the last
economists’ consensus provided by Bloomberg. Our sample includes only 45 listed banks, but
many announcements.

Columns (1) of Table 9 shows that changes in expected losses predicted from the model are
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indeed negatively correlated with banks’ equity returns, controlling for the Eurostoxx 600 market
return. The coefficient is significant at the 1% level. The effects seems also economically significant
as an increase in 1 p.p of expected losses over CET1 leads on average to an equity return decrease
of -0.3 p.p. As an alternative to the market return, column (2) to (4) include event-date fixed
effects. The results show that our estimated model can predict the cross-section of equity returns.
Columns (4) and (5) show that country of origin and bank fixed effects do not affect our results.
These results show that stress tests are informative and that market participants use a pricing
model that is consistent with the one that we propose. At this point, we do not have a way to

know whether markets learn from the stress tests or whether they simply agree with the results.

4 Additional Market-Based Evidence of Informativeness

In the previous section we used an event study approach based on macro news to test the prediction
of the model. This allowed us to increased the number of observations from about 180 to about
5,000. We now explain how we can increased the number of observations by using all daily returns,
and not only the ones linked to releases of macroeconomic news. The idea is to create a bank-
specific market factor using our estimated banks’ exposures and the daily returns on broad stock
indexes in the 28 countries of exposures.

Stress test results allow us to estimate bank vulnerability by country of exposure. An additional
way to test our model is then to compute a bank-specific factor using market indexes weighted by
the bank-specific sensitivity to macroeconomic shocks. The advantage of this approach is that we
can use all daily market returns, which brings the number of observations to about 23,000.

The question then is how to estimate the market specific factor. We have done it in two ways,
first using our previous estimates of macro-elasticities. The other way, which we report below, is
simpler and we find it particularly useful because it is a non-parametric test of the stress-test data.
It does not rely on our estimation of the elasticities or on the functional form of equation (1). To
save space we only report the non-parametric results. The results using estimated elasticities are
similar and available upon request.

Our non-parametric bank-country exposure BH is simply the relative losses in the adverse and
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baseline scenarios, normalized average of all banks for the same country of exposure:

adverse
23 i7j7t
t=1 7 baseline

Bi,j = 3 ,Z‘Zfiverse <6)

23 2,7,t
t=1 baseli
EZ_L baseline

1,55t

where L is the amount of losses of bank ¢ in country j in year ¢ under the corresponding scenario.
The stress test market factor can then be computed as a weighted average of country market equity

returns:
28 7 m
ST Zj:l ﬁ@j X EXPZJ X TjT

o 258:1 Bij x EXP,;

(7)

where 77" is a domestic market return and FX P is the credit exposure. To test the information
content of all the elements of the stress test, we also construct a factor using only the exposures
(setting all 5’s to one), which we call the simple exposure-weighted factor.

Table 10 compares our stress test market factors to other market factors using daily returns
in 2013 and 2014. We use a broad index (Eurostoxx 600), the simple exposure-weighted factor,
and the sensitivity-exposure-weighted factor from equation (6). Column (2) shows that using
exposures weights double the R?. Column (3) shows that our stress test market factor has a higher
coefficient and a smaller standard error than other factors. Columns (4) to (6) show that the
sensitivity-weighted factor renders the other factors insignificant and is robust to fixed effects.

This robustness exercise confirms, using a different methodology, that the stress test contains
valuable information on banks’ sensitivity to shocks. The information goes beyond the simple
exposure of a bank to a particular country. For a given exposure, the stress tests seems to correctly

identify the relative sensitivities of banks.

5 Heterogeneity in Model Prediction Accuracy

So far, we have shown that, across our entire sample, stress test results contain accurate information
about banks’ exposures. This does not mean, however, that there is no bias for a subset of banks.

This is what we now test.
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To explore the heterogeneity in model prediction accuracy, we rank the deviation between
realized and predicted losses according to three dimensions: bank size, government ownership and
country of origin. Table 11 shows the results of our benchmarking exercise. We compute the model
bias as the difference between loan loss provisions over total loans and the model loss predictions

over total exposures minus the mean deviation in the sample of banks.
e Bank Size

Bank size is much discussed in the literature. Models of regulatory capture, for instance,
emphasize that large banks can exert more influence on their regulators. At a more technical level,
larger banks are more likely to rely on internal models. We use two measures of size: absolute,
and relative to the country.

We first sort banks into deciles based on their total assets (from Bankscope). The first column
of Panel A of Table 11 shows the model bias by decile for 2014 and 2015. We do not observe any
systematic bias according to bank size: only the eighth decile shows some significance but the bias
is actually negative, i.e. realized losses are lower than predicted losses compared to the rest of the
sample. We also test for the effect of relative size by classifying banks into size decile based on
their total assets over their country of origin’s GDP. Results reported in the Appendix show again

that model biases are not linked to bank size.
e Government Ownership

Government ownership is an information directly available in the stress test data. There are 9
government-owned banks that we can match with Bankscope data. Panel B of Table 11 shows the
model bias for both groups. Again, we find no bias. If anything, we find that banks controlled by

government have a conservative bias.
e Country of Origin:

Finally, Panel C of Table 11 presents results by country of origin. Here the amplitude of the
deviation between countries is much greater, and we find some evidence of biases, in the case of

Italy, and to a lesser extent, Spain.”

