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Financial Stability And Systemic Risk

Financial stability refers to a condition in which the financial system – comprising banks, non‑bank financial
institutions, markets, and infrastructure – is able to smoothly allocate resources, manage risks, and absorb
shocks without disrupting the provision of essential services to the real economy. When stability is achieved,
the system can continue to function even when individual entities experience distress. In contrast, a loss of
stability often leads to systemic events that can impair economic growth, increase unemployment, and
erode public confidence.

Systemic risk is the risk that the failure of one or more financial institutions or market participants will
trigger a chain reaction, threatening the stability of the entire financial system. Unlike the risk faced by a
single institution, systemic risk emerges from interconnections, common exposures, and feedback loops.
Central banks monitor systemic risk to pre‑empt crises and to design policies that mitigate the spread of
financial distress.

Macroprudential policy is a set of tools and regulations aimed at safeguarding the stability of the financial
system as a whole. It differs from microprudential supervision, which focuses on the safety and soundness
of individual institutions. Macroprudential instruments include counter‑cyclical capital buffers, loan‑to‑value
caps, and sector‑wide liquidity requirements. By adjusting these tools over the business cycle, policymakers
can dampen the build‑up of systemic vulnerabilities.

Microprudential supervision concentrates on the health of individual banks and other financial firms. It
involves regular examinations, stress testing, and enforcement of capital and liquidity standards. While
microprudential oversight is essential for protecting depositors and maintaining confidence in single
institutions, it may not fully address risks that arise from the collective behavior of many firms.

Capital adequacy measures the amount of capital a bank holds relative to its risk‑weighted assets. The most
widely used standard is the Basel III capital framework, which defines a minimum Common Equity Tier 1
(CET1) ratio of 4.5 %, a total capital ratio of 8 %, and a leverage ratio of 3 %. Adequate capital cushions losses
and reduces the likelihood that a bank will become insolvent during periods of stress.

Liquidity risk is the danger that a financial institution cannot meet its short‑term obligations because it
cannot quickly convert assets into cash without incurring unacceptable losses. Liquidity risk can be acute –
for example, a sudden run on deposits – or chronic, stemming from a mismatch between the maturity of
assets and liabilities. Central banks monitor liquidity risk through metrics such as the Liquidity Coverage
Ratio (LCR) and the Net Stable Funding Ratio (NSFR).

Credit risk denotes the possibility that a borrower will fail to meet contractual debt obligations. It is a core
component of a bank’s risk profile and is quantified using probability‑of‑default (PD), loss‑given‑default
(LGD), and exposure‑at‑default (EAD) parameters. Credit risk can be concentrated in particular sectors,
geographies, or borrower types, creating potential channels for systemic contagion.
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Market risk captures the exposure of a financial institution to adverse movements in market variables such
as interest rates, exchange rates, equity prices, and commodity prices. Market risk is often measured using
Value‑at‑Risk (VaR) models, which estimate the maximum loss over a given time horizon at a specified
confidence level. Large market disruptions can propagate through the system via common asset holdings
and derivative positions.

Operational risk involves losses resulting from inadequate or failed internal processes, people, systems, or
external events. While operational risk is generally considered a micro‑level concern, large‑scale operational
failures – such as cyber‑attacks on critical payment systems – can have systemic implications, especially
when they affect multiple institutions simultaneously.

Contagion describes the transmission of financial distress from one institution or market to another.
Contagion can be direct, through contractual linkages such as interbank loans, or indirect, via asset price
correlations, information spillovers, or panic‑driven withdrawals. The 2008 global financial crisis illustrated
how contagion can spread rapidly across borders, turning a localized housing market shock into a
worldwide credit crunch.

Fire‑sale externalities arise when distressed institutions are forced to sell assets quickly at depressed prices,
thereby lowering market values for other holders of the same assets. This can amplify losses, trigger further
sales, and deepen a crisis. Fire‑sale dynamics are a key channel through which liquidity shocks become
systemic.

Leverage is the ratio of an institution’s total assets to its equity capital. High leverage amplifies both gains
and losses, making firms more vulnerable to adverse shocks. In a leveraged system, a modest decline in
asset values can erode capital to the point where solvency is threatened, prompting forced asset sales and
further price declines.

