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T he surge of supervisory stress-testing that began after the 2007–08 financial crisis had a clear purpose: 
to identify banks in danger of imminent distress and reassure the market that those still standing were 

solvent and could survive the downturn.
More than a decade later, issuance costs for bank debt could hardly be lower – even for subordinated bonds. 

That suggests a level of confidence among investors that they understand the risks in the banking sector. 
However, bankers say the data demands from regulatory stress-testing are, if anything, becoming more intense. 

That has prompted the European Banking Authority (EBA) to consider a review of its biennial stress-testing 
process before it is run in 2022, with a particular focus on the “usefulness” of the entire undertaking. 

Currently, European supervisors feed the results into their Pillar 2 capital add-ons regime, but there is 
precious little disclosure of how far this affects capital requirements and how the add-on is broken down: for 
instance, the contribution of data and governance difficulties revealed during the test versus actual solvency 
risks uncovered by the results. 

“The effects of the test are very far from the attention of the front office,” one banker told Risk.net 
recently, which doesn’t sound as though the Pillar 2 capital impact really moves the dial.

The Bank of England (BoE) has gone one stage further, deploying the overall results across the sector as 
an input for the countercyclical capital buffer applied to all banks. The greater the loss, the higher the buffer. 
The US Federal Reserve has mooted going further still by incorporating the test into the individual Pillar 1 
capital requirements of each bank in place of the existing fixed 2.5% capital conservation buffer.

There is sympathy for the BoE’s method of deploying the results as a macro indicator of risk. But US banks 
have been far more critical of the Fed’s so-called stress capital buffer, arguing it duplicates existing risk-based 
capital requirements such as the Basel framework and the buffers for global systemically important banks.

No better than Basel?
There’s certainly a case for seeing the stress test as a cruder version of Basel risk weightings. The Basel internal 
model methodologies require banks to calculate capital based on the probability of a range of loss outcomes. 
A stress test focuses on the impact of a single – or perhaps a few – specific scenarios chosen by the supervisor. 
Hence the outputs are only as valuable as the regulator’s ability to predict the most appropriate stress scenario.

US lobbyists have argued for an average of impacts over multiple scenarios, and the EBA review will 
consider adding extra scenarios to the existing single-shock approach.

But would this make the tests any more useful for the banks themselves? The largest, most sophisticated 
firms already run tests internally – sometimes daily. Alas, the data requirements from supervisors for annual 
testing rarely match up with internal risk management.

Increasingly, regulators seem to see the stress-testing exercise more as a way to identify process failures rather 
than balance sheet risks. And banks see them as a capital constraint that is misaligned with the Basel risk-based 
ratios, or even just as an extra layer of bureaucracy. The annual round of regulatory stress-test results is in danger 
of becoming an expensive circus that doesn’t specifically reduce risk in the system – especially if, as Risk.net 
uncovered recently, banks are gaming the results. 

If the concern is that banks are modelling and assessing risk incorrectly, then perhaps a more valuable use of 
supervisors’ time and resources would be to deploy their challenger models directly to the Basel framework. The 
Fed already does this for stress-test outputs. Regulators can then step up scrutiny of those banks with model 
outputs that deviate a long way from the challenger, rather than imposing a stress test for all risks on all banks. 

Some of this analysis of model risk is already built into the Basel framework. Regulators took a long time to 
agree on how to validate internal models under the Fundamental Review of the Trading Book. Ensuring rigorous 
internal model validation might do more to identify risks the banks are missing than a few weeks of quality 
assurance each year during the stress test. 

Philip Alexander 
Editor, Regulation, Risk.net

Stress-testing
Still worth the stress?
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It seemed innocuous enough. A large US bank 
approaches a European dealer proposing to 

swap equities for bonds on a tri-party basis, in an 
arrangement it describes as an “upgrade trade”.

Later discussions, detailed in a memo dated May 
2018, show the underlying purpose of the trade: to 
help the US bank with “liquidity needs during stress- 
test periods”. In other words, the bank wanted to 
massage its trading book in the lead-up to the US 
Federal Reserve’s annual stress test by temporarily 
offl oading market risk.

The memo, leaked to Risk.net, shows the 
practice of balance sheet “window dressing” is 
alive and well despite regulators’ best efforts to 
stamp it out.

Financial authorities conduct stress tests to 
gauge banks’ resilience to market shock and 
determine the amount of capital they must hold. If 
a dealer can game the tests to show an artifi cially 
low picture of risk-taking, it may end up with 
insuffi cient capital to withstand the next crisis. 
The risk is magnifi ed if the bank is a large, global 
systemically important one (G-Sib).

“The concern would be, are banks taking 
actions specifi cally to manage against the stress-
testing regime that actually increase their risks 
or increase risk to the system?” says a former 
Fed supervisor. “It depends on the size as to 
whether this is a systemic concern. It is clearly a 
potential systemic concern, in the sense that it 
may mask the true risk positions of a systemically 
important bank.”

The US bank in the memo is one of eight US 
G-Sibs. They are among the 11 banks subject to 
the global market shock scenario, part of the Fed’s 
annual stress test, Comprehensive Capital Analysis 
and Review (CCAR).

The scenario is designed to capture risks in 
the trading book. To deter banks from window-
dressing their books, the Fed applies a moving 
reference date for the test. Up to 2016, the range 
for that start date was any time between January 
1 and March 1 of the year in which CCAR was 
taking place. However, the Fed didn’t want to 
use a date too close to the early April submission 
deadline for capital plans, because banks might 
not have time to prepare and check the data. As 
a result, the so-called “as of” date tended to be 
early in January.

And that predictability created a problem. In 
a September 2016 consultation on proposed 
reforms to CCAR, the Fed observed: “The narrow 
window creates the possibility for bank holding 
companies to artifi cially reduce the risk of 
their portfolios around the time of the market 
shock date.”

To restrict this arbitrage, the regulator proposed 
widening the range of possible “as of” dates. In 
the revised rule fi nalised in February 2017 and 
applied from the 2018 CCAR onwards, the Fed 
adopted a range starting on October 1 instead 
of January 1. In the 2018 test, the date used was 
December 4, 2017, and for this year’s test, it was 
November 5, 2018.

The contents of the memo indicate the wider 
window has not completely deterred banks from 
trying to window-dress their trading books around 
the timing of the market shock scenario.

That’s a worry. The 
Fed is being pressured 
to increase the transparency 
of CCAR models, to help 
banks improve their capital 
planning as part of the roll-out of the Fed’s proposed 
stress capital buffer – which will be based on a bank’s 
CCAR results. Former Fed governor Daniel Tarullo has 
already suggested, during a seminar in Washington 
DC on May 21, that more transparency allows more 
opportunities for large banks to fi nagle the tests.

“If the stress test becomes predictable, it ceases 
to have value. I suspect the smart people who work 
on these things have most of what they need to 
reverse-engineer the models,” Tarullo warned.

European banks are playing their part in the 
practice, perhaps encouraged by the bloc’s laxer stress-
testing regime. The memo talks of “mutual benefi t” in 
the proposed asset swap trade, hinting the US bank 
could return the favour and help the European bank 
to window-dress its own trading book, presumably in 
the lead-up to next year’s stress test conducted by the 
European Banking Authority (EBA).

The EBA’s head of stress-testing, Angel Monzon, 
admits there is a need to make sure banks cannot 
game the tests. The authority is now planning a 
clampdown of its own that could be even tougher 
than the Fed’s approach – but only once every 
two years.

But critics say a fl oating start date is a primitive 
way to tackle window dressing. Even the bankers 
themselves think regulators could clamp down more 
effectively, especially by making better use of the 
vast quantities of prudential reporting data they 
already receive.

Anatomy of a trade
For the “upgrade trade”, the US bank offered to post 
equities on a triparty basis and receive bonds under 
a bilateral securities lending master agreement. This 
kind of asset-swap activity is entirely permissible 
within the rules of the stress test, and the trade was 
discussed by the European bank’s prime fi nancing 
division with a view to identifying potential hedge 
fund clients to take the other side.

The shocking truth
How banks game stress tests

A leaked memo has exposed efforts to swap out risky assets despite the Fed’s push to end “window dressing”, writes Philip Alexander

 
•  The Federal Reserve’s global market shock 

scenario has a fl oating start date, to deter 
banks from gaming the test by temporarily 
swapping market risk off their balance sheets.

•  However, Risk.net has seen evidence at least 
one US systemic bank is still looking to 
“window-dress” its balance sheet around 
the stress test.

•  The European Banking Authority (EBA) has 
proposed a fl oating start date for its 2020 
stress test, bringing it in line with the Fed.

•  But European bankers say the EBA test is 
not as binding as the Fed’s, so there is less 
incentive for window dressing.

•  Experts believe existing regulatory and risk 
reporting data could be used to identify and 
prevent window dressing.
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The timing of the transaction suggests the US bank 
was seeking an upgrade trade in the fourth quarter of 
2018, to help buff up its 2019 CCAR results. A source 
at one bank says their repo desk noticed a premium 
on equity swap trades during Q4 of 2018. That 
could indicate either banks actively seeking to swap 
equities off balance sheet or – more innocently – an 
unwillingness among banks to take on extra equity 
exposure until the market shock start date was known.

One senior stress-testing manager at a global 
bank says his fi rm would be reluctant to engage in 
window dressing for fear of a hit to its reputation. 
But he acknowledges there is an incentive to do 
so in the US, given that CCAR is – for many large 
dealers there – a binding constraint that directly 
affects capital management.

Marcus Stanley, policy director at pressure group 
Americans for Financial Reform (AFR), points to 
circumstantial evidence that banks have been tightly 
managing the effects of the CCAR market shock.

Trading and counterparty losses under the severely 
adverse scenario have been strikingly consistent, 
running at between 110 and 120 basis points of 
Common Equity Tier 1 in aggregate, every year since 
2014, with the exception of a lower loss in 2017 
(see fi gure 1). Stanley notes this impact is surprisingly 
low, given the actual size of capital depletion that 
resulted from trading and counterparty losses during 
the fi nancial crisis in 2007 and 2008.