"Finland, Hungary, Ireland, Latvia, Malta, Norway and Portugal have only one bank represented in our sample.
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Given these results, we then ask if these is a connection between the weakness of the banking
sector and the bias in the stress test results. Table 12 reports the correlation between prediction
errors, scenarios, and banking sector ex ante fragility. The results again show that the scenarios
are not biased. There is no correlation between the deviation of GDP growth from the baseline
and the prediction errors of the model. Note that this is a very useful test of the functional
form that we have chosen because it shows that the biases are not driven by negative (or positive)
macroeconomic outcomes. There is some correlation between unemployment rate errors and model
errors but it is negative so the model over-predict losses when unemployment turns out higher than
expected. So if anything we might have a bit too much non-linearity in our model. In any case,
GDP growth is the most important predictor in practice.

We do find, however, that model bias is positively correlated with banking sector ex ante
fragility. Thus, banks headquartered in a country with a fragile banking sector have on average
higher losses than predicted losses, relative to other banks. It appears that stress test loss estimates
were somewhat lenient in countries with weaker banking system. The correlation is not very high,

and the bias is not overwhelming, but it is statistically significant.

6 Backtesting the 2011 Stress Tests

Our last task is to compare the 2011 and 2014 stress tests exercises. The 2011 exercise was
conducted by the EBA, 21 national supervisory authorities (NSAs), the ECB and the European
Commission. The quality assurance was led by the national supervisory authorities (NSAs) and the
EBA based on historical experience, assessment against peers and against top-down benchmarks.
The main difference between 2011 and 2014 was the degree of involvement and quality control
by the ECB, and the fact that by 2014 Europe had put in place some backstops to be able to
stabilize a country’s banking system if needed. These backstops are still incomplete, but represent
a dramatic improvement compared to what existed in 2011.

The 2011 tests covered 90 banks representing 65% of the European banking system, and least
50% of each national banking sectors measured by total consolidated assets. The tests provided

significant information about sovereign exposures. The results were published on July 15 2011.
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Twenty banks fell below the 5% Core Tier 1 Ratio threshold over the two-year horizon of the
exercise. The shortfall amounted to EUR 26.8 bn.

We backtest the 2011 exercise using the same methodology as before, except that the published
results are less granular than during the 2014 exercise. The data on loss rates were only available
on consolidated basis. Therefore, the estimations of the loss rates sensitivity to the macroeconomic
factors are realized on 3 units of observation namely bank i, scenario s and portfolio p.

The results in Table 13 are markedly different from the ones obtained earlier. We find that
the predictive power is weaker, and that most of it comes from the baseline scenario (table 13,
columns 1, 2, 3, and 4), which itself appears too optimistic (coefficient significantly larger than
one). Deviations from the baseline are not well explained by the model.

We draw three conclusions from this comparison. First, our model is able to tell the difference
between a high quality test and a low quality test. Second, the quality of EU stress tests has
improved over time. Third, these results are consistent with the prediction of e Castro et al. [2014]
that centralized supervision and joint backstops is more likely to provide accurate disclosure of

information.

7 Conclusion

We provide the first independent assessment of the quality of stress tests in Europe. We obtain two
main sets of results. First, we show that a (relatively) simple statistical framework can provide an
accurate description of stress test data, and fairly efficient predictions of realized losses. Moreover,
market participants appear to share this view.

Second, we shed some light on the political economy of stress testing. Contrary to common
wisdom, we do not find any bias in the design of the scenarios, or in favor of large banks and
government-owned banks. We do, however, find some evidence of relatively more lenient exposures’
estimates in countries with relatively weaker banking sectors, consistent with models of forbearance
driven by either macroeconomic risks or reputation concerns. We also document a significant
quality improvement between the 2011 and 2014 tests. Overall, our findings support the view

of e Castro et al. [2014] that centralized banking supervision is more likely to be accurate and
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unbiased.

22



References

Franklin Allen and Douglas Gale. Financial contagion. Journal of Political Economy, 108(1):1-33,
2000. doi: 10.1086/262109. URL http://www.journals.uchicago.edu/doi/abs/10.1086/

262109.

Andrew Bird, Stephen Karolyi, Thomas Ruchti, and Austin Sudbury. Bank regulator bias and the

efficacy of stress test disclosures. Working Paper, 2015.

Bertrand Candelon and Amadou Sy. How do markets react to stress tests? IMF Working Paper,
2015.

Morgan Donald, Stavros Peristiani, and Vanessa Savino. The information value of the stress test.

Journal of Money Credit and Banking, 46(7):1479-1500, 2014.

Miguel Faria e Castro, Joseba Martinez, and Thomas Philippon. Runs versus lemons: Information

disclosure and fiscal capacity. 2014.
EBA. Results of 2014 EU-wide stress test. Technical report, European Banking Authority, 2014.

Marcelo Fernandes, Deniz Igan, and Marcelo Pinheiro. March madness in wall street: (what) does

the market learn from stress tests? IMF Working Paper, 2015.

Mark Flannery, Beverly Hirtle, and Anna Kovner. Evaluating the information in the federal reserve

stress tests. FRBNY Staff Report, March 2016.

