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ABSTRACT

Introduction: in modern developed European countries, the banking system reflects the economy’s state
and financial sector efficiency. Its stability significantly impacts the financial system and economic growth.
Banking institutions act as intermediaries between sectors like trade, manufacturing, agriculture, and
consumers, underscoring their critical role.

Objective: this study aims to identify factors influencing banking system stability by analyzing the European
Union’s banking experience.

Method: a statistical analysis was conducted to determine the key factors affecting stability and prioritize
those requiring regulatory focus. The research employed general scientific methods (analysis, synthesis,
generalization, systematization) and a specific method—a multiple regression model—to identify factors
ensuring financial stability.

Results and conclusions: findings reveal regional disparities and instabilities in the distribution of major
banks across EU countries. This highlights the need for proactive fiscal stability measures. The multiple
regression analysis identified significant determinants of banking stability, including capital cost and
accessibility, investment activity, financial stability risks, digital security, and data protection. These insights
emphasize the importance of targeted regulatory efforts to enhance the EU banking sector’s resilience and
sustainable growth.

Keywords: Banking Stability; Financial Factors Of Influence; Economic Crises; Regulatory Policy; Financial
Integration; Risk Management; Bank Liquidity.

RESUMEN

Introduccion: en los paises europeos desarrollados modernos, el sistema bancario refleja el estado de
la economia y la eficiencia del sector financiero. Su estabilidad influye significativamente en el sistema
financiero y en el crecimiento econdémico. Las instituciones bancarias actian como intermediarios entre
sectores como el comercio, la industria manufacturera, la agricultura y los consumidores, lo que subraya su
papel fundamental.
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Objetivo: este estudio pretende identificar los factores que influyen en la estabilidad del sistema bancario
analizando la experiencia bancaria de la Union Europea.

Método: se llevd a cabo un analisis estadistico para determinar los factores clave que afectan a la estabilidad
y priorizar aquellos que requieren una atencion reguladora. La investigacion empledé métodos cientificos
generales (analisis, sintesis, generalizacion, sistematizacion) y un método especifico -un modelo de regresion
multiple- para identificar los factores que garantizan la estabilidad financiera.

Resultados y conclusiones: los resultados revelan disparidades e inestabilidades regionales en la distribucion
de los principales bancos en los paises de la UE. Esto pone de relieve la necesidad de adoptar medidas
proactivas de estabilidad fiscal. El analisis de regresion multiple identifico determinantes significativos de
la estabilidad bancaria, como el coste y la accesibilidad del capital, la actividad inversora, los riesgos
para la estabilidad financiera, la seguridad digital y la proteccion de datos. Estas conclusiones subrayan la
importancia de adoptar medidas reguladoras especificas para mejorar la resistencia del sector bancario de
la UE y su crecimiento sostenible.

Palabras clave: Estabilidad bancaria; Factores financieros de influencia; Crisis econdomicas; Politica
regulatoria; Integracion financiera; Gestion de riesgos; Liquidez bancaria.

INTRODUCTION
In the contemporary world, the banking system of any nation serves as the linchpin of the economic
apparatus, interfacing with all sectors of the economy, the populace, and governmental bodies, thereby
exerting a significant influence on them. The effective operation of the banking system acts as a catalyst for
the advancement of the domestic economy.
The banking system fulfills numerous functions, including but not limited to:
e Upholding currency stability
e Accumulating and allocating funds among various business entities
e Facilitating the seamless operation of the payment system, among others.

In light of these roles, the steady progress of the banking sector emerges as a pivotal prerequisite for
national economic advancement and the preservation of financial security within the country.™ The increasing
volatility in the development of individual economies, spurred by adverse external influences, not only triggers
national banking crises but also fosters global financial turmoil.

The nature of economic activities significantly influences the choice of the banking system’s development
model. Commercial banks, as autonomous entities, operate under the purview of the central bank of the country
and their shareholders. Their primary objective is to conduct profitable banking operations while minimizing
the risk of financial instability. Regulatory authorities continuously prioritize mitigating risks to financial
stability, particularly in light of crises in the banking sectors of developed nations, which are exacerbated
by various events and recessionary trends. The instability in the financial sector and the rising inflation in
developed European countries and the United States serve as stark reminders of the importance of averting
excessive vulnerabilities in the financial system and economy. Additionally, they underscore how the growing
interconnectedness of financial markets and institutions can significantly contribute to crisis development. 3

For decades, participants in the EU financial markets have grown accustomed to historically low interest
rates set by major central banks. The majority of the EU population expected these refinancing rates to persist
for an extended period. Consequently, financial institutions diverted their attention away from interest rate
risk hedging and effective balance sheet management. However, the cycle of aggressive interest rate hikes
initiated amidst the economic downturn in 2022 to combat inflation has forced banks to confront the reality of
interest rate risk.

