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STRESS TESTING: 
A STRATEGIC TOOL 
FOR CAPITAL PLANNING

technical by the banking insight editoRial team

A SHIFT IN PERSPECTIVE CAN ELEVATE STRESS TESTING FROM MUNDANE, 
ONEROUS REPORTING TO DYNAMIC STRATEGIC TOOL FOR ENHANCED CAPITAL 
PLANNING. THE OBJECTIVE? TO BOLSTER BOTTOM LINE AND ExPLORE NEW 
OPPORTUNITIES FOR GROWTH.

O ne of the most far-reaching 
consequences after 2008 is the 
requirement for more stringent 

capital stress testing for financial 
institutions, a process which many 
banks continue to struggle with not least 
because it is an added task to increased 
regulatory reporting. However, with a 
shift in perspective, banks can leverage 
the results of capital stress testing as 
a strategic tool to unearth and address 
organisational inefficiencies. 

Capital stress testing is a process of 
simulating hypothetical events in order 
to determine the vulnerability of a bank’s 
portfolio under multiple scenarios such 
as a global liquidity or price shocks, fire 
sale, wholesale creditors – all plausible 
occurrences judging from historical 
trends – and whether your bank’s financial 
position is sturdy enough to continue 
trading through the crisis.

The approach at most banks is 
to view it as an onerous regulatory 
obligation. Indeed, the Dodd-Frank Act’s 
Comprehensive Capital Analysis and 
Review (CCAR), the most forward and 
stringent of mandatory stress tests with 
proscribed data sets and scenarios for 
testing to which banks in excess of USD10 
billion in assets must apply and report 
its findings to the Federal Reserve (Fed), 
has been a roller-coaster ride for many. 
Not least is Banco Santander that had the 
dubious honour last year as the first bank 
to fail the Fed’s CCAR three years in a row. 

Stress tests mandated by the European 
Banking Authority and the UK’s Prudential 
Regulation Authority are also on similar but 
less stringent metrics. 

However, stress tests such as CCAR 
can be extremely beneficial if a bank’s 
systems, processes and procedures are 
geared in the right direction, allowing 
these hypothetical, simulated events 
or scenarios to unearth organisational 
inefficiencies. 

MatheMatics & Mechanics
When leveraged well, stress tests 

can become not just integral to strategic 
planning but a potentially beneficial way 
to manage capital for banks both big 
and small. At some smaller community 
banks, when furnishing evidence of stress 
tests that meet sound capital planning 
requirements, regulators have been open 
to reducing their leverage ratios. 

To illustrate the business case for stress 
testing, a mere 0.5% reduction in leverage 
ratio at a small bank with USD5 billion in 
assets implies a ‘saving’ of USD25 million 
in assets which can be re-deployed and 
used for other purposes, creating real 

capital that increases return on capital and 
competitiveness. 

Essentially, the stress test is used to 
assess a bank’s capital adequacy, which 
then translates to a leverage ratio. When 
run multiple times under various levels 
of ‘stressed’ scenarios, it determines its 
regulatory capital needs. This is where the 
line of thought ends for most banks, but to 
elevate it from a mere reporting metric to 
a strategic tool requires an extension of its 
logical application.

Banks needs to take this exercise 
from cost to profit centre. In a ‘top 
down’ approach, stress testing consists 
of applying estimated stress loss rates 
under various scenarios. The ‘bottom up’ 
approach using internal data modelling 
aggregates the results at the transactional 
level, then apply the stress tests under a 
similar set of scenarios and include routine 
performing of ‘What if’ analysis. Choosing 
which approach to use is based on the 
purpose of the stress test. 

Most regulators impose a ‘top down’ 
approach such as CCAR for internal data 
modelling in order to gauge the financial 
health of a bank, whilst the ‘bottom up’ 

However, stress tests such as CCAR can be extremely beneficial 
if a bank’s systems, processes and procedures are geared in the 
right direction, allowing these hypothetical, simulated events or 
scenarios to unearth organisational inefficiencies. 
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approach is generally applied by banks in 
business decision-making and determining 
operational direction.

Several types of scenario analysis 
such as a recession (liquidity risk), loss 
of a major client (concentration risk), or 
localised economic downturn (credit risk) 
are initially outlined then applied into the 
bank’s internal model, which in turn churns 
results used to evaluate loan portfolio 
risk and potential impact on earnings and 
capital based on its risk profile. 

The most common types of stress 
testing listed by the US Treasury 
Department’s Office of the Comptroller of 
the Currency are:
+ Transaction stress testing. 