Paul Glasserman and Gowtham Tangirala. Are the Federal Reserve’s Stress Test Results Pre-

dictable? Journal of Alternative Investments, 18(4), 2016.

Itay Goldstein and Yaron Leitner. Stress tests and information disclosure. Working Papers 13-26,

Federal Reserve Bank of Philadelphia, 2013.

Itay Goldstein and Haresh Sapra. Should Banks’ Stress Test Results be Disclosed? An Analysis
of the Costs and Benefits. Foundations and Trends(R) in Finance, 8(1):1-54, March 2014. URL

http://ideas.repec.org/a/now/fntfin/0500000038.html.

23



Jack Hirshleifer. The private and social value of information and the reward to inventive activity.

The American Economic Review, 61(4):pp. 561-574, 1971. ISSN 00028282.
Anna Kovner and Thomas Philippon. Back-testing u.s. stress tests. mimeo, 2016.

Giovanni Petrella and Andrea Resti. Supervisors as information producers: Do stress tests reduce
bank opaqueness? Journal of Banking & Finance, 37(12):5406-5420, 2013. URL https://

ideas.repec.org/a/eee/jbfina/v37y2013112p5406-5420.html.
Til Schuermann. Stress testing banks. Wharton Working Paper, 2012.
Til Schuermann. Stress testing in wartime and in peacetime. Working Paper, 2016.

Joel Shapiro and David Skeie. Information Management in Banking Crises. Review of Financial

Studies, Forthcoming.

24



qc

Table 1: Descriptive Statistics of EBA 2014 Stress Test Exercise

Summary of stress test results and scenarios input for credit risk. Loss rate is the flow of new losses over credit exposure for the
retail and corporate portfolios. The scenarios are displayed for 2014, 2015 and 2016. g is the real GDP growth rate under the EBA
scenario. pi is the price inflation under the EBA scenario. u is the unemployment rate under the EBA scenario. Au is the change

in unemployment rate.

Loss rate g T u Au
baseline adverse baseline adverse baseline adverse baseline adverse baseline adverse
N 2,954 2,954 84 84 84 84 84 84 84 84
Min (%) 0.00 0.00 -4.80 -6.30 -0.60 -2.50 4.70 5.00 -4.50 -3.70
Median (%) 0.33 0.60 1.80 -0.80 1.60 0.70 9.45 11.55 -0.20 0.75
Max (%) 7.45 8.87 4.30 2.10 3.40 2.50 26.00 27.10 3.30 3.70
Mean (%) 0.59 1.00 1.92 -0.92 1.56 0.49 10.64 12.64 -0.30 0.79

StD (%) 0.76 1.20 1.16 1.40 0.64 1.05 5.09 5.26 0.83 1.06




Table 2: PCA of Stress Test Scenarios

This table presents the principal component analysis of the macroeconomic
stress test scenarios for real gdp growth (g), inflation rate (7) and the change
in unemployment rate (Au).

1%* component 2" component 3"¢ component

g loading 0.64 -0.18 0.74
7 loading 0.48 0.86 -0.20
Au loading -0.60 0.49 0.64
Eigenvalue 1.88 0.76 0.35
Prop. variance (%) 62.75 25.50 11.76
Observations 168

Table 3: Summary of Model Estimation

Summary output of the model in equation (1). The model is estimated in
two steps. For the first step, 9;’ parameters are obtained by setting £; = 1.

For the second step, we use 937 Y from the first step to estimate the [3;

parameters of the model. The table shows which parameters are included
in each step and the respective R2.

In %
15¢ step of model 274 step of model
Setting 8; = 1 Using 937 - y; ; from step 1
Corporate Retail Corporate Retail
n© (3) (1)
# of a parameters 122 117 122 117
# of 0 parameters 28 28
# of B parameters 122 117
R? (%) 53.07 48.23 54.31 49.63
Observations 3,148 2,760 3,148 2,760
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Table 4: Distribution of Parameters

Distribution of country sensitivity éj, Bl and weighted average B; parameters
by banks’ country of origin. Weights are given by banks’ credit exposure. All

parameters are normalized by OprancE.

~

0, B (weighted average)

Corporate  Retail Corporate  Retail
Austria 1.28 0.31 -0.36 -0.41
Belgium 0.67 0.80 -0.30 -0.58
Bulgaria 0.70 0.52
Croatia 0.77 0.50
Cyprus 0.15 0.19 -0.44 -1.01
Czech Republic 0.41 0.70
Denmark 0.95 0.85 -0.43 -0.61
Estonia 0.98 1.09
Finland 0.68 0.61 -0.90 -0.84
France 1 1 -0.53 -0.42
Germany 0.90 0.90 -0.40 -0.27
Greece 0.28 -0.29 -0.87 -0.55
Hungary -0.14 -0.82 -0.30 -0.19
[reland 0.32 0.37 -0.69 -0.48
Italy 0.84 0.72 -0.44 -0.41
Latvia 0.72 0.55 -0.20 -0.40
Lithuania 0.66 0.43
Luxembourg 0.86 1.48 -0.30 -0.43
Malta 0.38 1.85 -0.51 -0.42
Netherlands 0.90 0.60 -0.45 -0.37
Poland 0.56 0.38 -0.45 -0.50
Portugal 0.52 0.55 -0.50 -0.66
Romania 0.18 0.51
Slovakia 0.72 0.52
Slovenia 0.38 0.45 -0.24 -0.43
Spain 0.55 0.77 -0.46 -0.40
Sweden 0.39 0.25 -0.46 -0.34
United Kingdom 0.56 0.53 -0.58 -0.32
Distribution of BZ Min Median Max Mean StD
Corporate (N = 122) -1.25 -0.43  0.05 -0.44 0.22
Retail (N = 117) -1.46 -0.44 044 -0.44 0.27
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Table 5: Comparison Baseline Scenarios and Realized

Deviation between realized macroeconomic figures and stress test baseline sce-
narios in 2014 and 2015.

