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Highlights 

 In hindsight, leveraged bubbles often precede financial crises 

 Timely detection of vulnerabilities enables efficient macroprudential action 

 The bubble behavior can be detected from behavior of relevant time series 

 Exuberance indicators provide policy-relevant information about the bubble build-up 

 Indebtedness, debt-burden and housing variables convey the most useful information 

 

 

Abstract 

We consider the effectiveness of unit root exuberance tests in predicting banking crises. Using 

a sample of 15 EU countries over the past three decades, our crisis dating follows the scheme 

of the European Systemic Risk Board. The exuberance indicators slightly outperform bench-

mark signaling and logit models. Variables based on credit- and debt-service are identified as 

better predictors than housing market variables, which in turn outperform stock market varia-

bles. The results corroborate the existing literature, which says financial crises are typically 

preceded by leveraged bubbles, and more specifically, that initial bubble signals from explo-

sive growth in credit and asset prices are followed by a lift-off in debt-servicing costs as a 

financial crisis nears. The risk of financial crisis peaks just after the bubble bursts. Our results 

indicate that exuberance tests, which can be used in crisis prediction in a manner similar to 

conventional early warning models, may be readily incorporated into the toolkit of financial 

stability supervisors. 
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