Systemic importance is a classification assigned to banks or other financial entities that are deemed “too big
to fail.” Systemically important financial institutions (SIFIs) are subject to heightened supervisory scrutiny,
higher capital buffers, and recovery‑and‑resolution planning requirements. The designation reflects the
potential impact of a firm’s failure on the broader economy.

Resolution regime encompasses the legal and regulatory framework that enables authorities to restructure
or wind down a failing institution in an orderly manner, minimizing disruption to the financial system. Key
components include bail‑in powers, living wills, and the establishment of a resolution authority. A
well‑designed resolution regime reduces the incentive for taxpayers to bail out failing firms.

Stress testing is a forward‑looking analytical tool that evaluates how a financial institution or the entire
system would perform under adverse macro‑economic scenarios. Stress tests incorporate assumptions
about GDP contraction, unemployment spikes, asset‑price declines, and other shock variables. The results
inform supervisory actions, capital planning, and macroprudential policy adjustments.

Macro‑scenario analysis extends stress testing by considering a range of plausible future pathways for the
economy, including baseline, adverse, and severely adverse scenarios. This analysis helps policymakers
assess the resilience of the financial system under different trajectories, such as rapid credit growth, high
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inflation, or a sudden capital outflow.

Liquidity coverage ratio (LCR) requires banks to hold high‑quality liquid assets (HQLA) sufficient to survive a
30‑day stress period of net cash outflows. The LCR promotes short‑term resilience and reduces the
likelihood of liquidity crises. Compliance is monitored through regular reporting and supervisory reviews.

Net stable funding ratio (NSFR) measures the proportion of a bank’s stable funding (e.g., long‑term debt,
equity) relative to its required stable funding, based on the liquidity characteristics of its assets. The NSFR
encourages banks to fund longer‑term assets with stable sources, thereby mitigating maturity mismatches.

Counter‑cyclical capital buffer (CCyB) is a macroprudential tool that requires banks to accumulate additional
capital during periods of robust credit growth. The buffer can be released when credit growth slows,
providing an extra cushion to absorb losses. The CCyB helps smooth the credit cycle and reduces
pro‑cyclical amplification.

Sectoral capital surcharges target specific high‑risk sectors, such as real‑estate development or consumer
credit, by imposing additional capital requirements on exposures to those sectors. By raising the cost of
credit to risky sectors, such surcharges can curb excess lending and limit the build‑up of sectoral
vulnerabilities.

Liquidity stress tests evaluate a bank’s ability to meet cash‑flow needs under severe but plausible liquidity
shocks. These tests examine the behavior of funding markets, the availability of collateral, and the impact of
asset sales on balance‑sheet positions. Results guide supervisory interventions and the design of liquidity
buffers.

Risk‑weighted assets (RWA) are a measure of the risk exposure of a bank’s assets, weighted by regulatory
risk coefficients. Different asset classes receive different risk weights; for example, sovereign debt may be
assigned a 0 % weight, while unsecured corporate loans may receive a 100 % weight. RWA is the
denominator in capital adequacy ratios.

Stress‑scenario design involves selecting macro‑economic variables, calibrating shock magnitudes, and
mapping the transmission mechanisms to banks’ balance sheets. Effective design balances realism with
severity, ensuring that scenarios capture plausible threats without being overly optimistic.

Liquidity risk management framework comprises policies, procedures, and tools that enable a bank to
monitor, measure, and control liquidity risk. Key elements include cash‑flow forecasting, contingency
funding plans, and limits on reliance on short‑term wholesale funding. Robust frameworks reduce the
probability of liquidity shortfalls.

Macro‑prudential monitoring is an ongoing process of data collection, indicator analysis, and risk
assessment aimed at early detection of systemic vulnerabilities. Central banks use dashboards of leading,
coincident, and lagging indicators – such as credit‑to‑GDP ratios, asset‑price growth, and leverage trends –
to gauge the health of the financial system.

Early‑warning indicators (EWIs) are statistical signals that suggest an increased probability of financial
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distress. EWIs may include rapid credit expansion, rising non‑performing loan ratios, widening yield spreads,
and deteriorating balance‑sheet ratios. Timely identification of EWIs enables pre‑emptive policy action.

Financial market infrastructure (FMI) includes payment systems, securities settlement platforms, central
counterparties (CCPs), and trade repositories. FMIs are critical to the smooth functioning of markets, and
disruptions can pose systemic threats. Supervisors assess the resilience, governance, and risk controls of
FMIs.