Deviation between realized and baseline scenarios g s u

N 56 56 o6

Min (%) -3.23 -4.00 -4.07
Median (%) 024 -1.22 -0.48
Max (%) 493 -0.33 2.15
Mean (%) 0.36 -1.38 0.52
StD (%) 1.53 083 1.36
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Table 6: Banking System Fragility and Scenario Bias

Correlation matrices between banking system ex ante fragility and scenario bias. Banking
system ex ante fragility is proxied by the country average baseline loss rate for the corporate

(lossbase “TP) and retail portfolios (lossbase retaily - greal - preal and yreal are, respectively, the

base’ ,/Tbase

realized real GDP growth, inflation and unemployment rates in 2014 and 2015. ¢
and u?**¢ are, respectively, the real GDP growth, inflation and unemployment rates in the

stress test baseline scenario. ¢, 7194 and u are, respectively, the real GDP growth,

inflation and unemployment rates in the stress test adverse scenario.

A) Real GDP Growth Rate

greal - gbase greal _ gadv gadv gbase _ gadv IOSSbase corp

gTeal o gbase 1

greal - gadv 067* 1

gadv -0.01 -0.38* 1

ghase _ gadv -0.23 0.57* -0.66* 1

losgbase:corp 0.27% 0.24 -0.23* 0.07 1
1ossim retail 0.13 0.01 -0.12 -0.00 0.70%

B) Inflation Rate

qreal _ pbase  oreal _ adv gradv qhase _ radv 1OSS?ase,corp
7.‘_real base 1
,n.real 7Tadv 0.58* 1
radv -0.06 -0.65* 1
pbase _ padv -0.38* 0.53* -0.82%* 1
JosgirseeorP -0.22 -0.24 -0.08 -0.04 1
losslg"“s6 retail -0.23 -0.26* -0.11 -0.05 0.70*

C) Unemployment Rate

ureal o ubase ureal o uadv uadv uadv o ubase IOSSbase ,CoTp
ureal base 1
ureal uadv 0.75* 1
u®dv -0.26* -0.28* 1
uedv — yhase -0.06 -0.71% 0.26* 1
1ossg““ corp -0.15 0.03 0.39* -0.24%* 1
loss ase,retail -0.18 0.02 0.39%* -0.23%* 0.70%*

*p <0.05
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Table 7: Descriptive Statistics

Provisions / Loans is the ratio of loan loss provisions over total
loans from Bankscope in december 2013, 2014 and 2015. Ezxp.
losses / Exposure is the model prediction of loan losses with re-
alized macroeconomic figures for real GDP growth, inflation and
unemployment rates in 2013, 2014 and 2015 over bank’s credit ex-
posure in the 2014 stress test exercise. Fquity return is the daily
equity return. AExp. losses / CET1 is the difference between the
model loss prediction after a macroeconomic release and the model
loss prediction with the economists’ consensus from Bloomberg
over common equity tierl of the bank.

Realized losses Macro News

Model Model
N 272 272 5,079 5,079
Min (%) -0.88 0.03 -31.03 -3.30
Median (%) 0.52 0.49 0.00 0.00
Max (%) 25.43 5.13 22.13 8.14
Mean (%) 1.15 0.75 0.00 0.02
StD (%) 2.37 0.76 2.27 0.30
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Table 8: Deviations from Baseline Predictions

Regressions of bank loan loss provisions over total loans on stress test losses predictions with realized macroeconomic data in 2014
and 2015. Ezp. loss / Exposure is defined as model prediction of credit losses over bank’s credit exposure. Baseline ST losses /
Exposure is the loan losses under the stress test baseline scenario in 2014 and 2015 as published by the European Banking Authority
(EBA) over bank’s credit exposure.

Provisions / Loans P rzz%gm - Bas%i’;iifeloss
2014 2015 2014 2015
(1) (2) (3) (4) (5) (6) (7)
Baseline ST loss / Exposure 0.982*%F¢  -0.017 -0.134 0.160
(0.115)  (0.127)  (0.161)  (0.192)
Exp. loss / Exposure 1.452%*% 1. 773%8%  1.014%%*
(0.132)  (0.165)  (0.202)
(Exp. - Baseline ST loss) / Exposure 1.206%4%  1.427%4% 0.910%**
(0.126)  (0.171) (0.183)
Constant 0.001 -0.002 -0.002 -0.000 0.001 0.003*** 0.001
(0.001)  (0.001)  (0.001)  (0.001) (0.001)  (0.001) (0.001)
Year dummy Y Y Y
Adjusted R? 0.29 0.58 0.69 0.43 0.34 0.43 0.21
Observations 180 180 91 89 180 91 89

*p <0.1; ** p<0.05; ¥ p <0.01



Table 9: Macro News and Equity Returns

Regressions of bank equity daily return on stress test model predictions
at macroeconomic releases dates. AEzxp. losses / CETI is the difference
between the model loss prediction after a macroeconomic release and the
model loss prediction with the economists’ consensus from Bloomberg over
common equity tierl of the bank. Market return is the return of the Eu-
rostoxx 600. Standard-errors are clustered at the bank level.