In today’s ever-changing landscape, there is a continual search for effective models of banking system
development.® The latter part of the twentieth century saw a series of crises that shook the foundations of
previous economic and social progress. With both external and internal factors presenting risks, it is crucial
to understand the factors that influence the stability of the banking system in order to promote its long-term
growth. This study will center on exploring these determinants.

Aims and Objectives

Given the proven relevance of the study and the conducted literature review, the main goal of the study is to
specify the factors that affect the stability of the banking system using correlation analysis. To accomplish this
objective, it is imperative to conduct a statistical analysis of the present condition of the banking system within
the European Union. This analysis will help in identifying the factors that could have a significant impact on the
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stability of the banking system, with a focus on determining which of these factors warrant special attention in
the regulation of banking activities.

METHOD

The study entails an analysis of statistical data concerning the development of the EU banking system and
identifies factors that may influence the effectiveness of measures aimed at ensuring financial stability within
this system. It acknowledges the need for the banking sector to swiftly adapt to external economic changes in
developed countries. The determination of financial stability factors within the banking system is based on the
multiple correlation method.

The main direction of achieving the research goal was the application of the multiple correlation method
to determine the factors that directly affect the stability of the banking system. Accordingly, the main specific
research method is the multiple correlation method, which allowed to specify the factors that affect the financial
stability of the banking sector and determine the development of the banking sector in the EU countries. The
following indicators were selected as independent variables: discount rate, volume of investments attracted,
banking losses, costs of digitalization of the banking system. The dependent variable was determined as the
indicator: profit of banks in the banking system.

Data Collection

Scientific sources were procured through searches conducted on prominent databases, namely Web of
Science and SCOPUS. These databases are renowned for their comprehensive coverage of scientific literature
across various disciplines. Emphasis was placed on sourcing materials from the past five years to ensure the
utmost relevance, given the dynamic nature of banking sector development.

The writing base for this consider was chosen through looks within the central databases Web of Science
and Scopus. Through a audit of scientific writing, bunches inquisitive about the inquire about were recognized,
counting government authorities, trade pioneers and proprietors, budgetary chiefs, specialized masters, and
others. The period for database looks was set from February 2019 to May 2024 to ensure the coherence and
astuteness of the inquire about conducted within the final five a long time.

Search Criteria

Through systematic review and analysis of scientific literature, target groups for the study were identified,
including representatives from governmental bodies engaged in banking, international banking organizations,
as well as bank proprietors and personnel. The search timeframe spanned from January 2019 to April 2024 to
maintain continuity and comprehensiveness in capturing research trends over the preceding five years.

Data Analysis

Furthermore, the article utilizes the multiple correlation method, a scientific technique focused on
identifying the various factors that impact the stability and financial viability of the banking industry. By
employing this method, the study is able to examine the specific intricacies of the banking sector and aid in the
creation of effective strategies for future growth within the EU banking industry.

RESULTS

The academic literature posits that banking system stability entails the ability to withstand both external
and internal pressures while maintaining a consistent balance and reliability over time. The financial health of
individual components significantly influences the overall stability of the system. Measures aimed at bolstering
the resilience of commercial banks play a pivotal role in ensuring the steady progress of the banking system
amidst economic turbulence.®7?

Scholars Doroshenko et al.®, Myronchuk et al.®, and Luo" argue that the quest for banking system
sustainability transcends national borders and has become a multinational concern. In the twenty-first century,
the global landscape cannot be shaped without due consideration of the monetary realm. The increasing
number of crises, bankruptcies, and financial losses can no longer be ignored. A sustainable society needs to
create a strong and resilient banking system model. Banks strive to enhance their resilience through various
means, such as bolstering capital adequacy ratios, refining risk management systems, and broadening the
diversity of their products and services across different regions.

