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Stress tests on EU banks 

Europe's banks must hold enough capital in 
order to be able to keep lending to consumers, 
businesses and to each other, even in the event 
of an unforeseen downturn in the economy. With 
open capital markets in the Union, there is a 
need for a common, EU-wide system of regular 
tests to make sure banks can withstand major 
negative shocks. As the failed 2010 stress tests 
showed, this is not an easy task. 

Financial crisis and contagion 
The 2009 financial crisis revealed weaknesses 
in EU financial regulation. Overleveraged 
banks operating across the Union created a 
danger of contagion, as failure in one MS 
risked creating a "domino effect" which could 
lead to a wider collapse. The EU moved to 
address the need for coherent, EU-wide 
regulatory structures and harmonised 
procedures for assessing the health of financial 
institutions operating in the EU; particularly 
those of the periphery – Greece, Portugal, 
Spain and above all Ireland. 

The 2010 stress tests: Not stressful 
enough? 
In 2010, an early round of stress tests on EU 
banks was conducted by national regulatory 
agencies and coordinated by the European 
Commission. However, this exercise has come 
under considerable criticism, particularly as it 
failed to detect liquidity and capitalisation 
flaws in the banking sectors of Member States 
in difficulty - notably Ireland. 

Another criticism of the 2010 stress tests is 
their failure to take into account the feedback 
effects of tighter regulation on banks' health. 
This means that the more regulators force 
banks to reign in lending practices to reduce 
risks, the harder it is for them to make the 
profits which keep them healthy. 

New tests under the EBA 
Regulation 1093/2010 created the new 
European Banking Authority (EBA), which 
began operations in January 2011. The EBA is 
responsible for coordinating a new round of 
stress tests, with results anticipated by June 

2011. This latest exercise includes stress tests 
on 90 banks from 20 Member States and one 
from Norway. The tests will use as their 
benchmark criterion harmonised "Core Tier 1" 
capital requirements. In other words, banks will 
have to demonstrate that they have sufficient 
core capital (as defined in the Capital 
Requirements Directive) to absorb losses in the 
event of adverse economic scenarios.  

These 'scenarios' include, for example, a review 
of how banks would deal with a 0.5 percent 
drop in euro-area GDP in 2011. The tests will 
also examine the effect on banks of increasing 
interest rates on European sovereign bonds; as 
well as a possible increase in short-term inter-
bank financing costs. 

If a bank fails the tests, it will be expected to 
take remedial action within six months. If it 
does not take sufficient action, the EBA may 
issue recommendations or refer individual 
cases to EU Finance Ministers. 

Criticism 
However, the new stress test exercise has 
already come under criticism for failing to take 
into account the risks faced by banks which 
hold sovereign assets as part of their capital 
structure. This arises because of the risk of a 
sovereign default in fiscally vulnerable MS of 
the periphery. The EBA refuses to price in the 
risk of a sovereign default or debt 
restructuring, arguing that the EU has a 
mechanism in place to ensure this will not 
happen. However, the difference in the prices 
of euro-zone government debt on secondary 
markets suggests market traders do not agree. 

Another weak point, critics say, is that the 
sovereigns themselves will be responsible for 
any recapitalisations which the stress tests may 
reveal as necessary. It is questionable whether 
the MS with the most acute banking problems 
will be in a position to adequately carry out 
such large-scale recapitalisation. In some cases, 
these MS are themselves having difficulty 
borrowing. Carrying out stress tests without a 
clear means of addressing the problems 
revealed is, some say, not very useful. 
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