Bank equity daily return

(1) (2) (3) (4)

AExp. loss / CETL  -0.209%%% _0.254%%% _0.250%%%  _0.256%%*
(0.060)  (0.074)  (0.068)  (0.070)

Market return 1.143%**
(0.097)
Constant -0.000 0.000 0.000 0.000

(0.000)  (0.000)  (0.000)  (0.000)

Adjusted R? 0.16 0.24 0.25 0.24
Observations 5,079 5,079 5,079 5,079
Date FE N Y Y Y
Country of origin FE N N Y N
Bank FE N N N Y

*p<0.1; % p < 0.05; *** p < 0.01
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Table 10: Model-Weighted Market Factor and Equity Returns

Regressions of bank equity daily return on a market factors, exposure weighted market factor and stress test
weighted market factor. Furopean market return is the return of the Eurostoxx 600. FEzposure market factor
is the average of country market indices return weighted by country exposure size. Stress test market factor is
the average of country market indices return weighted by country exposure size times the 3; ; sensitivity to the

adverse scenario. f3; ; is defined in equation (?7). Standard-errors are clustered at the bank level.

Bank equity daily return

(1) (2) (3) (4) (5) (6) (7)

European market factor — 1.162%***

(0.078)
Exposure market factor 1.193*** -0.365 -0.328 -0.317 -0.318
(0.084) (0.430)  (0.422)  (0.412)  (0.412)
Stress test market factor 1.281***  1.659%**  1.5093%*F* 1 580***  1.581%**
(0.056)  (0.441)  (0.436)  (0.425)  (0.426)
Constant 0.000 0.000 0.000 0.000 0.000 -0.000***  -0.000***

(0.000)  (0.000)  (0.000)  (0.000)  (0.000)  (0.000)  (0.000)

Adjusted R? 0.15 0.30 0.32 0.32 0.35 0.35 0.35
Observations 22,294 22,294 22,294 22,294 22,294 22,294 22,294
Date FE N N N N Y Y Y
Country of origin FE N N N N N Y N
Bank FE N N N N N N Y

*p<0.1; ¥* p < 0.05; *F* p < 0.01



Table 11: Heterogeneity in Model Prediction

Comparison of realized loss rates vs. predicted loss rates based on different classifi-
cation criteria. Model Bias is the difference between loan loss provisions over total
loans and model losses predictions over credit exposure minus the mean error for the
whole sample of banks. Bank Size ranks banks by total assets’ deciles. Government
is a dummy variable indicating if a bank is controlled by the government or not.
Bank country of origin computes model bias by country of origin. Countries with
only one bank are not reported.

A) Bank Size

Decile

10 (large)

Model Bias (%)

-0.07
-0.28
0.60
0.25
-0.05
-0.05
0.22
-0.29*
-0.13
-0.21%*

Model Bias 2014 (%)

-0.02
-0.00
0.35
0.20
-0.11
-0.12
0.38
-0.29*
-0.16
-0.24

Model Bias 2015 (%)

-0.21
-0.24
0.64
0.27
0.12
0.01
-0.05
-0.30*
-0.12
-0.12

B) Government

Gov.

Yes
No

Model Bias (%)

-0.21%*
0.02

Model Bias 2014 (%)

-0.37*
0.04

Model Bias 2015 (%)

-0.04
0.00

C) Bank country of origin

Country

Hungary
Cyprus

Italy

Spain

Malta
Austria
Latvia
Norway
Luxembourg

Germany

Model Bias (%)

4.18
1.29
0.79*
0.31*
0.24
0.01
-0.09
-0.21
-0.22
-0.26*

Model Bias 2014 (%)

4.79
1.71
0.76*
0.40
-0.04
0.24
-0.42
-0.31
-0.21
-0.35%
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Model Bias 2015 (%)

3.57
0.88
0.83*
0.23
0.52
-0.23
0.25
-0.12
-0.23
-0.17*



Table 11: Heterogeneity in Model Prediction (CONT’D)

C) Bank country of origin

Country Model Bias (%)  Model Bias 2014 (%)  Model Bias 2015 (%)
Netherlands -0.28%* -0.29% -0.27*
France -0.30* -0.29* -0.27*
Belgium -0.31* -0.36 -0.25
Denmark -0.34* -0.16 -0.52
Finland -0.34* -0.39 -0.29
Portugal -0.35% -0.33 -0.37
Sweden -0.36* -0.43* -0.29*
Poland -0.40* -0.40%* -0.39*
United Kingdom -0.46%* -0.50 -0.41
Slovenia, -0.57* -0.55 -0.58
Ireland -0.66 -0.91 -0.42
* 1 < 0.05
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Table 12: Banking System Fragility,
Scenario Bias and Model Prediction Bias