The stability of the banking system within the European Union hinges on the monetary policy (MP) orchestrated
by the European Central Bank (ECB), alongside regulations, oversight, and the individual resilience of each
commercial bank. Monetary policy serves as a macroeconomic tool encompassing the management of money
supply, credit, interest rates, and exchange rates to regulate the overall expenses of the economy. ("2

The ECB oversees the operations of EU credit institutions, shaping the methodological framework within
which commercial banks function and conducting banking supervision. While the ECB has made strides in
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fortifying and refining the banking system, challenges persist.
In line with ECB policy, the tools for regulating banking activities include:
Discount rate (refinancing rate)
Mandatory reserve requirements
Operations in the foreign exchange market
Economic standards for credit institutions.

Analyzing these tools and delineating their specific applications enables the formulation of a set of actions
for the optimal management of banking services and regulations. Scholars in the field Kolinets" and Liu et
al.™ highlight that the stability of the banking system hinges on the financial market. Without a developed
financial market, commercial banks lack the ability to diversify risks and effectively manage assets, including
those of enterprises, firms, and households. Underdeveloped financial markets diminish the banking system’s
resilience to external shocks, rendering it unstable. Another crucial element for banking system stability is
the presence of market infrastructure, encompassing legislation, financial markets, and their organizational
frameworks.

The international economic landscape is in a constant state of flux. Amid significant shifts and escalating
global financial turbulence, credit institutions can emerge as major sources of crisis in any financial setting.
This underscores the imperative of ensuring the overall stability of the banking system and the resilience of
individual financial institutions. In summarizing the perspectives of scholars Kulikov et al.,® Lomaka et al.,
and Tymoshenko et al.,"® we can identify several key factors influencing the stability of the banking system:

e Political instability
Globalization of financial markets
Impact of external global crises
Macroeconomic factors
Monetary policy
Investment climate

The economy’s competitiveness is essential for sustainable growth. Advancements in information and
communication systems must be balanced with robust data protection measures. Ensuring a solid resource base
and capital adequacy is crucial for financial stability. Continual innovation in banking products and services is
necessary to meet evolving customer needs. Proactive management of banking risks is vital to safeguard the
sector’s stability.

In summary, regulators must remain vigilant in monitoring these key areas to maintain a stable and resilient
banking sector. To enhance the resilience of the banking system and mitigate systemic risks, continuous
monitoring of risks and improvement of risk management practices at the commercial bank level is essential.
The resilience of credit institutions is directly influenced by the policies of the central bank and the effectiveness
of measures to address key factors impacting financial stability.

When examining European countries, it’s crucial to delve into the legal framework of the European Central
Bank (ECB), which holds a pivotal role in the structure of EU banking systems and is instrumental in safeguarding
the financial stability of the EU banking sector. This is primarily because the central banks of EU member states
have delegated certain authorities to the ECB, granting it the mandate to execute various functions within
their respective banking systems. Presently, the ECB stands as the principal financial institution of the EU,
responsible for shaping, regulating, and optimizing monetary policies across Eurozone countries. "

The unique quality of the ECB is its ability to provide guidance on a global scale and shape the direction of
banking development in various countries, each with its own individual economic and financial environment.
In line with legislation and insights gained from analyzing the ECB’s operations, its primary functions can be
delineated as follows:

Managing inflationary trends and curbing the depreciation of the euro currency.

Ensuring sustained economic growth within Eurozone nations.

Formulating and overseeing monetary policy in the Eurozone.

Monitoring and evaluating the utilization of foreign exchange reserves.

Facilitating the issuance of the euro currency.

Providing rationale for and setting the key policy rate, alongside offering recommendations on
interest rate adjustments.

XXX XX

The idea of financial stability in global practice involves two distinct interpretations. One aspect focuses on
the smooth functioning of all aspects of the financial system, while the other involves a broader and narrower
understanding of the concept. The broader view considers risks to the stability of the financial system, such as
increased volatility in financial markets. In contrast, the narrower interpretation looks at specific indicators,
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with institutions like the ECB focusing on factors like profitability, capitalization, and risk management in
banks.?% Similarly, the German Central Bank defines financial stability as the effective functioning of the
financial system in meeting its current and future obligations.

