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2016 stress tests: ltalian banks don’t look worse than German
large commercial banks

The European Banking Authority today presented the results of the
2016 stress tests. They show that most European banks appear more
or less stable. “What worries me is, however, that the Italian banks
do not look worse than the large German commercial banks,” says
Reint E. Gropp, president of the Halle Institute for Economic
Research (IWH). “It appears that both Deutsche Bank and Commerz-
bank would benefit significantly from an increase in equity. The
stress test was also missing two crucial points: One, the effect of a
long lasting low interest rate environment on banks was not
simulated. And second, the test did not take into consideration that
many small institutions could fail at the same time. This is not an
unlikely scenario, given how small banks in particular struggle with
shrinking interest margins,“ says Gropp. Finally, the stress test
should not distract from the urgency to solve the problems in the
[talian banking system.

As expected, Italian banks looked fairly bad in the stress test. However, they do not
seem to look any worse than the large German commercial banks (perhaps with
the exception of Banca Monte dei Paschi di Siena). Both sets of banks come out
with CET1 ratios of just above 7%, which constitutes the minimum under Basel III,
which will become effective in 2019. This is disconcerting against the backdrop of
the current Italian banking crisis. A quick recapitalization not only of the banks in
Italy seems advisable, particularly given that most observers consider this stress
test to have been quite mild. This is even more true, if one considers that the stress
test did not even consider the effect of a long lasting low interest environment on
small banking institutions. Small banks have fewer possibilities to substitute away
from shrinking margins in their core loan business and cannot easily absorb or
offset losses there. This concerns Germany most strongly, given that the German
banking system is still characterized by many small savings banks and credit
unions, who in sum account for more than half of the banking system. Taken
together, these banks are far more important for the German economy than
Deutsche Bank. The existing safety net, in which these institutions insure each
other, would most likely be over-stretched in the face of many institutions failing
simultaneously.
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The more or less positive result of the stress test should also not distract from the
urgency to solve the problems in the Italian Banking system. ,In Italy it is just high
time that finally the legacy bad assets are removed from the books to facilitate new
lending. For this to happen, the losses need to be fully recognized and subsequent-
ly moved outside of the banks, while simultaneously increasing their capital. This
must be associated with a bail-in of large stakeholders, in order to be incentive
compatible. A protection of small scale holders of subordinated instruments issued
by banks, which is common in Italy, seems possible without violating the rules of
the new Single Resolution Mechanism,” says Gropp.
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IWH List of Experts
The IWH List of Experts gives an overview of the IWH research themes. The institute’s
press office will be pleased to establish contact to the respective experts.

The Halle Institute for Economic Research (IWH) — Member of the Leibniz Association was founded in
1992. With its three research departments — Macroeconomics, Financial Markets, and Structural
Change —, the IWH conducts economic research and provides economic policy recommendations,
which are founded on evidence-based research. With the IWH's guiding theme “From Transition to
European Integration”, the institute’s research concentrates on the determinants of economic growth
processes with a focus on efficient capital allocation in a national and European context. Particular
areas of interest for the insfitute are macroeconomic dynamics and stability, microeconomic
innovation processes, productivity and labour markets, the dynamics of structural adjustment

processes, financial stability and growth and the role of financial markets for the real economy.

The Leibniz Association connects 88 independent research institutions that range from the natural,
engineering and environmental sciences via economics, spatial and social sciences to the humanities.
Leibniz institutes address issues of social, economic and ecological relevance. They conduct
knowledge-driven and applied basic research, maintain scientific infrastructure and provide research-

based services. For further information see http://www.leibniz-gemeinschaft.de/en/home/.
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