Correlation between banking system ez ante fragility, sce-
nario bias and model prediction bias. Banking system ez
ante fragility is proxied by the country average baseline

loss rate for the corporate (loss:**““°"P) and retail portfolios

J
b tail .
(lossjase’re @, greal qreal and e are, respectively, the re-

alized real GDP growth, inflation and unemployment rates
in 2014 and 2015. ¢?@%¢, 7b25¢ and uP*5¢ are, respectively, the
real GDP growth, inflation and unemployment rates in the

stress test baseline scenario. Model Bias is the difference be-
tween loan loss provisions over total loans and model losses

predictions over credit exposure minus the mean error for
the whole sample of banks in 2014 and 2015.

Model Bias (%)

Model Bias (%) 1
greal - gbase 004
,ﬂ.real _ ,n.base -0.12
ureal _ ubase -0.19%
IOSSZ?GSE’COTP 0.19*
losséase,retail 0.38%
*p<0.05
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Table 13: Deviations from Baseline Predictions in the 2011 Stress Test

Regressions of bank loan loss provisions over total loans on stress test losses predictions with realized macroeconomic data in 2011
and 2012. Ezp. loss / Exposure is defined as model prediction of credit losses over bank’s credit exposure. Baseline ST losses /
Exposure is the loan losses under the stress test baseline scenario in 2011 and 2012 as published by the European Banking Authority
(EBA) over bank’s credit exposure.

LE

Provisions / Loans s Tzz;‘:fs’"s - B“%Z;‘Zifeloss
2011 2012 2011 2012
(1) (2) (3) (4) (5) (6) (7)
Baseline ST loss / Exposure 1.841HFFF  1.672%FF  1.669** 1.656%**
(0.324)  (0.385)  (0.654)  (0.376)
Exp. loss / Exposure 0.615 0.735 0.580
(0.585)  (1.671)  (0.470)
(Exp. - Baseline ST loss) / Exposure 0.688*  0.821 0.527
(0.387) (0.611) (0.396)
Constant -0.003*  -0.005*  -0.006  -0.000 0.003*  0.002** 0.0117%%*
(0.002)  (0.003) (0.008) (0.004)  (0.001) (0.001) (0.002)
Year dummy Y Y Y
Adjusted R? 0.4 0.42 0.43 0.38 0.07 0.071 0.011
Observations 124 122 60 62 122 60 62

*p <0.1; ** p<0.05; ¥ p <0.01



Figure 1: Baseline losses vs. unemployment rate baseline scenario error
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The x-axis of these figures is the average loss rates by country under the baseline stress test scenario for the corporate and retail
portfolio. The y-axis is the deviation between the realized unemployment rate and the baseline unemployment rate under the baseline
scenario (i.e. the scenario bias for unemployment rate). Source: EBA stress test data publication, S&P Global Market Intelligence and

authors’ own calculations.
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APPENDIX

Predicted and Realized Losses

(without controlling for baseline loss rates)

Regressions of bank loan loss provisions over total loans on stress test
losses predictions with realized macroeconomic data. Fzp. loss / Expo-

sure is defined as model prediction of credit losses over credit exposure
of the bank.

Provisions / Loans

2013 2014 2015

(1) (2) (3) (4)

Exp. loss / Exposure 2.028%** 2.766*** 1.676*** 1.136***
(0.141)  (0.320)  (0.117)  (0.139)

Constant -0.001 -0.007*  -0.002* 0.000
(0.002)  (0.004)  (0.001)  (0.001)

Year dummies Y
Adjusted R? 0.44 0.45 0.69 0.43
Observations 272 92 91 89

*p<0.1; ¥* p < 0.05; ¥F* p < 0.01



Heterogeneity in Model Prediction Accuracy

Comparison of realized loss vs. predicted loss rates based on different classi-
fication criteria. Bias is the difference between loan loss provisions over total
loans and model losses predictions minus the mean deviation between realized
and predicted in the sample. Bank Size/GDP ranks banks’ deviation between
realized and predicted by total assets over GDP.

Bank Size/GDP

Decile Model Bias (%) Model Bias 2014 (%) Model Bias 2015 (%)

1 (small) -0.28%* -0.32%* -0.03
2 0.17 0.25 0.03
3 0.45 0.22 0.61
4 -0.17 -0.29 -0.13
5 0.03 0.24 -0.18
6 -0.26* -0.24 -0.22
7 0.19 0.75 0.04
8 -0.01 -0.28 -0.32*
9 0.00 -0.13 0.25
10 (large) -0.12 -0.17 -0.06

* p < 0.05



The rest of the appendix presents the main results of the paper with alternative model specifications to equation (1) in section 1

to map stress test losses with the scenarios in the first stage of the paper.

Deviations from Baseline Predictions (constrained parameters)

Regressions of bank loan loss provisions over total loans on stress test losses predictions with realized macroeconomic data in 2014
and 2015. Ezp. loss / Exposure is defined as model prediction of credit losses over bank’s credit exposure. Baseline ST losses /
Exposure is the loan losses under the stress test baseline scenario in 2014 and 2015 as published by the European Banking Authority
(EBA) over bank’s credit exposure.