Central counterparties (CCPs) act as intermediaries in derivatives markets, assuming the counter‑party risk
of each trade. By netting positions and requiring margin, CCPs reduce bilateral exposures and enhance
market stability. However, concentration of risk in a single CCP can create a new source of systemic risk if
not properly managed.

Margin requirements are collateral obligations imposed on market participants to protect against
counter‑party default. Initial margin covers potential future exposures, while variation margin reflects daily
mark‑to‑market changes. Adequate margin mitigates the risk of cascading defaults in derivatives markets.

Resolution planning (living wills) requires large institutions to develop detailed plans outlining how they can
be resolved in an orderly fashion. Living wills identify critical functions, map out funding sources, and
propose strategies for rapid restructuring. Regulators review and test these plans to ensure feasibility.

Recovery planning complements resolution planning by outlining internal measures a firm can take to
restore its financial position after a shock. Recovery plans specify triggers, actions, and timelines, such as
capital raises, asset sales, or business‑line reductions. Effective recovery planning reduces the need for
external resolution.

Macro‑prudential toolkit encompasses the full set of instruments available to authorities, including capital
buffers, liquidity ratios, loan‑to‑value caps, debt‑to‑income limits, and macro‑prudential stress testing. The
choice of tools depends on the nature of the identified risk, the institutional setting, and the desired policy
impact.

Cross‑border coordination is essential because financial institutions often operate in multiple jurisdictions.
International bodies such as the Financial Stability Board (FSB), the Basel Committee, and the International
Monetary Fund (IMF) provide platforms for sharing information, harmonizing standards, and coordinating
crisis management.

Macro‑prudential stress testing extends traditional bank‑level stress testing by aggregating results across
the banking sector to assess systemic resilience. It examines the collective impact of shocks on capital
adequacy, liquidity, and profitability, and can highlight spill‑over effects that are invisible in isolated tests.

Liquidity hoarding occurs when banks retain cash or high‑quality assets to safeguard against anticipated
market stress, reducing the availability of funding for other participants. While hoarding can protect
individual firms, it may exacerbate systemic liquidity shortages, especially during crises.

Funding risk premium is the extra cost that borrowers pay to secure funding when market conditions
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tighten. A rising premium signals stress in funding markets and may foreshadow liquidity constraints.
Monitoring changes in funding spreads helps supervisors gauge the health of the banking sector.

Shadow banking refers to non‑bank financial intermediaries that perform bank‑like functions, such as
securitization, asset‑management, or money‑market activities, but operate outside traditional banking
regulation. Shadow banking can amplify systemic risk through leverage, maturity transformation, and
opacity.

Asset‑price bubbles develop when the price of an asset – such as real estate, equities, or commodities –
rises far above its fundamental value, driven by speculative demand and easy credit. Bubbles can burst,
leading to sharp price corrections, loan defaults, and balance‑sheet stress for institutions holding the assets.

Credit‑to‑GDP ratio measures the total credit extended by the banking sector relative to the size of the
domestic economy. A rapidly rising ratio may indicate excessive credit growth and heightened systemic risk.
Central banks monitor this ratio as part of their early‑warning framework.

Debt‑service‑to‑income (DSTI) ratio compares borrowers’ debt obligations to their disposable income. High
DSTI ratios suggest that households may struggle to meet repayments, increasing the probability of
defaults and potential contagion through mortgage‑backed securities.

Loan‑to‑value (LTV) ratio is the proportion of a loan amount to the value of the underlying collateral,
typically real estate. Tightening LTV limits reduces borrowers’ leverage and mitigates the risk of negative
equity, thereby curbing the formation of asset‑price bubbles.

Net‑stable‑funding ratio (NSFR) implementation challenges include the classification of assets and liabilities,
data collection burdens, and the need for banks to restructure funding profiles. In Bangladesh, banks must
adapt to local market conditions while aligning with Basel III standards, requiring careful calibration of NSFR
thresholds.

Capital conservation buffer (CCB) is an additional capital requirement that banks must retain above the
minimum CET1 ratio. The buffer can be drawn down in periods of stress, but must be rebuilt during normal
times. The CCB promotes capital discipline and helps absorb losses without breaching regulatory minima.