In updated documentation, the ECB defines financial stability as a “condition wherein the monetary
structure can withstand shocks without triggering cumulative disruptions to the flow of savings into investments
and payments within the economy.” This pragmatic definition, rather than an academic one, serves as the
foundation for the ECB’s monitoring and policymaking efforts.

According to ECB data for the third quarter of 2023, banks’ assets in EU member states amounted to €31,3
trillion, showing a year-on-year increase compared to the same period the previous year. The trend in the
EU banking sector’s assets is depicted in the figure. It’s noteworthy that the asset value experienced a sharp
decline between 2019 and 2020 as a result of the pandemic. In the third quarter of 2020, EU banking sector
assets totaled €26 trillion, marking a roughly 15 % decrease from 2019, when it reached €31,75 trillion. Three
years ago, there was an upward trajectory.®"2?

Importantly, this period coincided with the exclusion of assets owned by UK banks from the EU aggregate,
rendering the 2020 data non-indicative for this reason. Conversely, assets reached their peak value in 2019,
with a year-on-year increase of over 6 % to €29,81 trillion.

2
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Source: Data by Euro Banking Association and European Central Bank.®'22)
Figure 1. Overall assets of the EU banking sector

The increase in assets coincided with escalating geopolitical tensions following Russia’s invasion of
Ukraine, which rendered Europe strategically vulnerable. Banks played an active role in assisting regulators in
implementing economic sanctions against the aggressor country. Table 1 presents the breakdown of European
countries based on the number of major banks and the combined value of their assets in each country.
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Austria 2 530,92
Ireland 2 281,08
Norway 1 307,38
Turkiye 1 127,66
Total 50 34 913,43

Source: Data by Euro Banking Association, EBA CLEARING, and European Commission. ?!-23:249

France, the United Kingdom, and Germany emerge as the key players in the European banking arena,
boasting the highest number of major banks. This highlights their significant influence in the European banking
sector. Given the fluctuating nature of asset dynamics and the variation in the concentration of major banks
across Europe, it becomes crucial to discern the primary factors impacting the financial constancy of the
investment industry.

Two predominant financial system models exist, each delineating distinct roles for banks and capital markets:
the Anglo-American model (observed in the USA, the United Kingdom, and many Latin American nations) and
the continental model (notably found in Germany, Japan, and much of Europe). These models diverge in
terms of bank market entry, operational principles, institutional infrastructure diversity, and the predominant
securities traded. The roots of this dichotomy concerns the historical evolution of banking systems and their
industrial ties, particularly evident in the UK and Germany, alongside the differing legal frameworks—Anglo-
Saxon and German, respectively.

The Anglo-Saxon legal system, known for fostering the securities market, provides robust protection
for investor rights, thereby encouraging securities market transactions over traditional banking activities.
Conversely, civil law countries tend to favor banking markets due to legal preferences.

The Anglo-Saxon banking model is characterized by several distinctive features:

e Predominantly relies on legal methods for regulation.

e Seeks to minimize direct government intervention in the investment and lending activities of
banks.

e Shifts investment functions across various sectors of the economy to private investors.

e Oversight of capital requirements to ensure banks have enough reserves to withstand economic
downturns.

e Regular monitoring and assessment of banks’ risk management practices and policies.

e Enforcing strict compliance with anti-money laundering and customer due diligence regulations to
prevent illicit activities within the banking sector.

¢ Implementation of deposit insurance schemes to protect customer funds and maintain trust in the
banking system.

e Collaboration with international regulatory bodies to coordinate efforts and prevent regulatory
arbitrage.

e Regulation of the territorial and functional specialization of commercial banks through financial
instruments.

e Stringent legislative oversight of investment banks’ activities.

e Regulation of banking system risks through economic measures such as establishing substantial
mandatory reserves and deposit insurance.

¢ Allocation of functions for collecting and managing individual depositors’ funds among investment
companies, investment funds, commercial and investment banks, and pension funds.

The continental banking system, observed in countries like Italy, Germany, and France, employs a blend
of legislative, direct administrative, and indirect economic methods for state regulation. The involvement of
banks in investment processes across other sectors of the economy is governed by several approaches:

e Public sector management within the investment structure.

e Fixing interest rates within specified recommended ranges.

e Establishment of specialized medium- and long-term lending institutions and their alignhment with
specific industries.

e Regulation of terms and conditions for issuing, securing, directing, etc., investment loans.

e Promotion of broadening commercial banks’ activities while maintaining a relatively underdeveloped
securities market.

e Oversight of the investment base of investment investments.