“They are always 
telling us how extreme 
the shock is – are you really saying 
all the banks would lose just $100 billion on 
an extreme market shock? So there are reasons to 
be suspicious of the market shock,” Stanley says.

Asked for comment, the Fed referred Risk.net to 
the September 2016 consultation document and the 
February 2017 revised fi nal rule.

Win-win (except for supervisors)
Window dressing is not limited to stress tests. Banks 
dabble in the practice to improve their end-year and 
end-quarter leverage ratio, especially by shrinking 
repo books, or employ collateral upgrade trades to 
help improve their quarterly liquidity coverage ratio.

That activity revolves around a fi xed reporting date, 
which means banks would know what start and end 
dates to set for the trade in advance. The introduction 
of a much wider range of possible start dates since 
the 2018 CCAR means banks would have to enter 
the trade at the start of October, with the timing of 
the exit anywhere until early the following year.

One equity structurer in Europe says the unknown 
end date for the trade would complicate matters. The 
pricing and hedging is already complex, due to the 
different costs of carrying the two instruments being 
swapped, in terms of relative liquidity and cashfl ow 
risks from bond coupons versus equity dividends.

For many bankers, though, any price premium on 
the trade would be worth paying if it helped 

the fi rm ace its CCAR test.
“The more you are constrained 

by CCAR as a bank, the more you 
want to get rid of the equity exposure, 

the less concerned you are about pricing the trade 
accurately,” says the equity structurer.

He says he has not been presented with 
anything expressed as frankly as the memo seen 
by Risk.net. Most banks would shy away from 
marketing trades as linked explicitly to CCAR, 
he says, and try to offl oad the risk in a more 
clandestine manner.

“Most likely they would just break up the trade 
and sell it to second- or third-tier banks in Europe 
that are less aware of CCAR and the reputational 
risk of being seen to go against the spirit of 
regulation. [The G-Sib] would just pitch it as a good 
yield pick-up on the counterparty’s bond portfolio,” 
he says.

The design of CCAR also makes it likely that 
banks would break up window-dressing trades 
into smaller pieces, the former Fed supervisor says. 
For the largest and most interconnected dealers, 
the adverse and severely adverse components of 
CCAR include a counterparty default scenario, 
with the same “as of” date as the market 
shock scenario.

If one of those dealers undertakes a large 
window-dressing asset swap with a 
single counterparty, it could end up 
being captured under the CCAR 
counterparty default module, 
undermining the whole 
purpose of the trade.

The equity structurer adds that 
hedge funds are also keen recipients of 
exotic correlation risks that banks want 
to offl oad, as potential new sources of alpha in a 
market where trades quickly become crowded. A 
second former Fed staffer says the regulator was 
aware of banks purchasing put options for extreme 
events from non-banks, which could be counted 
as a hedge when running the global market 
shock scenario.

Whichever method is used, the pricing could 
work for both counterparties. The hedge fund or 
receiving bank would work out a price for the 
trade based on current market volatility, whereas 
the US G-Sib will have one eye on the much 
higher level of volatility and potential loss implied 
by the CCAR global market shock scenario. If 
the stressed capital saving is suffi cient, says 
the structurer, it would justify the G-Sib paying 
over the odds to swap its equity exposure off 
balance sheet.
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The European connection
The “upgrade trade” is one leg of a possible quid pro 
quo. A reciprocal trade would see the European 
bank benefi t from an asset swap in advance 
of its own stress test. Compared with the 
US, this would be a relatively easy task. In previous 
tests, the entire shock scenario run by the EBA has 
started on December 31, including the market risk 
component. Hence EU banks could rely on a very 
short duration trade with a fi xed start and end date.

Like the Fed, however, European regulators are 
alert to this risk. In a draft methodology for the 2020 
stress test, released on June 25 this year, the EBA 
asked for feedback on the idea of a fl oating start 
date for the market risk scenario, to be set any time 
between September 1 and December 31, 2019.

“Because banks know about the stress test and 
they know they need to apply the scenario with a 
cutoff date as of the end of the year, they may change 
the composition of their market risk portfolio,” says 
Angel Monzon, the EBA’s stress-testing chief.

He adds: “At the end of the year, banks may 
reduce their market activity, maybe because of the 
holiday season and also because of the end-of-year 
balance sheet presentation of their results. This 
might impact the representativeness of the market 
risk portfolio. For all these reasons, we thought 
about this proposal.”

The actual start date would only be announced 
when the stress-test exercise is launched, typically at 
the end of January or beginning of February (2020, 
in this case). That’s tougher than the Fed’s approach, 
which is to notify banks of the “as of” date no 
more than two weeks after it has passed. The 
EBA proposal would therefore mean any window-
dressing trade would have to last for a full four 
months. The equity structurer says this could well 
make the trade uneconomic.

The EBA’s Monzon emphasises that the 
methodology is only a proposal at this stage. The 
regulator is likely to publish its fi nal 2020 stress-test 
methodology in November this year. The EBA applies 
its market shock scenario to a sample of 50 banks.

The switch to a fl oating start date could deter not 
only window dressing by European banks, but also 
their involvement in trades to help US banks soften 
the impact of CCAR. If EU banks are no longer sure 
on which day during Q4 their own trading books will 
be stress-tested, they will be reluctant to take on extra 
market risk from US banks during the same period.

However, the EBA only conducts its test once 
every two years. In the intervening years, the 
European Central Bank (ECB) tests the banks under 
its direct supervision, but this is usually focused on 
one narrow aspect of banks’ risk – for instance, 
interest rate risk on the banking book in 2017, and 
liquidity risk in 2019.

Consequently, in the 
years the EBA exercise 

does not take place, European 
banks would potentially face no 

stress-test implications of their 
own if they temporarily receive 

equity risk from US banks. That points to 
the need for additional co-operation between the 
Fed and European regulators to try to close the 
biennial loophole.

“As a former supervisor, I would always argue 
there needs to be more information-sharing across 
major supervisors,” says the former Fed supervisor. 
“By shifting the positions into a European bank, are 
you creating outsized positions where they could 
not be well absorbed?”

US banks have a greater incentive to game 
the market shock scenario than their European 
counterparts, since the results of CCAR feed directly 
into their capital requirements. In Europe, the EBA 
stress test is only used to guide supervisors and help 
them decide the size of the Pillar 2 capital add-ons 
for banks. The results do not feed directly into the 
size of their capital stacks.

This leaves European bankers questioning 
whether a fl oating start date for market risk is 
even necessary.

“Would we even bother [with window dressing]? 
No, because it would be an impediment to the 
business, and there are no risk-weighted assets 
involved, so we don’t save anything,” says the head 
of market risk at one European bank.

The senior stress-testing manager at a global 
bank agrees that neither European capital 
managers, nor investment analysts who follow the 
banks, pay much attention to the EBA test. He says 
the impact of the EBA stress-test results in terms of 
investor reaction is “so low, it is crazy to think any 
trades would be done for window dressing”. He 
adds: “The effects of the test are very far from the 
attention of the front offi ce.”

A VAR better idea
A fl oating start date is not the only tool available 
to supervisors to curb arbitrage of the market risk 
scenario. Observers say a more effi cient – and more 
reliable – method involves using existing bank data 
to check there are no unexplained swings in the 
size of market risk positions ahead of known or 
expected stress-test dates. Banks already produce 
this data for their own risk management and for 
supervisory reporting.

“You could have a scaling factor looking back on 
value-at-risk in Q4, or just to check that you don’t 
have any sharp changes in your risk during the 
previous three- or four-month period, to avoid any 
window dressing. I expect the banks will respond [to 

the draft methodology] with suggestions like this,” 
says Hannan Mohammad, a director in fi nancial risk 
management advisory at consultancy KPMG and 
former derivatives trader.

The stress-testing manager suggests using 
European banks’ own internal stress tests, which 
may cover fewer risk factors than the EBA test but 
in many cases are run daily. These internal tests are 
subject to auditing, and are challenged by the ECB 
on-site inspection teams, so “banks cannot just do 
what they want”, he says.

As a benchmark for its test, the EBA could use 
the date at which the internal stress tests of the 
bank produce the largest outcome. Or, it could use 
an average of a period of, say, 20 days where the 
results were the largest, says the manager. The EBA 
would then calibrate the results with a scaling factor 
derived from end-of-year accounts.

Interestingly, in this instance the views of market 
risk experts at the banks 
coincide with those 
of ex-regulators 
and the advocates of 
strong regulation.

The AFR’s Stanley points to a research paper 
published by three staff at the Fed in November 
2018, which used daily trading book profi t and 
loss data to infer market risk factor exposures 
at 13 banks the Fed supervises. Stanley says this 
kind of daily data should help the regulator spot 
if banks are altering the content of their trading 
books around the start date of the global market 
shock scenario.

He also wants the Fed to make better use of 
banks’ reporting under the Volcker rule. If the rule 
is being implemented properly, Stanley says, this 
data is supposed to be detailed enough to identify if 
dealers are indulging in banned proprietary trading, 
and should therefore be usable for other supervisory 
purposes as well.

“The Volcker rule is a reporting regime at 
the trading-desk level. Banks and supervisors 
are supposed to understand what is happening 
at – and be getting a steady stream of daily data 
from – the trading desks. So these kind of [window-
dressing] moves should be fi ndable and detectable,” 
he says.

The former Fed supervisor says evidence of 
continued CCAR window dressing is a timely 
reminder of why the stress test needs to be a fl exible 
tool, rather than going down the path of rigid rules-
based requirements such as the Basel standards.

“It has always been a struggle to keep the 
stress-test dynamic and not to introduce ways in 
which banks can try to get around it,” says the 
former supervisor. ■

Previously published on Risk.net
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Martim Rocha 
Global Business Director, Risk Consulting
www.sas.com

How have stress-testing processes evolved since the 2007–08 
financial crisis? Where have they improved most and where do 
challenges remain?
Martim Rocha, SAS: The European Banking Authority (EBA) has changed the 
stress-testing exercise a fair amount since its inception. There is more than one 
regime in Europe nowadays – a formal two-year exercise, the resolution plan, 
the Supervisory Review and Evaluation Process (SREP), and so on. And they keep 
adding to the list – this year they have begun a liquidity stress test. 