Systemic risk measurement employs quantitative models such as CoVaR (Conditional Value‑at‑Risk), SRISK
(systemic risk), and marginal expected shortfall. These models estimate the contribution of individual
institutions to overall systemic risk, helping supervisors prioritize supervisory focus and allocate
macro‑prudential tools.

CoVaR quantifies the value‑at‑risk of the financial system conditional on a particular institution being in
distress. A higher CoVaR indicates that the institution’s trouble would have a larger impact on the system,
signaling greater systemic importance.

SRISK estimates the capital shortfall of a firm in a crisis scenario, taking into account its size, leverage, and
riskiness. SRISK aggregates across firms to assess the total capital needed to prevent systemic collapse,
informing the design of capital buffers and resolution strategies.
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Marginal Expected Shortfall (MES) measures the average loss of an institution when the overall market
experiences extreme losses. MES captures the tail dependence between an institution’s returns and market
returns, highlighting institutions that are likely to exacerbate market downturns.

Network analysis maps the interconnections among financial institutions, revealing the structure of
exposures, such as interbank loans, derivative contracts, and funding relationships. By visualizing and
quantifying network metrics – degree centrality, betweenness, and clustering – supervisors can identify
nodes that pose outsized systemic risk.

Contagion channels include direct exposures (e.g., interbank lending), indirect exposures (e.g., common
asset holdings), funding shocks, and behavioral responses (e.g., panic withdrawals). Understanding these
channels helps design targeted macro‑prudential interventions, such as limits on interbank exposures or
liquidity backstops.

Liquidity backstop is a facility provided by the central bank or a designated liquidity provider to supply
emergency funding to solvent institutions facing temporary liquidity shortages. Backstops can be
unconditional or conditional, and are designed to prevent liquidity crises from escalating into solvency
problems.

Stress‑test governance involves the establishment of clear responsibilities, data quality standards, model
validation procedures, and reporting lines. Effective governance ensures that stress‑test results are reliable,
transparent, and actionable for both supervisors and senior management.

Macro‑prudential communication is the practice of publicly conveying policy intentions, rationales, and
expected outcomes. Transparent communication can shape market expectations, reduce uncertainty, and
enhance the effectiveness of macro‑prudential tools. However, premature disclosure may also trigger
unintended market reactions.

Policy lag refers to the delay between the implementation of a macro‑prudential measure and its
observable impact on the financial system. Recognizing lag structures helps policymakers calibrate the
timing and magnitude of interventions, particularly in rapidly evolving market environments.

Regulatory arbitrage occurs when institutions exploit differences between regulatory regimes to reduce
compliance costs or increase risk‑taking. For example, a bank might shift activities to less‑regulated
shadow‑bank entities. Supervisors must monitor and address arbitrage opportunities to preserve the
integrity of the macro‑prudential framework.

Stress‑test scenario selection bias can arise if scenarios are chosen based on historical events that may not
capture future risks, such as climate‑related shocks or geopolitical tensions. To mitigate bias, analysts
incorporate forward‑looking narratives, expert judgment, and a diverse set of shock combinations.

Climate‑related financial risk includes physical risks (damage from extreme weather events) and transition
risks (financial losses stemming from the shift to a low‑carbon economy). Central banks increasingly
incorporate climate stress testing to assess the resilience of the banking sector to these emerging threats.
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Macro‑prudential supervisory coordination involves aligning the efforts of banking supervisors, securities
regulators, and payment‑system overseers. Coordination ensures consistent data collection, shared risk
assessments, and unified action when systemic vulnerabilities are identified.

Financial stability board (FSB) is an international body that monitors and makes recommendations about
the global financial system. The FSB develops standards for systemic risk assessment, resolution planning,
and macro‑prudential oversight, influencing national policy frameworks.

Basel III is the international regulatory standard that sets out capital, liquidity, and leverage requirements for
banks. It introduces new buffers, risk‑weighted asset calculations, and liquidity ratios, forming the
cornerstone of modern macro‑prudential regulation.

Bangladesh Bank’s macro‑prudential framework incorporates a set of tools adapted to the local financial
environment, including sector‑wide capital surcharges for real‑estate exposure, loan‑to‑value caps for
mortgage lending, and a counter‑cyclical capital buffer calibrated to credit‑growth indicators.