This estimates potential loan-loss 
levels by assessing the impact of 
economic conditions on the borrower’s 
ability to service debt. This “bottom up” 
analysis lends insight into the borrower’s 
vulnerability to default and loss and is used 
by lending units as predictors of potential 
loan default, allowing them to mitigate 
the risk of default using a range of options 
from safeguards such as a designated 
escrow account to channel all sources of 
repayment or exiting an account as a pre-
emptive measure to predicted default. 
+ portfolio stress testing. 

This identifies current and emerging 
risks and vulnerabilities of the collective 
loan portfolio based on different asset 
classes. It assesses the impact of 
changing economic conditions, identifies 
credit concentrations, measures the 
resulting change in overall portfolio credit 
quality, and the resultant financial impact 
on earnings and capital. The results from 
this pooling or segmenting of loans 
based on shared characteristics such as 
geography, security, industry risk profiles 
lend insight into how banks should 
mitigate potential portfolio deterioration. 
Options can be a mix of strategic 
actions including, but not limited to, re-
designating internal loan limits in cases 
of over-exposure to a particular sector or 
increasing regulatory capital-at-risk if the 
portfolio indicates higher-than-preferred 
risk. Due to the inter-connectedness and 
complexity of operations, larger banks 
may require additional loan migration 
analysis before setting its course based 

on the results of portfolio stress tests. 
The analysis will require mapping how a 
change in internal loan ratings could affect 
other incomes, capital, and business 
considerations currently at play. 
+ enterprise-level stress testing. 

This maps the multiple types of risk, 
its inter-related effects and the resultant 
financial impact to the bank as a whole. In 
its most basic form, it is an aggregation of 
portfolio stress tests that is then coupled 
with the related impacts arising from 
interest rate risk and liquidity risk. 
+ reverse stress testing. 

In this forward-looking analysis, a bank 
begins by posing a scenario that could 
cause it critical damage and works its way 
backward by narrowing its root cause to a 
handful of potential triggers in its current 
environment. Also known as “Break the 
Bank” scenario, it is a powerful new way 
to look at risk mitigation by challenging 
the prevailing assumptions held by 
top management and could uncover 
very surprising or previously hidden 
vulnerabilities to help break the fallacy of 
‘groupthink’ in organisations. 

inteGrated stress testinG (ist)
In recent times, IST has come to the 

fore as a more structured discipline for 
banks to apply when combining stress 
testing with business strategic planning. 
This relatively new and still-evolving 
framework is gaining significant ground 
as many risk practitioners admit that 
the prevailing risk management models 
may no longer be valid. IST goes beyond 
focusing on traditional risks such as 
liquidity, interest rate, credit, market, 
geopolitical, operational and includes a 
comprehensive inclusion of data from a 
bank’s risk, treasury and finance divisions 
to cover data management, governance 
structures, IT architecture and delivery 
systems/dashboards when developing a 
dynamic risk framework. 

The intended result is to realise savings 
in infrastructure costs and develop a 
more scalable stress testing framework 
– prerequisites for any bank looking 
to institute more robust and forward-
looking capital planning to see them 
through future instances of economic or 
geopolitical distress. 

chaLLenGes
Yet, few banks are adequately primed 

or equipped to perform IST. In an article for 
the US’ Center for Financial Professionals, 
Rajib Chakravorty, Lead Risk Programme 
Data Architect at Lloyds Banking Group, 
lists the following challenges to greater 
adoption of integrated stress testing at 
banks: 

Lack of involvement from senior 
management.

Risk data is not reconciled with 
business areas, finance and 
treasury.

Stress testing results are not 
embedded into business decision-
making and planning processes.

Fragmented and inconsistent data 
stores across divisions.

Scenarios constrained by historical 
data with few forward-looking 
elements.

Stress impact is often evaluated 
by risk type in isolation and only in 
terms of risk measures, with a lack 
of a comprehensive view across 
risk types. 

At the core of all quantitative efforts 
is how we elevate what we do to an 
art. Asset and liability management’s 
preoccupation with stress testing and 
proclivity towards a more dynamic IST-
driven approach reiterates this. Moreover, 
the industry recognises that there is 
both room and need for stress testing to 
expand beyond its current applications in 
financial services. 

The challenge, as with many other 
aspects of compliance in banks, is 
multifaceted. However, banks that do 
this right can expect to be placed ahead 
of the pack and benefit from leaner 
operations, deploying resources in the 
most profitable areas and in its most 
efficient mix. Q

n  Reporting by the Banking Insight 
Editorial Team.
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