Provisions / Loans P ’"g’;ﬁgm — Bas%@’;iifeloss
2014 2015 2014 2015
(1) (2) (3) (4) (5) (6) (7)
Baseline ST loss / Exposure 0.982*4*F  -0.040 -0.054 0.204
(0.115)  (0.128)  (0.167)  (0.193)
Exp. loss / Exposure 1.386***  1.653%*F* (.978***
(0.133)  (0.168)  (0.209)
(Exp. - Baseline ST loss) / Exposure 1.145%%* 1.345%%* 0.8627%**
(0.126)  (0.170) (0.186)
Constant 0.001 -0.002 -0.002 0.000 0.001  0.003*** 0.001
(0.001)  (0.001)  (0.001)  (0.001) (0.001)  (0.001) (0.001)
Year dummy Y Y Y
Adjusted R? 0.29 0.56 0.66 0.41 0.31 0.41 0.19
Observations 180 180 91 89 180 91 89

*p<0.1; ** p < 0.05; ¥ p <0.01



e Main results with model specification with country fixed effects n;:

log T3 = ol 4 6 ¢ (8] -3) + €2, W

Predicted and Realized Losses

Regressions of bank loan loss provisions over total loans on stress test
losses predictions with realized macroeconomic data. Ezp. loss / Expo-

sure is defined as model prediction of credit losses over credit exposure
of the bank.

Provisions / Loans

2013 2014 2015

(1) (2) (3) (4)
Exp. loss / Exposure 2.031%** 2.856%** 1.567*H4*¢ 1.104***

(0.132)  (0.285)  (0.126)  (0.130)
Constant 0.000  -0.007**  -0.001  0.001
(0.002)  (0.004)  (0.001)  (0.001)

Year dummies Y
Adjusted R? 0.48 0.52 0.63 0.45
Observations 272 92 91 89

*p<0.1; ** p <0.05; ¥ p <0.01



Macro News and Equity Returns

Regressions of bank equity daily return on stress test model predictions
at macroeconomic releases dates. AFEzxp. losses / CET1 is the difference
between the model loss prediction after a macroeconomic release and the
model loss prediction with the economists’ consensus from Bloomberg over
common equity tierl of the bank. Market return is the return of the Eu-
rostoxx 600. Standard-errors are clustered at the bank level.

Bank equity daily return

(1) (2) (3) (4)

AExp. loss / CETL  -0.251%FF  _0.245%8%  _0.220%%%  _(.232%%%
(0.068)  (0.064)  (0.061)  (0.064)

Market return 1.143%**
(0.097)
Constant -0.000 0.000 0.000 0.000

(0.000)  (0.000)  (0.000)  (0.000)

Adjusted R? 0.16 0.24 0.25 0.24
Observations 5,079 5,079 5,079 5,079
Date FE N Y Y Y
Country of origin FE N N Y N
Bank FE N N N Y

*p<0.1; % p < 0.05; *** p < 0.01



e Main results with model specification with country fixed effects n; and a unique country

sensitivity 6:

log =25 = o 1 + 57 % (07 - y5,) + ;0 @

Predicted and Realized Losses

Regressions of bank loan loss provisions over total loans on stress test
losses predictions with realized macroeconomic data. Ezp. loss / Expo-

sure is defined as model prediction of credit losses over credit exposure
of the bank.

Provisions / Loans

2013 2014 2015
“v oo ® @
Exp. loss / Exposure 2.022%%% 2. 722%8% 1 590%#*  1.133%**
(0.128)  (0.272)  (0.123)  (0.130)
Constant -0.001  -0.007*  -0.001 0.000
(0.002)  (0.003)  (0.001)  (0.001)
Year dummies Y
Adjusted R? 0.49 0.52 0.65 0.46
Observations 272 92 91 89

*p<0.1; ** p<0.05; ¥ p <0.01



Macro News and Equity Returns

Regressions of bank equity daily return on stress test model predictions
at macroeconomic releases dates. AFEzxp. losses / CET1 is the difference
between the model loss prediction after a macroeconomic release and the
model loss prediction with the economists’ consensus from Bloomberg over
common equity tierl of the bank. Market return is the return of the Eu-
rostoxx 600. Standard-errors are clustered at the bank level.

Bank equity daily return

(1) (2) (3) (4)

AExp. loss / CETL  -0.254%%F _0.235%8%  _(.225%%%  _(.227%%%
(0.068)  (0.064)  (0.061)  (0.064)

Market return 1.143%**
(0.097)
Constant -0.000 0.000 0.000 0.000

(0.000)  (0.000)  (0.000)  (0.000)

Adjusted R? 0.16 0.24 0.25 0.24
Observations 5,079 5,079 5,079 5,079
Date FE N Y Y Y
Country of origin FE N N Y N
Bank FE N N N Y

*p<0.1; % p < 0.05; *** p < 0.01



e Main results with model specification with y;, a vector of the first two principal components

of the PCA on stress test scenarios:
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Predicted and Realized Losses

Regressions of bank loan loss provisions over total loans on stress test
losses predictions with realized macroeconomic data. Ezp. loss / Expo-

sure is defined as model prediction of credit losses over credit exposure
of the bank.

