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EUROZONE UPDATE: GROWTH, POLITICS, STRESS TEST 

Berenberg Macro Flash 

ECB MOVES TO CLEAN UP BANKING SECTOR 

The Eurozone’s reform efforts after the near existential crisis of 2011/ 12 reached another milestone today with the 
publication of the results of the ECB’s comprehensive assessment of Eurozone banks. 25 banks failed the tests based on 
data from 31 December 2013, but 12 had already raised sufficient capital since. That leaves 13 relatively small institutions 
will have to raise at least €25bn in new capital in the coming months. Many near misses might trigger further raises. A strik-
ing difference emerges between Italy, with 4 failures, and Spain, where no bank needs to raise capital. As in economic re-
form, Spain did its homework in 2012 with help from its troika partners, while Italy still has work to do. 
 
Compared to the overall size of the balance sheets of €22trn, the capital shortfalls look small. The methodology can and will 
be criticised but this was the toughest assessment Eurozone banks have faced so far. Future stress tests may be even tough-
er. Most importantly, supervisors now have unprecedented insight into banks’ accounting practices. As a result, banks had 
to write down assets by €48bn (0.2% of total assets) and report €136bn more non-performing loans (0.6% of total assets). 
That should go some way in restoring trust in the Eurozone’s financial system. 
 
A period of stress and uncertainty ends for Eurozone banks with the end of the exercise. We expect banks to refocus 
their resources on running their business, which should gradually improve credit availability where it was impaired. The 
growth impact on the Eurozone next year will be small (we estimate 0.1-0.2% of GDP), but in the periphery, where credit 
availability has been restricted, the impact could be larger. The ECB is providing generous funding if banks want to increase 
new lending. 
 
As trust is restored between banks, the role of the ECB as the effective central counterparty to the interbank money 
market could diminish, reducing banks’ borrowing from the ECB further and lowering imbalances in the ECB’s payment 
system Target 2. As German banks resume lending to their southern counterparts, Germany’s remaining near €500bn sur-
plus as well as Spain’s or Italy’s €200bn deficits should fall. But we expect these processes to be gradual. 
 
The end of the exercise is a necessary but not a sufficient condition for a broad-based economic recovery. In the very near-
term, Germany’s external-driven slowdown is likely to produce some more bad economic data. But the completion of the 
test is one more reason to be upbeat about Eurozone growth after the current rough patch, besides more monetary stimu-
lus, the lower euro, the lower oil price and robust global demand growth. 
 

ENORMOUS EXERCISE 

The ECB’s comprehensive assessment had two parts: 
(1) The ECB’s balance sheet assessment (AQR) of 130 Eurozone banks, looking at whether banks were correctly account-

ing the risks in their assets and liabilities. To pass, banks needed to maintain a core capital ratio of 8% of risk weighted 
assets. 

(2) The stress test with EBA methodology. How would banks’ capital ratios change on the basis of the forecasted econom-
ic development and in case of another economic crisis (adverse scenario)? To pass, banks needed to maintain a 5.5% 
core capital ratio even under the adverse scenario. 

 
The ECB had to be as tough as possible on the assessment and the stress test in order to achieve maximum credibility 
and thus have the best chance to restore confidence in the Eurozone’s financial system. Unfortunately, balance sheet as-
sessments cannot be perfect. The assessed banks have total assets of more than €22trn, many of the assessed institutions are 
global banks with complex structures. While this was very likely the toughest assessment they ever faced, there is no guaran-
tee that no risky exposures have been missed. 
 
More importantly, the stress test scenarios will be criticised. Since April, when the parameters of the baseline and 
adverse scenarios were announced, the Eurozone economy has taken another turn for the worse, with Germany slowing 
due to external uncertainties. Even before that, the assumptions of the stress test were only partly tough. The economic 
growth assumptions (Eurozone GDP falls 0.7% in 2014, 1.4% in 2015 and remains flat in 2016) are tough, given that we 
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and consensus expect modest but accelerating growth. The stressed GDP levels would be 5.2% below our forecast at the 
end of 2016 for the Eurozone and 7.0% for Germany. The assumed drop in house prices at least for the Eurozone core was 
also tough, in our view. Other assumptions, especially those about inflation at 1.0% in 2014, 0.6% in 2015 and 0.3% in 2016, 
looked benign when they were announced on 29 April, and downright optimistic now. The assumptions for unemployment 
in the periphery or sovereign bond yields were also not very tough. But this is not a once and for all result: future stress tests 
may be even tougher and banks who just passed under the adverse scenario now, may still face questions. 
 