Directly after the financial crisis, the European Central Bank (ECB) and the 
EBA were anxious to ensure similar events wouldn’t happen again, introducing 
capital restrictions and stress tests. Now things are a bit more stable.

Banks realise that, if they have to pull together data and models for the 
regulators, they can use the same infrastructure for their internal stress tests and 
planning activities. Banks initially viewed it as a burden, but it is increasingly 
seen as a management tool. The regulators approve because it gives them an 
assurance of consistency.

In the US, where firms have a more mature infrastructure for stress-testing 
with the Comprehensive Capital Analysis and Review (CCAR), the regulatory 
impact has been less as the framework has been more stable. For other regions, 
stress-testing was new so the upheaval was greater. 

Cost and time remain issues. Stress-testing including balance sheet forecasts 
means a lot of things must be brought together – volumes, capital, margins and 
costs – to be able to project profit and loss (P&L) and capital ratios. Many people 
are involved and much time is spent between various handovers and iterations.

Even within mature markets, the same problems still arise, such as 
inconsistent data – particularly for tier one and tier three banks. Tier two banks 
have the data story better figured out – their size is more manageable and they 
have sufficient resources to control their systems. 

In Europe, each EBA regulatory exercise changes from the previous one, 
so banks have to rethink their logic, methodologies and models – this is a 
constant burden. 

Jo Paisley
Co-President
Garp Risk Institute 
www.garp.org

Jo Paisley, Global Association of Risk Professionals (Garp): Bigger firms 
have improved hugely, particularly in areas where there’s been stability in 
regulatory requirements – such as with CCAR. Banks have invested because it’s 
been worth doing so, and it’s become an important aspect of their capital 
planning, risk management and strategic thinking. That applies front to back: 
from having the right data to workflow processes and documentation. A lot has 
been automated, but it’s not merely a case of ‘pushing the button’. The tests are 
still difficult because of the need to make sense of it all and the role of 
judgement. But there’s an element of practice making perfect – the more tests 
banks perform, the better they become. 

In the UK, I’m sure the seven firms involved with the Bank of England’s (BoE’s) 
annual cyclical scenario exercise find it a lot easier now than they did first 
time. But the additional biennial exploratory scenario (BES) may be proving 
more difficult. 

The qualitative reviews the regulators conduct are useful in helping banks 
identify problem areas. Model risk management is one area the Prudential 
Regulation Authority (PRA) is keen for them to invest in, not just in terms of 
processes but also in ensuring board engagement and understanding.

Antoine Bezat, BNP Paribas: The importance of stress-testing in bank 
management has strongly increased since the financial crisis. The regulators 
played an important role in this process. The creation of the ECB’s Single 
Supervisory Mechanism has been an accelerating factor for European banks, 
with the EBA stress test becoming a key exercise to assess banks’ strengths 
and vulnerabilities every two years, and the central role of stress tests in 
the SREP.

Stress-testing has become a key strategic tool for risk management 
and capital planning. While stress-testing for market risk was already well 
established, credit stress-testing frameworks have been industrialised since 
then, leveraging large data infrastructures and state-of-the-art technology. The 
treatment of operational risk has also improved. 

Stress-testing to improve 
strategic decision-making
Banking regulators remain focused on expanding and developing the range of stress-testing regimes across the globe to maintain 
stability, monitor emerging risks and avoid another financial crisis. Here, a forum of industry leaders discusses the evolution of 
stress-testing since the financial crisis and how it has been aided or hindered by the introduction of loss accounting rules, how it can 
engender improved decision-making and the impact of technology on its future
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On the other hand, many challenges remain. Business risk and pre-provision 
net revenue is a developing and demanding area. Likewise, climate risk stress-
testing is a trending topic with lots of questions to be answered. On a global 
level, stress-testing involves significant model uncertainty. For that reason, 
BNP Paribas has built a bridge between the industry and academic research with 
the creation of an academic chair in partnership with École Polytechnique.

Senior risk professional, European banking conglomerate: We have 
a more structured framework now. Regulatory stress tests such as the EBA 
tests involve many participants – finance, risk, front office, and so on – and 
hypotheses and assumptions that need to be converted into shock in the system. 
There’s a more rigorous governance and process involved. Prior to the financial 
crisis, stress-testing was restricted mainly to the risk department. Stress-testing 
is also used more as a matrix of risk-taking and liquidity impacts, and there 
is a limit in front of it. Something we learned during the financial crisis is that 
simple Greek and value-at-risk (VAR) measurement were missing some out-
of-the-money risk, whereas stress-testing done in a smart way can capture the 
non-linearity of your portfolio. 

The main challenge is that it’s not just plug-and-play. You can’t just switch 
the stress assumption across the bank and see what it looks like. Big investment 
banks tend to run on a mix of proprietary and vendor libraries, which aren’t 
always compatible for the purposes of the tests – I’m yet to see a top-down 
approach where you can see how a particular shock feeds through every system 
across the bank. Most work bottom-up, collecting and amalgamating the data.

Are today’s regulatory stress tests fit for purpose? To what extent 
have they become a box-ticking exercise for banks?
Jo Paisley: The banks that find this difficult are the big global banks that must 
perform multiple tests concurrently. A global bank might have to deal with 
CCAR, the BoE, the EBA and the Hong Kong Monetary Authority requirements – 
as well as many more – which are all on different bases, are unco-ordinated and 
often need to be run simultaneously. The level of complexity is so great that it’s 
hard to understand how they relate to each other. 

When faced with so many differing requirements, it’s inevitable some of 
them might feel a bit like a box-ticking exercise. You tend to prioritise what your 
home regulator requires – or the tests you can fail. That said, firms always treat 
regulatory tests seriously as they won’t want something inadequate going out 
the door to a regulator. 

Then there is the question of how much value the banks and regulators 
get from the tests. For a bank, it’s harder to get value from a test where the 
methodologies are not closely aligned to a risk perspective, such as a static 
balance sheet or one with caps and floors imposed. But, in defence of the 
regulators, they’re trying to run an exercise where they’re constraining banks’ 
discretion to ensure a level playing field – and that’s very difficult, especially 
across a large sample of banks. 

Senior risk professional: Regulators have a view of what the result of the 
test will be for a particular bank established through their internal challenger 
model. If the stress numbers are smaller than they expect, they are challenged. 
This is fine, as long as they take into account that the post-financial crisis wave 
of regulation has been effective. More precisely, most investment banks don’t 
do proprietary trading anymore and are properly hedged, so you don’t have 
massive positions open. In practice, European banks tend to have conservative 
VAR and limited market risk stress test.

It isn’t just box-ticking, as many people place a lot of value on the published 
results – including analysts and the media – so it has to be taken seriously.

Martim Rocha: In certain markets outside the US and Europe, regulations are 
still quite thin and have room to be more robust and detailed. In Europe there 
is SREP, the EBA stress test and now the liquidity stress test. So there’s a clear 
need to bring them together in an integrated exercise and avoid this scattered 
approach. In the US there is a more straightforward exercise but you might ask 
whether it goes far enough.
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Antoine Bezat
Head of Stress-Testing 
Methodologies and Models
BNP Paribas
www.bnpparibas.co.uk

Antoine Bezat: Stress tests play a valuable role in the regulatory dialogue 
and in the setting of regulatory ratios, so the final outcome and the quality 
assessment are important for the bank. They also involve a financial 
communication component through market disclosure. They are, therefore, clearly 
not a box-ticking exercise.

Regulatory stress tests are constrained exercises where some simplifying 
assumptions are imposed to make the results more comparable between banks. 
It affects their informative content so the final outcome is not the most relevant 
in terms of risk management for the banks and for market disclosure.

For this reason, banks do not use the outcome of regulatory stress tests 
directly for their own needs. They develop their own stress tests where 
approaches are more risk-sensitive and avoid those simplifying assumptions.

Has the introduction of new loss accounting rules such as International 
Financial Reporting Standard (IFRS) 9 and Current Expected Credit Loss 
helped or hindered the evolution of stress-testing?
Martim Rocha: The first impact was to make it more complex, but in the 
long term it will make life easier and enable firms to monitor and manage 
provisions more effectively, strengthening the system. These regulations 
weren’t meant to be overly detailed – there was a lot of discussion around 
appropriate methodologies. Everyone was rushing to meet the deadline, which 
created certain inconsistencies in terms of approach. Now they’ve been in 
place for a while there’s a chance to look at what should be the best practice 
and make adjustments. 

Senior risk professional: The new accounting rules have helped reveal 
exposures that may have previously been hidden. The introduction of ‘other 
comprehensive income’ disclosures means that, if you’re in the banking book 
and you have a mark-to-market loss, you have to pass the value of that loss to 
the balance sheet. You can therefore stress the banking book efficiently.

Antoine Bezat: It has mainly helped the development of stress-testing, for 
several reasons. With the introduction of the forward-looking component of 
IFRS 9 – where stress-test models are leveraged for accounting – banks have 
invested more in the development of models, encouraging more effort from 
those that were lagging. These models are also more established, audited and 
better understood within the banks. Also, IFRS 9 provisions are so volatile and 
procyclical that stress-testing is very useful to anticipate their behaviour.

Jo Paisley: IFRS 9 has already been incorporated into the BoE and EBA tests, 
but it makes you take a step back and think ‘What are we trying to achieve 
here?’ IFRS 9 is a forward-looking view of provisioning, and one of the reasons 
we introduced stress-testing is because accounting measures weren’t forward-
looking. Are we trying to forecast the accounting balance sheet over the next 
five years or are we looking at the risk? And how are these views related to each 
other? IFRS 9 has certainly increased the complexity of stress-testing, but I’m not 
sure it adds to the usefulness.