Data quality and coverage are critical for accurate systemic risk monitoring. In emerging markets, challenges
include limited coverage of non‑bank institutions, fragmented reporting standards, and delays in data
submission. Addressing these gaps requires capacity building, standardization, and investment in data
infrastructure.

Stress‑test result interpretation involves comparing projected capital ratios under stressed scenarios with
regulatory thresholds. If a bank’s projected CET1 ratio falls below the minimum, supervisors may require
corrective actions such as capital raises, asset sales, or heightened monitoring.

Macro‑prudential policy transmission refers to the mechanisms through which tools affect the real
economy. For instance, a higher capital buffer may lead banks to tighten lending standards, reducing credit
growth. Understanding transmission helps calibrate tools to achieve desired outcomes without excessive
tightening.

Feedback loops occur when macro‑prudential measures influence the variables they aim to control, creating
a self‑reinforcing cycle. An example is a tightening of loan‑to‑value ratios that reduces housing price
inflation, which in turn lowers the perceived need for further tightening.

Macro‑prudential versus monetary policy interaction is a key area of coordination. While monetary policy
focuses on price stability and employment, macro‑prudential policy targets financial system resilience.
Divergent objectives can create tensions; for example, low interest rates may encourage risk‑taking,
necessitating macro‑prudential counter‑measures.

Stress‑test scenario calibration involves selecting shock magnitudes that are severe yet plausible. Calibration
may use historical crisis data, expert judgment, or statistical techniques such as extreme‑value theory. The
goal is to ensure that scenarios stress institutions without being dismissed as unrealistic.

Systemic risk buffer (SRB) is an additional capital requirement for globally systemically important banks
(G‑SIBs). The SRB reflects the extra risk these banks pose to the global financial system and is calibrated
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based on their systemic importance scores.

Liquidity risk indicators (LRIs) include metrics such as the ratio of cash and HQLA to short‑term liabilities,
the concentration of funding sources, and the maturity profile of assets. LRIs provide early signals of
potential liquidity strain.

Funding concentration risk arises when a bank relies heavily on a single source of funding, such as
short‑term wholesale markets. Concentration increases vulnerability to market disruptions, as a withdrawal
of that funding can precipitate a liquidity crisis.

Macro‑prudential policy effectiveness assessment involves evaluating whether tools have achieved their
intended objectives. Effectiveness studies may use econometric analysis, case studies, or simulation models
to examine the impact on credit growth, asset prices, and systemic risk metrics.

Macro‑prudential policy calibration is the process of setting the appropriate level, timing, and duration of
tools. Calibration requires balancing the trade‑off between mitigating systemic risk and preserving credit
availability for productive investment.

Stress‑testing governance frameworks should incorporate independent validation, clear documentation,
and periodic review. Governance ensures that the models remain robust, the assumptions are transparent,
and the results are credible for supervisory decision‑making.

Macro‑prudential policy spill‑over effects refer to unintended consequences that affect other jurisdictions or
sectors. For instance, stricter capital requirements in one country may shift credit demand to neighboring
markets, potentially creating cross‑border imbalances.

Resolution authority is the institutional body empowered to plan and execute the orderly wind‑down of
failing financial institutions. The authority coordinates with other regulators, manages the allocation of
losses, and ensures the continuity of critical services.

Liquidity stress‑testing methodology typically involves constructing cash‑flow projections for a set of stress
scenarios, assessing the availability of liquidity sources, and evaluating the impact of asset sales on
balance‑sheet positions. The methodology must capture both market and funding shocks.

Systemic risk governance at the central bank level includes a dedicated macro‑prudential committee,
risk‑monitoring units, and cross‑functional teams that integrate data from banking supervision, market
surveillance, and macro‑economic analysis.

Financial contagion modeling can use agent‑based simulations, network models, or econometric
approaches to capture the dynamics of shock propagation. These models help policymakers test the
effectiveness of macro‑prudential tools under various contagion pathways.

Macro‑prudential tools for non‑bank financial institutions include capital requirements for insurance
companies, liquidity standards for money‑market funds, and leverage caps for asset managers. Extending
the macro‑prudential framework beyond banks addresses the growing importance of the shadow banking
sector.
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Macro‑prudential stress testing of insurance firms focuses on the impact of adverse events on insurers’
solvency, including market risk, underwriting risk, and catastrophe exposures. The testing framework aligns
with the Solvency II regime, which emphasizes risk‑based capital.

