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Abstract

Objectives: Systemic risk refers to the risk of failing a financial system or the failure of the entire market. This risk can arise
from the instability or crisis in financial institutions and transfer to the whole of the financial system, through contagion. In
other words, the systemic risk could be seen as the degree of the interconnection between different divisions of a financial
system, where a failure in a financial institution may lead to a whole system crisis.

Method: In this paper, we study systemic risks in the Iranian banking sector by using two crucial systemic risk measures, the
MES (marginal expected shortfall) and Co-VaR. To compute both measures, we employ Engle's dynamic conditional
correlation model.

Results: According to our results, although these two systemic risk measures differ in defining the contributions to systemic
risk, both are qualitatively very similar in explaining the cross-sectional differences in systemic risk contributions across
banks. In addition, using a threshold VAR model, we suggest an overall systemic risk measure — the aggregate MES — and
its associated threshold value for use as an early warning indicator. The paper is innovative in applying statistical models
(dynamic conditional correlation model) to seek for a reliable commercial banks rating, using by approaches MES and
COVAR.

Keywords: Systemic Risk, Marginal Expected Shortfall (MES), Conditional Value at Risk (COVAR), Dynamic Conditional
Correlation (DCC), Threshold VAR
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1. Conditional value at risk (COVAR)
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