Senior Risk Professional
European banking conglomerate 

How can banks drive greater efficiency in model development, 
benchmarking and execution?
Jo Paisley: The main trend now is using big data and machine learning, which 
can make it far more efficient to build models, but there’s a danger of overfitting. 
You have to get the right balance and keep your eye on the underlying theory. 

The modelling landscape is pretty complex, which can lead to inefficiencies 
in model build. I can understand how this complexity arises: when a new 
requirement comes in – such as IFRS 9 – there’s often a rush to meet 
the deadline, and banks have to throw resources at it to get it done. They 
don’t always have time to review and work out how this new requirement 
connects with other pre-existing ones before going ahead and developing 
models. It’s only after the event they then have to step back and work out 
these interrelationships.  

Some banks have looked at creating ‘uber-models’ – such as for a parameter 
such as probability of default that could be adjusted for different uses across 
different areas – such as IFRS 9, stress-testing and economic capital. It’s 
more efficient, but there’s a debate over whether it’s sensible and achievable. 
I certainly think it’s very confusing for members of any board to try to understand 
all the models and their interrelations, so any ways to show how the concepts 
are related are helpful and might also lead to greater efficiency. 

From a practical point of view, having a really good model inventory is 
essential. I’ve even seen presentations on how to embed some inventory code 
within a model to make it far more efficient to track how that model is being 
used and by whom. So there’s scope for technology to improve the efficiency of 
inventory management, which I think is currently often manual. 

Senior risk professional: There’s certain information that would be beneficial 
to be shared between banks. For example, the calibration and propagation of 
shocks is an industry-wide issue, and you don’t give away anything by revealing 
your shock in stress as a particular figure. 

Likewise, there could be value from shared insight around model development 
delivered via a third-party vendor. 

Antoine Bezat: Banks can drive greater efficiency through industrialisation 
and automation. With the growing recourse to machine-learning algorithms, it is 
now possible to automate a large part of the stress-testing process, from model 
development to documentation, backtesting, benchmarking and execution using 
Python or R libraries, for example, and big data platforms.

Martim Rocha: It’s an area in which banks are investing. Banks now manage 
a large number of models and are keen to make the whole model lifecycle more 
efficient – from the development process to benchmarking and deployment. 
Some banks have made good progress towards a more flexible infrastructure, 
which helps create synergies. 

Others are using machine learning to benchmark models, which helps them 
get to benchmarks quicker and more thoroughly. Model governance is also a big 
topic, with model risk gaining increasing attention. 
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What influence is stress-testing having on banks’ strategic decision-
making? How can banks maximise value from the process?
Senior risk professional: If you have a regulatory exercise, the main focus 
will be on compliance and on time delivery. In a big bank the process is very 
complex, so there is little space for a strategic view. But where it is valuable is in 
setting risk limits on particular business lines and deciding how much stress you 
are willing to tolerate for any given year – a month of budgeted P&L, a quarter 
of P&L and so on. 

Antoine Bezat: Stress-testing offers a holistic approach to risk monitoring, 
covering coherently all components of profit and loss, capital and liquidity 
positions. The link to one or more scenarios makes it simpler to understand for risk 
managers and board members than other risk metrics based on VAR, for example.

One way to maximise its value is through building integrated platforms 
incorporating IFRS 9 accounting, performance management, prediction, stress-
testing, internal capital, reverse stress-testing, and the recovery and resolution 
plan. It then allows consistent exploration of different degrees of severity in the 
loss distribution from business-as-usual risk events to extreme scenarios, and to 
assess the benefits of portfolio diversification at these various severities of stress.

Martim Rocha: Banks recognise the benefits. The main one is in having 
an infrastructure that can be used to project the balance sheet under stress 
scenarios but can also be applied to planning processes. There’s also the 
business benefit. As you go through the stress-testing process you look at how 
well scenarios play out and gain insight on the business by testing different 
approaches and assumptions. 

Banks can choose to go through the process by themselves or get help from 
outside. Those who involve key stakeholders from the start embed best practice 
more effectively and derive more value from the process. Some of these exercises, 
such as credit, go to a very detailed level so banks can gain a great deal of insight 
into how their portfolios behave, the profile of their customers, and so on.

Jo Paisley: The best banks are trying to do this. The slicker their processes and 
the fewer different stress tests they need to do, the better. In my view, nirvana 
comes from driving closer alignment between stress-testing and strategic and 
financial planning. Indeed, a board shouldn’t sign off on any of these plans 
unless they’ve seen them under stress. But it has proven difficult to embed this 
in firms, often because the systems used for regulatory stress-testing are not 
necessarily the same as those used for all these other activities. Once firms get 
to the point where they can run stress tests on these various plans, it’s easier to 
start getting more value from the tools and processes. 

Many banks struggle to maintain adequate resources for stress-
testing programmes – what can the industry do to address this?
Jo Paisley: Regulators are mindful of the burden. For example, some US 
regulators have recently streamlined their requirements and lowered the burden 
on smaller banks. The BoE and EBA are reviewing their approaches as well. But 
will it materially reduce the level of resource banks need? I don’t know. 

We now also have climate risk on the agenda. The PRA was the first to 
announce a climate risk stress test in its BES in 2021, and other regulators are 
likely to follow suit. I worry that climate risk stress-testing will go the same way 
as economic stress-testing – regulators worldwide having significantly different 
requirements. Climate change is the ultimate global issue, so it’s essential the 
industry works together to avoid a fragmented approach. 

Martim Rocha: A hybrid approach mixing external and internal resources is a 
good option. As well as capacity, external consultants bring the knowledge and 

experience from previous exercises that can prove to be very useful; these mixed 
teams will help develop the internal resources and the insights gradually embedded 
in the business. 

There are also opportunities in technology. We now have advanced systems 
capable of crunching numbers much faster and with greater insights. Technology 
is also helpful in providing a cohesive structure to manage the data, enabling 
more efficient handovers within the iterative process and providing an integrated 
detailed view of results.

Senior risk professional: In the same way that consensus emerged around the 
International Swaps and Derivatives Association’s standard initial margin model, 
a lot of time and effort could be saved if we had an industry-wide agreement on 
interpretation of the EBA’s or the Federal Reserve’s stress-testing requirements. 

Antoine Bezat: To maintain adequate resources, banks must improve in 
two dimensions. They must ensure they take the greatest advantage of their 
stress-testing infrastructure for decision-making, to justify the investment, while 
aiming to industrialise and automate processes to drive efficiency and control 
costs. A third way is potentially through mutualisation to gain economies of 
scale: mutualisation of various processes – internal and regulatory stress tests, as 
well as internal capital, reverse stress-testing, recovery and resolution plan, for 
example. And mutualisation between various entities of large groups, potentially 
sharing some parts of the process between different banks.

How will the stress-testing landscape evolve in the future and what 
role will technology play?
Martim Rocha: Stress-testing will move beyond a compliance-only 
environment to become an essential management tool. The emphasis will move 
away from just stress scenarios towards having an infrastructure capable of 
simulating the business in any type of scenario, benign and stress, to help with 
planning. It is comparable to Tom Cruise in the 2002 film Minority Report – 
banks will be able to instantly call upon relevant scenarios, portfolios and models 
to project their business and guide their next move.

Antoine Bezat: Technology will continue to play a role in this evolution. We 
are likely to see more technology and data-driven platforms for holistic stress-
testing. These platforms, while very industrialised, will need to offer the flexibility 
to deal in a consistent and efficient manner with various types of exercises and 
address new challenges. Those include the assessment of banking profitability, 
which is not new per se, but is more of a challenge in the low interest rate 
environment we face; and climate risk, clearly a new challenge for the industry. 

Senior risk professional: The increasing availability of data, and 
developments in data mining such as deep learning, offer an opportunity to 
improve reverse stress-testing. With a smart statistical engine you could look at 
portfolio exposure to a particular stress event and explore more extreme market 
discrepancies. But banks today are extremely cost-constrained, which will hinder 
progress. This isn’t something you can do on the back of an envelope. 

Jo Paisley: It will be interesting to see how climate risk testing develops and what 
questions regulators will be asking – whether it’s impact on portfolios, physical 
vulnerability or something else. It’s great that the BoE intends to consult on this soon 
to establish the right framework and methodologies. Traditionally, a stress test looks 
at a big macro shock, but here we’re talking about physical and transition risks over 
decades. Banks rarely think beyond one to three years, so it will be a challenge. 

The other area I think will see an increase in focus is cyber risk testing – 
particularly in terms of the operational resilience agenda. n
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Floating start date for 2020 
stress test alarms EU banks

The European Banking Authority’s proposal to introduce a floating start date for market risk exposures in its 2020 stress test could 
lead to less reliable market risk data, critics warn. By Philip Alexander

La Défense in Paris, home to the European Banking Authority
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A plan by Europe’s main banking regulator to introduce a floating start 
date for market risk exposures in its 2020 stress test has come under fire 

from market participants, who warn that it could lead to less reliable data that is 
harder for supervisors to verify.

“All the banks we had a discussion with shared the same concern. It is the top 
issue,” says Hannan Mohammad, a director in financial risk management advisory 
at consultancy KPMG and former derivatives trader. “For some banks, it is just 
impossible if it is on any day – even if it is end-of-month, it would be very difficult.”

The European Banking Authority (EBA) included the proposal in a draft 
methodology published in June for discussion with the industry, asking for 
responses by the end of August. The start date for running the market risk shock 
would be any day between September 1 and December 31 of the year before the 
stress test – 2019 in this case. Banks would be informed of the actual date when 
the stress-test scenarios are announced – usually in late January or early February.

In previous stress tests, banks shocked their whole balance sheet as at 
December 31 of the previous year. This allowed them to make use of the 
comprehensive data already compiled for year-end reporting.

The separate floating start date for market risk would move the European 
Union into line with the approach taken by the US Federal Reserve, which refers 
to the start date as an “as of” date. Like the Fed, the EBA is considering this 
technique to deter banks from shifting market risk out of their trading books 
ahead of stress-test start dates in a practice known as window dressing.