Liquidity backstop design considerations involve determining eligibility criteria, pricing mechanisms,
collateral requirements, and the duration of the facility. An appropriately designed backstop can reassure
markets while limiting moral hazard.

Macro‑prudential policy communication strategy should balance transparency with discretion. Clear
communication of policy objectives, trigger levels, and expected actions enhances market discipline, but
excessive detail may provide opportunities for arbitrage.

Regulatory capital versus economic capital distinction: regulatory capital is the minimum amount set by
supervisory standards, while economic capital reflects the amount of capital a firm internally deems
necessary to cover its risk profile. Aligning the two helps reduce gaps between supervisory expectations and
actual risk management.

Stress‑test scenario diversification ensures that a range of risks – credit, market, operational, and climate –
are represented. Diversified scenarios provide a more comprehensive view of potential vulnerabilities and
avoid over‑reliance on a single type of shock.

Macro‑prudential policy implementation timeline outlines the steps from policy formulation, stakeholder
consultation, legal amendment, operational rollout, to monitoring and evaluation. A well‑structured timeline
reduces uncertainty and facilitates smooth adoption.

Macro‑prudential policy coordination with fiscal authorities is essential when systemic risks intersect with
fiscal considerations, such as sovereign debt sustainability. Joint analysis helps prevent policy conflicts and
supports coherent macro‑economic management.

Stress‑testing data granularity influences the accuracy of results. High‑frequency data (e.g., daily cash‑flow
statements) capture short‑term dynamics, while aggregated quarterly data may miss rapid developments.
Central banks must balance data availability with the need for timely analysis.

Macro‑prudential policy challenges in emerging markets include limited data, underdeveloped market
infrastructure, and the dual mandate of supporting growth while containing risk. Tailoring tools to local
conditions, building analytical capacity, and fostering stakeholder buy‑in are critical to success.

Financial stability assessment report (FSAR) is a periodic publication that synthesizes macro‑prudential
analysis, risk indicators, and policy actions. The FSAR provides a transparent overview of the central bank’s
view on systemic risk and the steps taken to mitigate it.

Macro‑prudential stress test frequency varies by jurisdiction, but common practice involves annual
comprehensive tests supplemented by quarterly or semi‑annual interim assessments. Frequent testing
enhances early detection of emerging vulnerabilities.

Macro‑prudential policy impact on credit allocation can be measured by examining changes in
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loan‑to‑deposit ratios, sectoral loan growth, and interest‑rate spreads. Empirical analysis helps assess
whether tools are effectively steering credit toward productive uses.

Systemic risk indicator (SRI) dashboards compile a set of quantitative metrics – such as leverage ratios,
asset‑price growth, and interbank exposure concentrations – into a visual format for quick assessment by
policymakers.

Macro‑prudential stress testing of sovereign risk evaluates how a government’s fiscal position and debt
sustainability affect the banking sector. Scenarios may include sharp falls in tax revenues, heightened
borrowing costs, or currency devaluations.

Liquidity risk appetite defines the level of liquidity risk a bank is willing to accept in pursuit of its business
strategy. Setting an appropriate risk appetite involves senior management, the board, and supervisors
aligning expectations with the institution’s capacity to absorb shocks.

Macro‑prudential policy calibration to credit‑growth cycles uses leading indicators such as loan‑to‑GDP
gaps, credit‑to‑GDP ratios, and asset‑price inflation to determine when to tighten or loosen tools.
Calibration seeks to smooth credit expansions without stifling legitimate financing needs.

Macro‑prudential policy spill‑over to housing markets can be managed by employing loan‑to‑value caps,
debt‑service‑to‑income limits, and mortgage‑insurance requirements. These measures directly address the
factors that fuel housing‑price bubbles.

Systemic importance scorecard ranks institutions based on size, interconnectedness, substitutability, and
complexity. The scorecard informs the designation of SIFIs and guides the allocation of supervisory
resources.

Regulatory stress‑test reporting standards define the format, content, and timing of results disclosures.
Transparent reporting promotes market discipline while protecting sensitive information that could be
exploited by malicious actors.

Macro‑prudential policy coordination with macro‑economic policy ensures that efforts to stabilize the
financial system complement objectives of price stability and sustainable growth. Joint planning sessions
and shared data platforms facilitate this coordination.