¢ Rotation of senior civil servants and bank managers.

e Establishment of a system of postal and savings banks that function as retail banks for commercial
institutions.
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e Regulation of the personal union of financial and industrial capital.
e Preferential taxation of borrowed funds.

Unlike the Anglo-Saxon model countries, which use economic tools to encourage investment, the continental
model relies heavily on administrative strategies. Overall, the regulator’s role in shaping banking sector
development policies highlights crucial elements for maintaining financial stability within the banking system,
as illustrated in table 2.

By utilizing the primary aggregated factors influencing the financial stability of the banking system outlined
in table 2, a multiple correlation model can be constructed to identify the most crucial elements in maintaining
financial stability. Data from the countries listed in table 1 were used to model the relationship among the
indicators. The model was developed by setting bank profits within the banking system as the dependent
variable, with the remaining indicators from Table 2 designated as independent variables - refer to figure 2 for

details.

@D Select dependent and independent variable lists: ? x

1 - Prafit of banks in the banking systen
2 - Discount rate

3 - Volumes of investments involved

4 - Losses of banking activity

5 - Costs for digtization of the banking ¢

| Select All | | Spread | | Zoom | |SelectAl | | Spread | | Zoom | OO
Dependent var. (or list for batch): Independent variable list: paranies, Fress
|"F‘mﬁt of banks in the banking system" |"Dismur1t rate" "Volumes of investmen  information.

[ ] Show appropriate variables only [15elect by number

Figure 2. Selection of the dependent and independent variables for constructing a multiple regression model

The outcomes of constructing the model demonstrate a positive outcome, with both R and R2 exceeding 0.9,
indicating that the model is over 90 % accurate (figure 3).

Multiple Fegression Fesults

Dependent: Profit of bank  Multiple R = 96583809
Re= 93284322
Ho. of case=s: 16 adjusted RE?= 90842257

Figure 3. Results of the adequacy assessment of the multiple regression models

The modeling outcomes are illustrated in Figure 4.
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Regression Summary for Dependent Variable: Profit of banks in the banking system

R= 96583809 R7= 93284322 Adjusted R7= 90842257

F(4,11)=36,199 p<,8790 Std.Error of estimate: ,049

b* Std.Em. b Std.Erm. t(11) p-value

N=16 of b* of b
Intercept | 785,2231 0,0160  1,262092  0,233019
Discount rate 0.412068 0,048456 0,2576 0,0303  0,850391 0413235
Volumes of investments involved 0,503969) 0,060720 02772 00334  0,829989 0424192
Losses of banking activity 0271785 0051718 -0.,1643 00313 -0,525512  0.609657
Costs for digitization of the banking system 0,352730)  0,017136 0,2897 0,0141  2,058385 0,064043

Figure 4. The outcomes of constructing a multiple correlation model

Based on the results shown in figure 4, it is clear that all the suggested factors for inclusion in the model are
important. The banking loss ratio has a significant impact on financial stability, as expected, since lower loss
ratios are linked to stronger financial stability indicators in banking institutions. The factors with the greatest
influence on the financial stability of the banking system are the level of investments attracted and the extent
of digitization in the banking sector.

The central bank plays a crucial role in the banking systems of many European countries, such as Germany’s
Bundesbank, Spain’s Bank of Spain, and France’s Banque de France. Its duties involve implementing a coherent
monetary policy and carrying out different financial transactions with credit institutions and other actors in the
financial market. These activities may involve offering secured loans, participating in open market operations,
and accepting term deposits. The main objective of central banks, like the NBU, is to maintain the stability of
the currency and oversee the circulation of money and credit.

In order to maintain the financial stability of the banking system in European countries, central banks need
to carefully consider and address various factors identified through the multiple regression model process.
These factors include the cost and availability of capital, investment trends within the banking sector, risks
to financial stability, as well as digital security and data protection measures. It is crucial for central banks
to comprehensively tackle all these aspects of banking operations in order to positively impact the financial
stability of the banking system as a whole.