However, Angel Monzon, the EBA’s head of stress-testing, emphasises that 
the eventual adoption of a floating start date is not assured. The EBA is likely to 
release its final methodology for the 2020 test in November this year.

“This was a proposal in the methodology, and we also understand that it can be 
operationally complex for the banks to apply it. We will assess the different elements 
and see whether to propose something specific in this area,” Monzon says.

Banks produce comprehensive data at the end of each quarter for regulatory and 
financial reporting purposes – known as Corep and Finrep in the EU. Historically, this 
data has been cross-checked with the results of the stress test for quality assurance.

Changing the stress-test methodology so that the EBA can no longer reconcile 
the results with Corep and Finrep data would be a “disturbing” development, 
says the head of market risk at a European bank.

“Accounting documents tend to be done only on a quarterly basis, so if 
[regulators] take a random date, is going to be very hard for them to challenge 
the reconciliation with the accounting number,” the head says.

Mario Quagliariello, director of economic analysis and statistics at the EBA, 
says supervisors will also want to assess the impact on quality assurance if they 
cannot use regulatory reporting as a benchmark against the stress test.

“Clearly, this is why we made this as a proposal – we are trying to consult 
to understand whether the cost of running the exercise this way is too high 
compared with the benefit of reducing window dressing,” Quagliariello says.

Holes in the buckets
Banks already produce large volumes of daily data for internal risk models 
and – at some of the largest banks – for their own internal stress tests. But the 
concern is that this may not match up with the precise risk buckets required in 
the market risk component of the EBA stress test.

The market risk head at the European bank says not all computations of risk 
sensitivities are run daily – for instance, calculations of stressed value-at-risk may 
be less frequent. Consequently, if the EBA picks a day on which the bank did not 
run those specific sensitivities, the historic data will not be readily available, forcing 
banks into a time-consuming and costly exercise of calculating the risk afresh.

“There are still some runs on a weekly basis – an example would be for elaborate 
Greeks like sega pricing on correlation. It is a very strenuous computation, so a lot of 
banks only compute it once a week and then make daily adjustments.”

Sega is one of the risk factors for the wings of an options volatility curve – in 
other words, it maps the volatility relationship between heavily in- or out-of-the-
money options and at-the-money options.

Concerns about mismatched buckets have been exacerbated by a sharp 
increase in the number of individual sensitivities the EBA has asked for in the 
2020 template for market risk. Banks are required to calculate a full revaluation 
of trading books based on the impact of the shock scenario for each sensitivity. 
The total list of these market risk sensitivities has increased from 90 in the 2018 
template to more than 450 in the proposed 2020 template.

“For activities that are internal model approved, banks may have the data,” says 
KPMG’s Mohammad. “But this is only some of the lines, maybe a quarter of all lines 
when you take the full revaluation template. The other lines, maybe they are within 
the full revaluation template but they are under the standardised approach.”

Banks can calculate the impact of the standardised shock imposed by 
the regulator under the Basel market risk capital rules. If templates require 
more sensitivities than those usually looked at internally, additional workload 
is expected to derive and report them. A floating start date would further 
complicate matters because banks would have no advance warning of the date 
for which they should start collecting data.

Giving notice
The largest banks may have more daily data – a senior stress-testing manager at 
a global bank says they calculate daily most of the sensitivities in the template. 
But that alone doesn’t solve the problem. Full revaluation means changing the 
entire pricing environment to interpret how the shock scenario plays out across 
all sensitivities. Banks may not retain for long periods all the data relevant to 
exposures they no longer hold.

“So really you need all market data and information, which is larger than 
what we store for our own purposes. It is information that is available each day, 
but we don’t stockpile data, only the data we need. We can only store about 
two months of complete data,” says the senior stress-testing manager.

The Fed has sought to make the floating start date more manageable by 
notifying banks within a fortnight once the chosen “as of” has passed, so that 
they only need to hold data for two weeks at a time. There is consensus among 
market participants that this would be a better alternative for the EBA too.

Another option is the method used by the Bank of England (BoE), which also 
employs a floating start date for market risk in its stress test. The BoE notifies risk 
managers of the chosen start date so they can retain the necessary data, but with 
strict instruction not to inform the front office so trading behaviour is unaffected.

“This works in the UK, because it is a test of credibility for the risk 
management functions in the banks not to tell the traders what is going to 
happen,” says one stress-testing expert in continental Europe. But he adds: “One 
might say this is a very British way of doing things. I’m not sure if this would 
work in Europe – it’s a question of assessing cultural differences.”

A further plea from the industry that would make a floating start date more 
manageable is to line up the EBA stress-test buckets with the Basel market risk 
capital framework. This should be especially practical once banks begin reporting 
the standardised sensitivities-based approach (SBA) under the Fundamental 
Review of the Trading Book.

Insiders currently expect SBA reporting to begin in December 2020. Since the 
EBA holds its stress test every two years, the 2022 test would therefore be the 
earliest opportunity to line up the two regimes.

“If they leverage the SBA buckets for the risk-weighted asset impact in the 
2022 stress test, and we have something aligned, that is good for the banks 
because they will have the sensitivity buckets already. But it is not aligned now,” 
Mohammad says. ■

Previously published on Risk.net
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T he double jeopardy clause of the Fifth 
Amendment to the US Constitution forbids the 

government from prosecuting a citizen for the same 
offence twice. The protection is intended to prevent 
a government trying someone again and again until 
they obtain the outcome they want.  

No such legal shield exists for banks looking 
to ward off attempts by regulators to double up 
capital requirements for the same risk. This is why 
lenders are growing alarmed about certain voices 
at the US central bank speaking up in favour of 
the countercyclical capital buffer (CCyB), a Basel 
Committee on Banking Supervision-agreed tool that 
permits regulators to ratchet up minimum capital 
requirements in boom times – by up to 2.5% of 
risk-weighted assets – and dial them down again 
when the economy sours. 

Currently, the US buffer is set to zero. But banks 
and their lobbyists fear this could change, and they 
question the justifi cation. 

What’s their beef? A strongly held view that 
the US Federal Reserve’s annual stress tests, 
known as the Comprehensive Capital Analysis 

and Review (CCAR), are countercyclical by nature, 
removing the need for an additional buffer.

“If we are building up countercyclical resiliency 
in banks through CCAR, what is the societal benefi t 
of the countercyclical resiliency built up through 
CCyB? It’s natural at this point to ask whether there 
is double-counting,” says a federal government 
relations executive at a US global systemically 
important bank (G-Sib).

Mixed messages from Fed offi cials have pushed 
the CCyB centre stage and prompted bank lobbyists 
to go on the offensive. The latest catalyst is a 
blog, written by economists at the central bank 
and published on June 7, questioning just how 
countercyclical CCAR is, and stating it could be 
“appropriate” to set the CCyB “at a higher level 
than what is suggested by current guidance”.1

The post triggered a rebuttal from the Bank Policy 
Institute (BPI) – a lobbying outfi t – highlighting 
what it considered errors in the Fed economists’ 
analysis, and arguing that, after correcting for these 
mistakes, “the stress-test design and severity make 
the CCyB unnecessary”.2

Some US regulators want to hike capital while times are good – but banks believe the US Federal Reserve’s stress test already does. 
By Louie Woodall, with additional reporting by Steve Marlin

•  More than a dozen Basel Committee on 
Banking Supervision member countries have 
activated a countercyclical capital 
buffer (CCyB) – designed to make banks build 
up reserves in boom times for a rainy day.

•  There’s one conspicuous holdout: the US. 
Though its economy is growing and asset 
valuations are surging, the US Federal 
Reserve has maintained the buffer at zero.

•  Some Fed staffers and offi cials have 
spoken out in favour of activating 
the CCyB.

•  But the industry is convinced that annual 
stress tests already come with a healthy 
dose of countercyclicality, removing the 
need for a buffer.

•  The latest stress-test results, though, 
didn’t tax banks as much as in previous 
years, bringing their countercyclicality 
into question.

Need to know

Double jeopardy
CCAR and the countercyclical buffer
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The outcome of this squabble is not simply 
academic. Countercyclical buffers activated in other 
jurisdictions have increased risk-based capital 
requirements by anything from 25 to 250 basis 
points – the former in France, the latter in Sweden 
and Hong Kong – with industry critics claiming the 
burden will ultimately be passed on to the rest of 
the economy in the form of higher borrowing costs.

The treasurer at a second US G-Sib says that, if 
a CCyB were introduced, “we’d have to sit there 
and think about whether ... at some point in the 
future will this be removed? One often worries that, 
like taxes, once they are implemented, they never 
go away.”

The squabble over the Fed blog comes hot on the 
heels of contradictory statements on the CCyB and 
CCAR by key Fed offi cials. 

Federal Reserve Bank of Boston president Eric 
Rosengren said in June 2018, in reference to 
countercyclical capital provisions, that, “given the 
overall health of the economy and the relatively rich 
asset valuations now prevailing, it is my view that this 
would be the ideal time to build up capital buffers in 
the US”.3 In December that year, Fed board governor 
Lael Brainard said “the stress tests have limitations as 
a countercyclical tool during buoyant periods”.4 

In contrast, Brainard’s fellow board governor 
Randal Quarles said in March this year that he 
supported a zero CCyB because “fi nancial system 
vulnerabilities strike me as being not outside their 
normal range”.5

Straight talking
The Fed is not a monolith, and governors and 
economists are encouraged to air their own views, 
but when it comes to capital requirements, banks 
are no fans of ambiguity. 

“We want them to ... help in this dialogue by 
just being transparent about what they are doing 
through the [CCAR] stress scenario, rather than 
publishing fl awed articles on Fed blogs that do 
the exact opposite,” says the treasurer at the 
second G-Sib. 

The Fed could simply point to its policy on both 
CCAR and the CCyB, laid out in black and white 
through their respective approved rules to alleviate 
banks’ concerns (see box: What the Fed says). But 
when regulators fret about systemic risk, established 
policy can often be brushed aside in favour 
of expediency. 