Liquidity risk mitigation techniques include maintaining a diversified funding base, establishing credit lines
with central banks, and conducting regular cash‑flow stress testing. These techniques reduce the probability
of funding shortfalls.

Macro‑prudential policy effectiveness metrics may involve changes in systemic risk indicators, reductions in
credit‑to‑GDP gaps, and the frequency of banking crises. Empirical studies compare pre‑ and
post‑implementation periods to assess impact.

Macro‑prudential policy communication challenges include managing market expectations, avoiding
premature speculation, and ensuring that messages are understood by a broad audience, including
investors, analysts, and the general public.

Read online: https://learnuni.com/guides/8255899/financial-stability-
and-systemic-risk

LearnUNI · 10 Jul 2026



G U I D E

Macro‑prudential policy framework governance typically comprises a steering committee, technical working
groups, and an operational unit responsible for data collection, analysis, and policy implementation. Clear
lines of authority and responsibility enhance decision‑making efficiency.

Macro‑prudential stress testing of non‑bank financial institutions extends the traditional banking focus to
include asset managers, insurers, and fintech firms. The expanded scope captures risks that may emerge
from interconnected activities outside the regulated banking sector.

Macro‑prudential policy timing considerations involve assessing the lag between policy activation and
observable impact, as well as the potential for anticipatory behavior by market participants. Timely action
can pre‑empt the build‑up of systemic risk.

Macro‑prudential policy calibration using scenario analysis blends quantitative modeling with qualitative
judgment to set trigger levels for tools. Scenario analysis helps anticipate how variables such as interest
rates, exchange rates, and commodity prices may evolve under stress.

Macro‑prudential policy and financial inclusion must be balanced to avoid restricting credit access for
underserved segments. Targeted tools, such as sectoral capital surcharges, can be designed to protect
stability while preserving inclusive lending practices.

Macro‑prudential policy and digital finance require new supervisory approaches to address risks from
fintech platforms, digital payments, and cryptocurrencies. Emerging risks include operational failures,
cyber‑security breaches, and rapid scaling of untested business models.

Macro‑prudential stress testing of foreign‑exchange exposure assesses how sharp currency depreciations
affect banks’ balance sheets, particularly for institutions with large unhedged foreign‑currency liabilities. The
tests help gauge the resilience of banks to exchange‑rate shocks.

Macro‑prudential policy and cross‑border liquidity risk involve monitoring the reliance of domestic banks
on foreign funding sources. Coordinated policies, such as reciprocal liquidity lines, can mitigate the risk of
sudden capital outflows.

Macro‑prudential policy and climate‑related transition risk focus on the financial implications of policy shifts
toward low‑carbon economies. Tools may include sector‑specific capital buffers for carbon‑intensive
industries and stress‑test scenarios that incorporate carbon‑price trajectories.

Macro‑prudential policy and climate‑related physical risk address the impact of extreme weather events on
asset values and insurance portfolios. Stress testing can incorporate flood, drought, and storm scenarios to
evaluate banks’ exposure to physical climate risk.

Macro‑prudential policy and sovereign debt risk is relevant when government borrowing levels threaten
banking sector stability. Tools such as limits on sovereign exposure and enhanced capital requirements for
government‑bond holdings can reduce vulnerability.

Macro‑prudential policy and market‑based liquidity considerations include monitoring the depth and
resilience of money‑market funds, repo markets, and securities‑financing channels. Weaknesses in these

Read online: https://learnuni.com/guides/8255899/financial-stability-
and-systemic-risk

LearnUNI · 10 Jul 2026



G U I D E

markets can amplify funding stress for banks.

Macro‑prudential policy and payment‑system resilience focus on ensuring that payment and settlement
infrastructures remain operational during periods of stress. Central banks may impose operational risk
standards and conduct regular drills to test system robustness.

Macro‑prudential policy and capital‑flow volatility is crucial for economies that experience sudden inflows
or outflows of foreign capital. Capital‑control measures, such as macro‑prudential reserve requirements for
foreign currency deposits, can dampen volatility.

Macro‑prudential policy and shadow‑bank oversight involves extending supervisory reach to entities that
perform bank‑like functions without being subject to traditional banking regulations. Oversight tools may
include reporting mandates, risk‑based capital requirements, and activity‑specific limits.