ECONOMIC OUTLOOK: LESS UNCERTAINTY, MORE LENDING? 

The completion of the comprehensive assessment ends a period of uncertainty for most banks. Those banks which 
failed the test or came close to failing have work to do. Banks have 6 months to raise the capital shortfall from the AQR and 
the baseline scenario of the stress test and 9 months for additional shortfalls from the adverse scenario of the stress test. In 
the worst case, some may not survive on their own. The capital shortfalls do not look large enough to cause major concern 
for any Eurozone member state. According to the new Eurozone bank resolution rules, tax payers are off the hook, except 
where state-owned banks failed and need to be recapitalised. Private sector solutions to cover the capital shortfalls should be 
possible everywhere. 
 
The good news is that the banks which passed -the great majority after all - can now take a deep breath and hopefully 
concentrate on their core business of funding the real economy. The test absorbed large resources at supervisors and banks. 
In Germany alone, up to 1750 auditors worked on the test, many of the on-site. Countless bank employees and management 
had to supply them with the necessary data and answer questions. During the audit, many banks will have been more cau-
tious than usual about taking on new risks. With the results out now, those which passed with flying colours can now devote 
these resources to running their business. We expect the test to boost banks’ appetite to lend gradually. 
 
The greatest task will be to prove that the test was tough enough and that anything that was missed is quickly resolved. 
That task will be up to the ECB, which will take over on 4 November as the supervisor of the 130 largest Eurozone banks. 
The test and the new oversight could be important steps towards restoring trust between banks in the Eurozone. Since the 
beginning of the crisis, unsecured interbank lending has frozen over in the Eurozone, leaving the ECB as the effective cen-
tral counterparty to between liquidity rich banks in core countries and those needing to borrow in the periphery. If the 
comprehensive assessment was effective, that role will diminish. 
 
Private sector trust and trust between banks will only recovery gradually. The new Eurozone resolution rules put the 
onus for bank failures squarely on shareholders and bondholders, reducing the role of the tax payer. The ECB will have to 
work hard for these stakeholders to trust its verdict on banks. This process will take time. 
 
 

DETAILED RESULTS HIGHLIGHTS:  
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Specialists will be much better at assessing the results and comment in detail on individual banks’ results and the conse-
quences. Here a few highlights from the various press releases: 
 

• Of the 130 Eurozone banks assessed, 25 failed based on the end-2013 data. The collective shortfall was €25bn. The 
number of failed banks exceeded consensus expectations, the shortfall was roughly in line with them. 

• 12 of the failed banks had already addressed capital shortfalls since, leaving 13 with 6-9 months to raise theirs. 

• Of the 13 banks which still have to raise €9.5bn of capital in total, four were Italian, two Greek, two Slovenian and one 
each from Cyprus, Portugal, Austria, Belgium and Ireland. All these banks were relatively small. The Italian banks have 
to raise €3.3bn in total, the Greeks €2.7bn and the Portuguese bank €1.2bn. 

• The absence of Spanish banks from the list is noteworthy. Spain had one of the biggest banking crises in the Eurozone, 
but moved much more swiftly to address it. 

• Some other banks narrowly passed the stress test. Given the likely criticism of the adverse scenario, those banks might 
also want to act in order to pass tough future stress test. 

• Different from previous exercises, the ECB looked in detail at banks accounting. As a result, banks needed to revise 
down book values by €48bn and increase the amount of reported non-performing exposures by €136bn to €879bn. 

• Improved accounting: of the AQR shortfall of €48bn, Italian banks had to improve their accounting the most (€12bn).  
Greek banks (€7.6bn) faced an even bigger write-down relative to their total assets. German and French banks also had 
to make sizeable adjustments. 
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