For instance, a paper published by the European 
Central Bank in March explains that, “given the 
shortcomings” of Basel’s own guidance on when 
or whether to activate a CCyB, European countries 
have “developed alternative methods”, and 
concludes that “discretionary elements based on 
other indicators are important in calibrating the 
appropriate CCyB rate”.6

The fear among banks is that the Fed sees it the 
same way.

“There is no point in speculating about the 
supposed degree of cyclicality of each of the dozens 
of policy measures that have been enforced in 

the banking sector here and at the other side of 
the Atlantic,” Gonzalo Gasós, head of prudential 
policy and supervision at the European Banking 
Federation, tells Risk.net. “Policy-makers simply use 
the CCyB to impose discretionary requirements at 
the country level.”

American exceptionalism
But why are tensions over a CCyB bubbling over 
now? Two reasons: peer pressure and the upward 
surge of US asset values.

The Standard & Poor’s 500 just clocked its best 
fi rst half since 1997, soaring 17.3% to an all-time 
high. More importantly, in reference to the CCyB, 
the US’s credit-to-GDP gap is inching into positive 
territory. This measure – the difference between 
the credit-to-GDP ratio and its long-run trend – is 
recommended by the Basel Committee as a guide 
for supervisors deciding when to activate a CCyB.

In fact, the US economy looks far rosier than that 
of many jurisdictions that have already activated a 
CCyB. As of end-June, 13 European Union member 
states had either implemented or announced a non-
zero buffer – including France, Germany and the UK, 
together home to eight G-Sibs. This is despite the 
fact the eurozone and UK credit-to-GDP gaps are far 
more negative than in the US.

Bankers in the US believe regulatory peer 
pressure has some Fed personnel itching to 
implement the measure.

“There’s this noise wave rippling out from 
Europe on CCyB, which is rooted in a stress-testing 
environment that is constructed very differently. Yet 
it’s rippling across the pond and hitting us here [...] 
I’m not sure whether Fed members who don’t 
swim in regulatory supervision [waters] get the 
difference,” says the treasurer at the second G-Sib.

One important difference is that CCAR is widely 
seen as tougher than its European cousin. It is 
certainly more frequent, taking place annually, rather 
than every other year.

A related concern is that Fed policy-makers are 
being made to sweat by the Basel Committee. The 
standard-setter conducts a periodic Regulatory 
Consistency Assessment Programme (RCAP) of 
member jurisdictions to assess their compliance 
with mutually agreed standards, which forces them 
to consider their policy frameworks comparatively. 
The problem with this theory is that RCAP only 
considers whether each jurisdiction has adopted the 
countercyclical buffer standard. The US has done so, 
and received a green light in the last RCAP, but this 
hasn’t averted some slightly paranoid theorising.

“Clearly, [the Fed] face the RCAP pressure 
because: a) they haven’t turned the CCyB on; and b) 
they haven’t addressed cross-border reciprocity,” says 
the head of regulatory policy at a third US G-Sib.
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Cross-border reciprocity is where a regulator in 
one jurisdiction with a CCyB policy applies a CCyB 
amount on banks under its watch for those assets 
domiciled in countries where the buffer is in effect. 

For example, Goldman Sachs Group UK Limited, 
the firm’s UK-based outfit, is subject to a CCyB charge 
of 0.28%, covering those assets subject to the UK 
CCyB and – because the Bank of England has active 
reciprocity – those in other states where the measure 
is active. However, the Goldman Sachs Group Inc, the 
Fed-regulated holding company, is spared any CCyB.

Independent experts say peer pressure shouldn’t 
sway capital-setting decisions. “Different ratios and 
statistical approaches are needed because of specific 
national situations,” says Andrea Resti, a professor in 
the finance department at Milan’s Bocconi University. 

“[For example,] you have some ex-Communist 
countries in Europe that have been growing very 
fast ... and this has nothing to do with short-term 
imbalances. Rather, it is a structural adjustment 
because they had some delay in the development of 
their local banking systems,” he argues.

Bank of Finland economist Eero Tölö, who 
co-authored a paper on the indicators used to set 
the CCyB in other jurisdictions,7 says: “I wouldn’t 
read too much into cross-country comparisons of the 
buffer levels, because there are essential differences 
in the regulatory frameworks, including the role of 
stress tests and leverage ratio.”

There are also differences in the make-up of 
regional economies. “The US is the [Basel] country 
least reliant on bank balance sheets for credit. We 

have the largest capital markets proportionally, and 
a lot of regulatory concerns right now are on the 
non-bank side. CCyB is designed to increase the 
cost of credit – but its ability to apply pressure to 
the pricing for leveraged loans or equity valuations 
is not clear,” says the federal government relations 
executive at the first G-Sib.

Those close to the Fed’s way of thinking say the 
CCyB ultras are simply using the tool as a way to 
lobby for higher capital requirements across the 
board, rather than bowing to peer pressure or 
fretting about credit bubbles.

“I don’t think it’s anything conspiratorial. There’s 
always going to be people out there who say ‘no 
amount of capital is enough’, and will take any 
opportunity that comes along to argue banks should 
hold more,” says the regulatory policy chief at the 
third US G-Sib.

Too stressed or too chilled?
US bankers’ case against a CCyB rests on the idea 
that the Fed’s stress tests have grown more stringent 
as the economy has strengthened. Because CCAR 
performance determines the quantity of capital a bank 
can distribute to shareholders, the post-stress capital 
ratio has become the de facto binding constraint for 
many firms – a Basel Committee study concluded that 
five out of six large US banks sized their Tier 1 capital 
buffers according to their stress-test results. 

And if CCAR has toughened as the economy 
has brightened, then US bank capital requirements 
already account for countercyclicality – enough to 
obviate the need for a separate buffer entirely. 

“On the international peer pressure, I would 
say: ‘Yes, but CCAR’, and drop the mic!” says a 
regulatory policy executive at the third G-Sib.

Regulators and other experts contest this. The Fed 
economists behind June’s blog analysed 28 firms 
that have participated in CCAR since 2014, and 
concluded that the capital depletion incurred by the 
severely adverse stress scenario equalled 2.7% of 
their aggregate Common Equity Tier 1 (CET1) capital 
ratio in 2018. 

This was a smaller drain than that posted in 
2014, 2015 and 2016, and just 20bp higher than 
that endured in 2017.

Risk Quantum analysis shows the projected loan 
losses for stress-tested banks under the severely 
adverse scenario were $295.4 billion in 2019, 
$18.1 billion lower than a year prior. 

And it doesn’t stop there. A US-based stress-
testing consultant tells Risk.net: “We would have 
expected the [2019] scenario to be progressively 
harsher. The actual unemployment rate went down 
further, so the distance to 10% [as determined in the 
scenario] was larger than last year. But the global 
market shock was milder. Trading and counterparty 

The US Federal Reserve’s countercyclical capital 
buffer  (CCyB) policy is laid out in an approved rule 
published in September 2016. The policy states 
that the CCyB would be activated “when systemic 
vulnerabilities are meaningfully above normal”. The 
question is what “above normal” means.

To determine this, the Fed tracks four vulnerabilities 
that academic research and lived experience suggest 
give early warning of financial trouble ahead. These 
are: asset valuation pressures, household and business 
debt, funding risk and financial sector leverage.

The credit-to-GDP gap favoured by the Basel 
Committee on Banking Supervision as a guide to 
CCyB decision-making is one quantitative indicator 
used in the Fed’s calculus.

But the policy also states that the Fed board’s 
judgement is a factor. Fed governor Randal Quarles 
said in a March speech on the CCyB: “Judgement 
must play an important role in this process, especially 
in assessing how interactions between vulnerabilities 
may serve to mute or amplify the transmission of 
different kinds of shocks.”5

WHAT THE FED SAYS
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losses for the eight G-Sibs were $105 billion last year 
and $80 billion this year. That’s not a small drop.”

A truly countercyclical CCAR would be expected 
to take a larger bite out of banks’ capital ratios 
and inflict harsher losses in 2018 and 2019 than 
in earlier years, when the US economy was still in 
recovery mode. It’s a little simplistic, though, as banks 
have reorientated their business models in the CCAR 
era to become more resilient to the apocalyptic 
scenarios the Fed has come up with. Losses may 
be lower not because the stress tests aren’t stressy 
enough, but because an economic crisis like that of 
2008 wouldn’t wound the industry as deeply.

There’s also a caveat to add to the Fed 
economists’ research. Their blog looked at the CCAR 
capital depletion from the banks’ actual starting 
level to the end of the nine-quarter stress-scenario 
horizon. But the measure of stress-test severity the 
Fed actually uses to gauge firms’ capital adequacy 
is based on their lowest capital level over the course 
of the simulation, which is often below that of their 
end-point capital. 

The use of the start-to-finish measure had the 
banking lobby up in arms. The BPI’s counterpunch 
analysis, using peak-to-trough capital depletion, 
found the 2018 tests chopped 3.7% off 
participants’ CET1 capital ratios – far greater than 
the 2.8% in 2017 and 3.3% in 2016. 

The 100bp discrepancy in the 2018 capital burn 
between the Fed and BPI analysis reflects how most 
banks in the sample reached their minimum capital 
ratios before the end of the nine-quarter planning 
horizon that year. 

It is understood the Fed economists chose the 
start-to-finish measure to accurately disaggregate 
the components of banks’ stress-test losses – such 
as regulatory capital deductions, pre-tax losses, 
and changes in accumulated other comprehensive 
income – and acknowledge in the blog that the 
peak-to-trough measure “may better characterise 
the overall severity of the stress test”.

But they go on to insist that between 2014 
and 2018, “the start-to-minimum metric for the 
aggregate set of firms does not result in a materially 
different contour or level of stress-test severity 
relative to start-to-ending”.

Impelled by opposing motivations, it’s no surprise 
the banks and Fed staff don’t see eye to eye. 

Yet at least one outside observer thinks the BPI 
missed the point of the CCyB in its rebuttal. 

“Their interpretation of the results is nowhere 
near enough to obviate the need for a CCyB,” says 
a former UK prudential regulator. “The CCyB can go 
up to 2.5% of capital, and here they are saying the 
stress has gone up by 0.4% [from 2016 to 2018]. So 
nowhere near as countercyclical as the CCyB should 
be. Hung by their own arguments, I would suggest.” 

