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To communicate or not to commmunicate?
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Presenter
Presentation Notes
As mentioned in the beginning, one of the changes to stress testing practices brought about by the crisis and its aftermath is much greater public disclosure of stress test results. This is particularly notable for the US SCAP and the EU CEBS/EBA exercises, but there are also other examples. We have also seen greater demand for publication of stress testing TNs by countries undergoing FSAPs.

Disclosure has both benefits and risks […]

Disclosure and transparency by themselves cannot guarantee a successful stress testing exercise (SCAP vs. EBA examples—Appendix III).

So what is the way to maximize the benefits and minimize the risks of disclosure?


Communication breakdowns

s “Banks are well prepared to withstand increased delinquency
R and loan losses, which have been extremely low to date...”

Iceland’s Financial Stability Report (2008)
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FINANCIAL STABILITY REPORT 2007

“Low probability that in 2008 existing risks
might materialize to the extent that it will
have an impact on bank performance...”

Latvia’s Financial Stability Report
(2007)




Measuring quality of communication

“Three Cs”

—

Clarity |Consistency | Coverage

. Alms E.g.: Is it clear what data
and assumptions were used
. Overall assessment to arrive at the presented

results?

. Issues

Key elements

. Data, assumptions, tools

. Structure, other features




Baseline model

(probit/panel with random effects)

FSi. = 1 + B,FSR; + B;MACRO; ; + B,BANK; _, + S5 1Q;,; + 44,

Dependent variable

 Probability of a banking crisis .

« Moody’s Banking Sector Financial Strength
Rating

« Stock market volatility

» ICRG sovereign financial risk rating

* 1-year median banking system EDF

Independent variables

Two alternative FSR specifications: (i) FSR publication
dummy; and (ii) FSR quality index (CCC framework as in
Cihak, 2006)

MACRO: Macroeconomic controls
BANK: Banking controls
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To address endogeneity/selection bias, we estimate a two equation model:

FSR, = a, +a,Crisis;,_, +a,GDP,_, +,Credit/GDP_, + a;FSRN, ; +¢&;,
FS, =7, +7,FSR, +7,MACRO, , +7,BANK;, , +7,1Q, , + 4, +v;,

FSR, =1 if country i published FSR at time t, =0 otherwise

Crisis;; 3 =1 if country i had banking crisis at t-3, =0 otherwise

GDP; ., and Credit/GDP;, are GDP per capita and credit over GDP at t-1

FSRN, ; = total number of countries publishing FSRs at t-1

A = inverse of Mills ratio (probability density of prediction in first equation, divided by cumulative normal density)
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Effectiveness depends on the “three Cs”

- Higher-quality reporting (clear,
consistent, with good coverage)
IS associated with more stable
financial environments, even
controlling for macro, banking,
and other factors.

- Publication itself has no robust
empirical link to financial stability
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Chile

Colombia
Mexico (CB)

Trinidad and Toba
Brazil

Jamaica
Paraguay
Mexico (CESF)
Honduras
Bolivia
Barbado
Ecuado
Urugua
Guatemala
The Bahamas
Panama

Argentina
El Salvado

Nicaragua




Challenge: communicate this clearly!
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Pillars of financial stability assessment

stress tests

\ risk analysis



System-wide CAR

Challenge: communicate this clearly!
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Stress Test Horizon (2019-21)

1/ Numbers in parenthesis show for 2021, respectively, the number of banks with stressed CARs
below 14 percent, the percentage of the system'’s assets they represent, and the potential
recapitalization needs in percent of nominal GDP.



EQ FSAP: views from country officials
on future topics

(Percent of responses; up to five choices; top-10 selections)

Interconnectedness

Cyber risk

Fintech

Non-bank financial institutions

Bank stress test

Non-financial sector

Quantitative MPMs
New types of tests

Climate risks <
Transition risk

Macro-financial feedback

Market-based finance

MPM = Macroprudential measures
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