Macro‑prudential policy and asset‑price monitoring requires continuous tracking of price trends in real
estate, equities, and commodities. Early detection of rapid price appreciation can trigger pre‑emptive
macro‑prudential measures to curb speculative lending.

Macro‑prudential policy and macro‑economic shock absorption tests the ability of the financial system to
absorb macro‑economic disturbances such as recession, inflation spikes, or commodity price shocks.
Stress‑testing frameworks simulate these shocks to assess resilience.

Macro‑prudential policy and financial market surveillance includes real‑time monitoring of market
indicators, trading volumes, and price volatility. Surveillance systems enable rapid detection of abnormal
market behavior that may signal emerging systemic risk.

Macro‑prudential policy and risk‑based supervision aligns supervisory intensity with the risk profile of
institutions. Higher‑risk banks receive more frequent examinations, tighter capital requirements, and closer
monitoring of risk‑management practices.

Macro‑prudential policy and supervisory coordination involves sharing information, aligning supervisory
actions, and jointly developing policies across different regulatory bodies. Coordination reduces the
likelihood of regulatory gaps and conflicting directives.

Macro‑prudential policy and data analytics leverages advanced statistical techniques, machine learning, and
big‑data platforms to extract insights from large, heterogeneous datasets. Enhanced analytics improve
early‑warning detection and scenario analysis.

Macro‑prudential policy and stress‑test model validation ensures that the underlying assumptions,
parameter choices, and computational methods accurately reflect the institution’s risk profile. Validation
processes include back‑testing, sensitivity analysis, and benchmarking.

Macro‑prudential policy and stress‑test communication must balance the need for transparency with the
risk of revealing sensitive information that could be exploited by market participants. Summarized results,
aggregate statistics, and qualitative assessments are common communication approaches.
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Macro‑prudential policy and financial stability committee (FSC) typically serves as the decision‑making body
that reviews risk assessments, approves policy actions, and oversees implementation. The FSC includes
senior central‑bank officials, finance ministry representatives, and sometimes external experts.

Macro‑prudential policy and supervisory stress testing differs from market‑based stress testing by focusing
on supervisory objectives, such as assessing compliance with capital and liquidity standards, rather than
predicting market reactions.

Macro‑prudential policy and systemic risk assessment models may incorporate macro‑economic variables,
bank‑level balance‑sheet data, and network metrics to generate composite risk scores. These models
support the prioritization of supervisory resources.

Macro‑prudential policy and financial inclusion trade‑offs recognize that overly restrictive tools may limit
credit access for small‑ and medium‑sized enterprises (SMEs) and low‑income households. Policymakers
design exemptions or graduated thresholds to mitigate adverse distributional effects.

Macro‑prudential policy and cross‑border supervisory colleges facilitate information exchange among
supervisors of multinational banks. Colleges discuss risk‑sharing arrangements, resolution planning, and
coordinated supervisory actions.

Macro‑prudential policy and supervisory stress‑testing timelines typically include a planning phase, data
collection, model development, scenario analysis, result validation, and reporting. Adhering to a structured
timeline ensures consistency across institutions.

Macro‑prudential policy and financial stability reporting provides stakeholders with a comprehensive view
of systemic risk trends, policy actions taken, and future outlook. Reports often include charts, tables, and
narrative analysis to convey complex information clearly.

Macro‑prudential policy and early‑warning system (EWS) design integrates quantitative indicators with
qualitative assessments to flag emerging vulnerabilities. An effective EWS combines high‑frequency data,
threshold triggers, and expert judgment.

Macro‑prudential policy and macro‑economic forecasting supports the development of stress scenarios by
projecting likely paths for GDP growth, inflation, interest rates, and exchange rates. Accurate forecasts
improve the relevance of stress‑test outcomes.

Macro‑prudential policy and supervisory feedback loops involve continuous refinement of tools based on
observed outcomes, stakeholder feedback, and evolving risk environments. Iterative improvement enhances
the efficacy of the macro‑prudential framework.

Macro‑prudential policy and financial market infrastructure (FMI) resilience ensures that critical components
such as clearing houses, depositories, and settlement systems can withstand operational disruptions and
cyber‑attacks.

Macro‑prudential policy and cyber‑risk management addresses the growing threat of cyber incidents that
could impair the functioning of banks
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