Hammer versus scalpel
What size a countercyclical capital charge should 
be is one debate. How tailored it should be is 
another. The treasurer at the second G-Sib says 
the CCyB is “a blunt instrument”, whereas CCAR 
is purposefully directed at those banks that 
haven’t de-risked, placing the countercyclical 
burden on those firms most vulnerable to an 
economic downturn.

Benjamin Weiner, a partner at law firm Sullivan & 
Cromwell, in Washington, DC, says: “What’s unique 
about CCAR is the way the Federal Reserve can 
use it to differentiate among asset classes through 
the scenarios generally and among organisations 
through the add-on components, which makes 
it a much more flexible tool.” A scalpel to the 
CCyB’s hammer.

Some non-US observers don’t think a 
countercyclical tool should be subtle, though. 
“Sometimes you need crude measures,” says 
Resti of Bocconi University. “It may prove hard, 
especially in political terms, to try and cool down 
the macroeconomic cycle when it is accelerating. It’s 

useful to have a crude and simple rule in place that 
makes it easier for bank supervisors to try and tame 
the cycle,” he argues.

Policy-makers’ opinions may be shifting towards 
a more tailored approach, however. Last May, the 
Basel Committee published a review of papers 
advocating a sectoral CCyB, concluding that this 
“may be a useful complement to both the Basel III 
CCyB and existing targeted instruments in the 
macroprudential toolkit”.8 The paper generated 
approving “chatter” among the industry, the federal 
government relations executive at the first G-Sib 
tells Risk.net. 

But it could be read as a pre-emptive admission 
that the current CCyB looks good on paper, but has 
yet to be tested in practice, and even if it were, it 
may not do the job it was made for.

“The CCyB should now be high everywhere – and 
it isn’t high anywhere. And while – ultimately – you 
can make a bank hold more capital ... you can’t 
make it use its capital in a downturn,” says the 
former UK regulator. ■

Previously published on Risk.net

The US Federal Reserve’s efforts to rationalise capital 
requirements has endowed the countercyclical 
capital buffer  (CCyB) with fresh saliency. Plans to 
implement a fluctuating stress capital buffer (SCB) 
to replace the Basel Committee on Banking 
Supervision-approved capital conservation buffer 
would be set using a bank’s peak-to-trough capital 
depletion under Comprehensive Capital Analysis 
and Review (CCAR) and also incorporate any CCyB 
to the mix.

“The SCB will make it [the CCyB] even more of 
a focus. By incorporating stressed losses into the 
overall buffer requirements, that means there is only 
one type of requirement establishing a firm’s binding 
capital constraint, rather than stress-based and spot 
requirements operating in parallel,” says Benjamin 
Weiner, a partner at law firm Sullivan & Cromwell, in 
Washington, DC. 

Banks argue this would formalise the double 
charge for countercyclicality, although because 
the SCB represents a wholesale rewriting of Basel 

standards, the Fed could give itself some wiggle 
room. “They [the Fed] would have to leave CCyB 
turned off to not double-count [in SCB. However,] 
because they are basically altering the Basel III buffer 
structure, they could rewrite it if they wanted to turn 
the CCyB on,” says a regulatory policy executive at 
one US bank.

The treasurer at a second bank, however, thinks 
a right-sized SCB could only be achieved if the 
Fed’s charges for global systemically important 
banks (G-Sibs) were also revised. 

“You have the potential for a triple count. 
You’ve got the CCyB that double-counts the 
[countercyclicality in the] stress test, and inside 
CCAR, you also have the global market shock 
scenario and large counterparty default scenario, 
which very clearly overlap with the G-Sib charge,” 
he tells Risk.net. “[Therefore,] you’ve got to then 
eliminate the [Fed’s own] Method 2 G-Sib charge – 
you’ve got to go back to Method 1, as that doesn’t 
include all the gold-plating,” he adds.

BUFFERING UP
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Banks seek new 
value for their efforts
As regulatory stress tests evolve and a new age of stress-testing approaches, firms are looking to maximise value by making the most of 
scenario-based analytics. John Voigt, principal solutions manager at SAS, explores the importance to institutions of setting a clear goal, 
and employing the appropriate technology and resources to successfully navigate this transformation
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The 2007–08 financial crisis 
ushered in stress-testing as a key 
component of bank supervision, 
and the changes brought by these 
regulatory exercises have been 
overwhelmingly positive. Along with 
delivering on their immediate goal to 
stabilise the financial system through 
increased capitalisation and greater 
transparency, regulatory stress tests 
have also led to great improvements 
in the risk management processes 
at participating financial institutions. 
Banks of all sizes have dramatically 
enhanced the utility of their portfolio data, strengthened process governance 
and improved their ability to make better data-driven decisions. 

However, banks often constructed stress-testing programmes with a single 
focus – compliance – and necessarily made tactical implementation decisions 
to meet critical near-term deadlines. As a result, many banks still struggle to use 
their stress-test programmes for any strategic purpose. Despite their ambitions, 
they find that the systems and processes in place present several limitations that 
challenge broader usage: 
•  Disparate and fragmented systems – leading to inflexible processes, 

inconsistent data and incoherent results
•  Inefficient workstreams with an overreliance on manual subprocesses – 

creating bottlenecks and key-person dependencies
•  Underpowered modelling capabilities – which introduces long processing 

lags and limits data granularity
•  Disconnected control processes – strained by a fast-paced, 

iterative environment.

Transforming stress-testing
Despite these challenges, we are on the cusp of a new age of stress-testing. 
Leading banks recognise the lost potential of their stress-test programmes and 
are taking action. A convergence of factors is accelerating this transformation.  

First, regulatory stress tests still require significant time and effort to complete, 
and resource availability is increasingly constrained. A successful programme 
relies on a broad blend of analytical skills, creativity and business judgement, 
and acquiring and retaining such high-performing talent is paramount. 

However, current stress-testing roles are often focused on maintaining the 
status quo under high pressure and tight deadlines. This has led to employee 
frustration, burnout and high turnover, creating a vicious cycle that can 
jeopardise the sustainability of the programme.

Second, changes to loss accounting rules under International Financial 
Reporting Standard 9 and Current Expected Credit Loss are spurring major 
implementation efforts at institutions, and this is providing synergistic 
opportunities with stress-testing. To meet the standards, banks are broadening 
their collection of detailed performance data, and they recognise this data could 
enhance their stress tests as well. 

Also, as with stress-testing, these new accounting standards are scenario-
driven, so there is a desire to establish a scenario management infrastructure 
that can accommodate both in a cohesive manner. And, since financial 
accounting processes are repeated much more frequently and on highly 
compressed schedules, the new standards are spurring interest in higher-
performance solutions with greater automation. As banks investigate solutions 
and are exposed to the capabilities they offer, they are eager to apply these 
benefits to stress-testing.

A modern solution
A modern enterprise stress-testing solution can provide capabilities generally 
lacking in today’s regulatory-focused solutions, but necessary for scenario-based 
risk management:
•  Greatly enhanced scenario support – effectively manages supervisory 

scenarios and the expanded number of scenarios needed for strategic analysis
•  Unified data architecture supporting the principles of the Basel Committee 

on Banking Supervision’s standard 239 – ensures coherence across the 
enterprise. Integrated data cleansing and reconciliation processes ensure data 
robustness is understood

•  Streamlined, transparent workflows – breaks down the functional silos 
and eliminates unnecessary and redundant tasks, and ensures the process is 
consistent and repeatable while reducing key person risks

•  Highly accelerated processing and throughput – supports a highly iterative 
analysis over a wider range of scenarios and assumptions

•  Flexible visualisation and reporting – automates reporting with ad hoc 
analysis and custom drill-down capabilities, and easily summarises data across 
multiple dimensions

•  Embedded, highly automated governance and control framework – eliminates 
approval bottlenecks and establishes an auditable record of the entire process.

Partnering for success
The evolution towards a modern stress-test environment is not a trivial 
undertaking, and many institutions are unable to dedicate adequate 
resources to the task. To overcome this, banks are increasingly turning 
to technology and advisory firms for solutions. By working with a proven 
partner, banks can accelerate their transition and benefit in a number of 
ways, including access to:
•  Industry best practices and acquired experience to refine a vision into an 

obtainable goal
•  Structured implementation plans to reduce the risk of delays or overruns
•  Experienced personnel with specialised skill sets
•  Proven solutions using advanced technologies, such as massively parallel 

processing, cloud-based analytics and machine learning
•  Ongoing software updates for maintenance and enhanced functionalities
•  Regularly maintained support documentation and training opportunities.

A new era of scenario-based analytics has begun. But, to complete 
this evolution, institutions must proceed with a clear goal, along with 
the right technology and resources. Successful institutions can move 
beyond simple compliance and achieve improved financial performance 
through tighter alignment of loss accounting, stress-testing and balance 
sheet management. ■

A new era of scenario-based analytics has begun. 
But, to complete this evolution, institutions must 
proceed with a clear goal, along with the right 
technology and resources  

John Voigt, SAS
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Bankers with long memories may recall a 
capital-planning seminar organised by the 

British Bankers’ Association (BBA) in 2006. 
Matthew Foss, a senior regulator at what was then 
called the UK Financial Services Authority (FSA), 
had some advice.

“We would recommend against using Basel II as 
a way of allocating capital internally for business 
decisions,” he said.

Instead, he urged his listeners to continue using 
their economic capital models to decide where to 
put money to work, instead of funnelling it to strictly 
regulatory ends.  

Times change. The BBA and FSA are gone. Foss 
retired. And those still in the industry are fi nding it 
diffi cult to heed his advice.

“From our thinking, regulatory capital 
plays a front and centre role in the capital 
allocation process,” says a senior capital 
manager at a US global systemically important 
bank (G-Sib). “If you look at economic capital 
versus what the regulation requires for big US 
banks, the delta is huge. That is one of the reasons 
why economic capital is not as usable as it 
used to be.”