Provisions / Loans

2013 2014 2015
O NN B B 0%
Exp. loss / Exposure 2.150%** 2.932%¥* 1 776%4*¢  1.204***
(0.150)  (0.339)  (0.124)  (0.147)
Constant -0.001 -0.007*  -0.002* 0.000
(0.002)  (0.004)  (0.001)  (0.001)
Year dummies Y
Adjusted R? 0.44 0.45 0.69 0.43
Observations 272 92 91 89

*p<0.1; % p < 0.05; ¥* p < 0.01



Macro News and Equity Returns

Regressions of bank equity daily return on stress test model predictions
at macroeconomic releases dates. AFEzxp. losses / CET1 is the difference
between the model loss prediction after a macroeconomic release and the
model loss prediction with the economists’ consensus from Bloomberg over
common equity tierl of the bank. Market return is the return of the Eu-
rostoxx 600. Standard-errors are clustered at the bank level.

Bank equity daily return

(1) (2) (3) (4)

AExp. loss / CETL  -0.022  -0.084%%% _0.067***  -0.068***
(0.028)  (0.023)  (0.023) (0.023)

Market return 1.144%**
(0.097)
Constant -0.000 0.000 0.000 0.000

(0.000)  (0.000)  (0.000) (0.000)

Adjusted R? 0.16 0.24 0.25 0.24
Observations 5,079 5,079 5,079 5,079
Date FE N Y Y Y
Country of origin FE N N Y N
Bank FE N N N Y

*p<0.1; % p < 0.05; *** p < 0.01



e Main results with model specification with y;, a vector of g;, and 73 ,:
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Predicted and Realized Losses

Regressions of bank loan loss provisions over total loans on stress test
losses predictions with realized macroeconomic data. Ezp. loss / Expo-

sure is defined as model prediction of credit losses over credit exposure
of the bank.

Provisions / Loans

2013 2014 2015

(1) (2) (3) (4)
Exp. loss / Exposure 0.627%** 2.716%** (.577%46F (.248%**

(0.078)  (0.260)  (0.088)  (0.046)
Constant 0.011%%%  -0.007*%  0.005%%* 0.005%**
(0.002)  (0.003)  (0.001)  (0.001)

Year dummies Y
Adjusted R? 0.21 0.54 0.32 0.24
Observations 272 92 91 89

*p<0.1; ** p <0.05; ¥ p <0.01



Macro News and Equity Returns

Regressions of bank equity daily return on stress test model predictions
at macroeconomic releases dates. AFEzxp. losses / CET1 is the difference
between the model loss prediction after a macroeconomic release and the
model loss prediction with the economists’ consensus from Bloomberg over
common equity tierl of the bank. Market return is the return of the Eu-
rostoxx 600. Standard-errors are clustered at the bank level.

Bank equity daily return

(1) (2) (3) (4)

AExp. loss / CETL  -0.124%%% _0.101%%%  -0.101%%*  -0.100%**
(0.034)  (0.028)  (0.026)  (0.026)

Market return 1.146%**
(0.097)
Constant -0.000 -0.000 0.000 0.000

(0.000)  (0.000)  (0.000)  (0.000)

Adjusted R? 0.16 0.24 0.25 0.24
Observations 5,079 5,079 5,079 5,079
Date FE N Y Y Y
Country of origin FE N N Y N
Bank FE N N N Y

*p<0.1; % p < 0.05; *** p < 0.01



e Main results with model specification with y7, a vector of g;,, 75, and uj:
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Predicted and Realized Losses

Regressions of bank loan loss provisions over total loans on stress test
losses predictions with realized macroeconomic data. Ezp. loss / Expo-

sure is defined as model prediction of credit losses over credit exposure
of the bank.

Provisions / Loans

2013 2014 2015

(1) (2) (3) (4)
Exp. loss / Exposure 0.275%%*  2.294%¥*% () 393%#* (). 120***

(0.049)  (0.262)  (0.065)  (0.025)
Constant 0.014%%*  -0.003  0.006%** 0.006%**
(0.002)  (0.004)  (0.001)  (0.001)

Year dummies Y
Adjusted R? 0.12 0.45 0.28 0.20
Observations 272 92 91 89

*p<0.1; % p < 0.05; ¥F* p < 0.01



Macro News and Equity Returns

Regressions of bank equity daily return on stress test model predictions
at macroeconomic releases dates. AFEzxp. losses / CET1 is the difference
between the model loss prediction after a macroeconomic release and the
model loss prediction with the economists’ consensus from Bloomberg over
common equity tierl of the bank. Market return is the return of the Eu-
rostoxx 600. Standard-errors are clustered at the bank level.

Bank equity daily return

n @ (1)
AExp. loss / CET1 -0.051  -0.091* -0.093* -0.091*
(0.046)  (0.050) (0.051) (0.052)
Market return 1.145%%*
(0.097)
Constant -0.000  -0.000  0.000 0.000
(0.000)  (0.000) (0.000) (0.000)
Adjusted R? 0.16 024 025 0.24
Observations 5,079 5,079 5,079 5,079
Date FE N Y Y Y
Country of origin FE N N Y N
Bank FE N N N Y

*p<0.1; % p < 0.05; *** p < 0.01
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