DISCUSSION

Today, more and more attention is paid in the literature to the issues of the stability of the banking system,
but with the increase in attention to this issue, the number of debatable opinions on this issue is also increasing.
For example, in the literature there are studies assessing the stability of the European banking system to three
types of shocks.?2%39 The first - the least painful - scenario assumes a crisis in the financial market of Eastern
Europe: in the Baltic countries, Slovakia, Slovenia and Romania.® In particular, such events as the depreciation
of government debt, corporate and retail loans. This type of shock leads to the loss of 6,5-10 % of capital by the
European banking sector, depending on the intensity of the crisis. It is worth emphasizing that the possibility
of such a scenario exists, but it can be assessed as minimal, since today the Baltic countries and Romania are
actively developing the information environment and creating favorable conditions for the inflow of investment
into these countries, respectively, the inflow of investment resources reduces the risks of loss of financial
stability. One can fully agree with this view of scientists, since they focus on possible problems in the financial
sector for most countries that have an unstable financial situation and are at risk of losing financial equilibrium.

There is also another view of Muliarevych®) and Luo et al.®?; which predicts a liquidity shock in the 50
largest banks in Europe, which may arise from an increase in interest rates and a corresponding drop in the
value of bonds on their balance sheets, as well as an outflow of depositors’ funds. The occurrence of these
events will mean capital losses in the range of approximately 10 to 23 %. It is also difficult to fully agree
with this, since today there is already a trend towards reducing central bank interest rates and reducing the
cost of capital. It is difficult to agree with the development of such a scenario, since effective protection
mechanisms have been created for most EU countries today and strict control over compliance with banking
safety requirements is carried out.

A separate view is presented in the works of the scientific community, which predicts that a crisis will arise
in the event of a collapse of the markets of Southern Europe, in particular Italy, Spain, Portugal, Greece and
Cyprus. 3334353637 Capital losses of the banking system of the entire EU in this scenario are estimated at 11-50 %.
It should also be emphasized that such a scenario is also plausible, especially against the backdrop of the real
estate construction boom in these countries, however, the economies of these states are quite developed and
there are no objective reasons to expect a systemic crisis in the near future. This development and the view of
the scientists can also be considered likely, since the markets of Southern Europe have certain banking risks,
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which are caused by large amounts of debt and high indicators of national debt.

Another area that is actively discussed in the scientific community is the conduct of stress tests.® Stress
tests conducted by supervisors should include market analysis, cover smaller creditors and test banks under
more adverse, but plausible scenarios. Banking supervisors should act proactively and be ready to address
identified weaknesses. One can fully agree with this, but it should also be added that international standards
need to be raised in order to contain liquidity risks and interest rate risks in banks.®% At least a fifth of the
countries have poorly developed supervisory and regulatory practices to monitor and eliminate these risks, and
fluctuations in discount rates are precisely evidence of this. Banks would be more resilient if they were better
prepared to use central bank lending facilities. Banks should periodically review their access to such facilities,
and supervisors should assess whether weaker lenders can easily access emergency assistance.

CONCLUSIONS

In the process of conducting the study, the goal was achieved, namely, the factors affecting the financial
stability of banking systems were specified.

It is proven that a stable banking system is a key component of the country’s national and economic security,
which determines the effectiveness of the transformation of savings into investments and the competitiveness
of the economy, and also contributes to the implementation of the basic social functions of the state, which
ensures the strengthening of its financial sovereignty. In the current realities, the banking system should
become the foundation for solving strategic tasks for the development of the economies of European countries.

In the process of conducting the study, it was established that the banking system can be stable only if the
following external conditions are met: stability of the entire economic system or macroeconomic stability: the
absence of a crisis in the economic system and the predictability of economic development parameters; the
availability, transparency and completeness of legal support for banking activities; the presence of market and
banking infrastructure (developed financial markets); a low level of criminalization of the credit and financial
sphere.

However, the realm of ensuring financial stability within Europe’s banking system is notably vulnerable,
particularly in the aftermath of the pandemic and the evolving landscape following Russia’s full-scale war
against Ukraine.

Based on the analysis of statistical data and scholarly literature, it is inferred that several factors hold
significant sway over the financial stability of Europe’s banking system, including the cost and accessibility
of capital, investment activity within the banking sector, risks to financial stability, and the realm of digital
security and data protection. By constructing a multiple regression model and analyzing statistical metrics,
it is demonstrated that these factors play a significant role in determining the financial stability of European
countries’ banking systems.
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