Economic capital is an individual bank’s own 
estimate of the amount of capital needed to cover 
the specifi c risks it takes. After its failure to hold 
the ramparts in the fi nancial crisis, it looks quaint 
in the bramble of regulatory strictures that have 
grown around it. But bankers and even regulators 
say regulatory capital requirements have begun to 
warp business decisions at banks – resulting in a 
homogenised system that gives banks reason to 
abandon their particular strengths. 

Under Basel III, banks must meet a varied set 
of risk- and leverage-based capital ratios while 
maintaining enough headroom to pass supervisory 
stress tests, such as the Federal Reserve’s 
Comprehensive Capital Analysis and Review (CCAR). 
For G-Sibs, there is also a capital surcharge, 
determined by things such as interconnectedness 
and substitutability. And then there are liquidity 
requirements – the liquidity coverage ratio and the 
coming net stable funding ratio.

With so many metrics in play, deciding whether 
specifi c business lines are earning their keep and 
which to invest in has become far more fraught. 
Adrian Docherty, head of fi nancial institutions group 
advisory at BNP Paribas, compares it to fl ying a plane.

Regulators shouldn’t run a bank – but Basel III and stress tests have put them in the 
cockpit. By Philip Alexander

Pilot fatigue
The turbulent world of capital allocation

•  Gone are the days when banks used their 
own internal risk measures to allocate capital 
among their businesses. Capital allocations 
are now dictated by regulatory requirements, 
with researchers warning of an increasingly 
homogenised system where banks no longer 
play to their particular strengths.

•  Banks say regulatory capital requirements 
are often out of kilter with their own 
economic assessments, and the gap will only 
get wider with the advent of standardised 
output fl oors for internal models.

•  Faced with multiple, overlapping rules, banks 
have developed blended measures of capital 
consumption, which can be applied with 
discretion to boost strategically important 
business lines.

•  Low returns on equity, especially among 
European banks, suggest banks have yet to 
fi gure out the best way to satisfy regulatory 
capital requirements without diluting 
shareholder value. 

•  Stressed capital requirements are more 
risk-sensitive, but banks must fi nd a way to 
smooth the effects of ever-changing 
supervisory scenarios.

Need to know
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“You have to go fast enough to fly, but slow 
enough to brake, maintaining your forward speed 
so your vertical speed is correct,” he says. “It’s not 
easy. There are multiple variables, and no single 
parameter you can go for.”

Investors would like to see banks fly a little faster, 
and higher. 

In Europe, few are earning more than their cost 
of capital: returns on equity (RoE) are around 7%; 
while the cost of capital is estimated at 9.5% on 
average. Many, however, trade below book value, 
implying an even higher capital cost – around 13%.

US banks are in better shape, with an RoE of 
around 12% on average. Still, that’s barely enough 
to keep shareholders happy.

For regulators, the questions are thorny. Banks 
are exiting once-core businesses, such as derivatives 
clearing and government bond trading that no 
longer generate an adequate RoE – and doubling 
down on ones that do.

Kevin Stiroh, head of supervision at the Federal 
Reserve Bank of New York, noted in a speech 
last November that banks facing multiple capital 
requirements can gravitate towards similar business 
models and “become ‘systemic as a herd’ and be 
susceptible to the same shocks”.

He continued: “Research suggests that in a world 
with multiple capital constraints, eg, a leverage 
ratio and a risk-based capital [requirement], banks 
face incentives to do the same thing rather than 
specialising in areas where they each have a natural 
competitive advantage.”

Many agree, and point to business decisions 
sculpted by the regulatory capital framework. A few 
outcomes – derivatives clearing, government bond 
market-making and repo trading – look good under 
risk-based ratios, but are unappealing under the 
leverage ratio. A 2017 presentation by HSBC showed 
10 European countries had lost primary dealers over 
the previous five years; among them, five banks left 
the business in Belgium and three in France. The most 
dramatic was Credit Suisse’s exit from most European 
government bond primary markets in October 2015.

Meanwhile, the number of firms providing 
clearing services in the US has fallen from 84 at the 
beginning of 2008 to just 55 in 2018, according to 
the Financial Stability Board.

The more volatile businesses suffer under risk-
based ratios and have also witnessed large exits: 
Societe Generale, one of the largest remaining 
European players in commodities trading, closed 
the unit in April. That followed pullbacks by Barclays 
from energy trading 2016, and Deutsche Bank from 
most physical commodities dealing in 2013.

The exodus from riskier business is reflected in 
the decline of market risk-weighted assets (RWA) at 
the largest US banks (see figure 1).

Corporate lending – especially to small or 
unrated companies – looks unappealing under risk-
based metrics, especially when standardised floors 
are introduced.

One capital manager at a foreign bank intermediate 
holding company (IHC) in the US says Stiroh has a 
point. “We are all stuck on the same feedback loop,” 
he says. “You end up crowding into the products that 
are capital-friendly, and we will never know what 
happens as a result of that, until it happens.”

With growth opportunities in developed markets 
scarce and concentrated, global banks are striving 
to distinguish themselves among competitors, 
preserving some type of specialty and focus in their 
business, as they also satisfy regulators.

“The biggest failing is, you have to manage all 
that [prudential regulation] in terms of the vision 
and purpose of the company,” says Mike Rees, 
former deputy chief executive of Standard Chartered 
Bank. “That’s before we even talk about whether 
you manage that to a product line or a customer 
segment – you already have complexity there.

“If you don’t know what you are trying to be as a 
bank, you have nothing to anchor it to,” adds Rees, 
who now runs his own consultancy, Strategic Vitality.

Rees touches on one of the most intense debates: 
how fine-grained should capital allocation be? 
Should it be calculated at the unit level, at the team 
level, or even at the customer and trade level?

Regulators have been adamant that regulatory 
capital requirements – the leverage ratio in 
particular – be applied at a consolidated level, 
instead of on an individual business line.

In reality, banks may limit capital to individual 
business lines because of constraints on the bank 
as a whole. Alternatively, they may charge desks 
a specific price for the use of money, using an 
internal transfer pricing model. The desk would 
then have to demonstrate it could earn enough 
to beat the internal price and justify its serving 
of capital.

This is especially true for any bank struggling to 
hit an RoE target.

“You are going to say if I don’t, on a marginal 
basis, do that repo business or make those low-risk 
mortgage loans, I will have a better return on assets 
and that will ultimately feed through into a better 
return on equity,” says Docherty.

The complexities are magnified for global 
banks, which may have hundreds, or even 
thousands, of legal entities in dozens of 
jurisdictions. Some of those may be treated as an 
extension of the parent company, but others – 
US IHCs, for instance – must be capitalised on 
a standalone basis, at the local level. In such 
cases, the parent and subsidiaries could face very 
different regulations.

“We have two primary questions to solve for: 
one at a group level, to get into businesses globally. 
And secondly, if the business sits in an IHC, what 
are the local constraints, is there anything in that 
second set of constraints that tells us not to get 
into that business?” says the capital manager at 
the US IHC. “When we have global businesses 
booking in several local entities, it becomes a lot 
more complicated.”
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Will it blend?
In the US, most large banks are using ‘blended’ 
capital measures, which meld the various regulatory 
capital metrics into a single figure.

The bank can then apply the blended measure 
either to impose hard capital limits on a business, 
or to assign each unit a blended cost of capital 
that serves as the foundation for setting 
return goals.

In their 2018 annual reports, five of the eight 
US G-Sibs explicitly mentioned using some form 
of blended regulatory capital measure, while Citi 
and BNY Mellon referred to internal economic 
capital calculations. Wells Fargo did not specify 
its method.

Capital managers say the blend is as much 
a judgement call as a calculation – one source 
says managers still want to see the breakdown of 
individual measures as well as the blend, and often 
place different emphases on different components.

The capital manager at the US G-Sib says 
the blend is likely to place greater weight on 
regulatory measures that are similar to those 
used inside the bank. The value-at-risk measure 
for market risk – which is due to be replaced with 
expected shortfall under Basel III – is used by risk 
managers as well as capital managers. Similarly, 
advanced internal ratings-based approaches to 
credit risk coincide fairly well with the bank’s 
own credit risk metrics. But he is reluctant to put 
too much emphasis on Basel operational risk 
capital methodology.

“The [op risk] models are heavily influenced by 
the crisis-era losses. We are not in those businesses 
any more, they are not relevant for our risk profile, 
and unfortunately the way the regulation works, our 
RWAs are heavily dominated by those losses, which 
don’t reflect our current risk-taking behaviour,” he 
says. “So in those cases, I would not heavily rely on 
those types of metrics.”

Strategic decisions
Banks can also modify the way the blend is applied 
to each desk for strategic objectives. Most lean 
towards using blended capital to set a return 
target and then allocate capital accordingly in the 
first instance. Hard limits on capital consumption 
are seen as more of a second-order tool to deter 
excessive concentration of risk, or desks sailing too 
close to management capital buffers.

When specific desks want to raise their capital 
allocation, the IHC manager says his first question is 
whether the capital can be put to work immediately, 
and at what extra profitability.

“If you are good in a business line, you are 
not going to not go after it,” he says. “You have 
to go back to your marginal utility of money in 

areas where you have the right people. It’s a 
combination of the rules and individual banks’ 
core competencies.”

This is where the broader strategy comes 
into play. Rees gives the example of Standard 
Chartered’s focus on small and medium-
sized enterprises (SMEs) and its role in trade 
finance – he says the bank funds around 7% of 
global trade. 

“If you want to be an SME bank, you are going 
to have to be in trade finance. On a risk-weighted 
model, trade finance is very uneconomic, but you 
need to be in it to be an SME bank,” he says. “You 
have to make the macro calls about how it fits 
the strategy, can you make a return on the overall 
strategy at an aggregate level, and how do the 
individual parts contribute to that?”

Applying the average blended capital cost across 
every business equally may not be the right idea, 
says Xavier Pujos, a managing partner at consultancy 
Sionic and former head of resource management for 
BNP Paribas’s fixed income division. 

“You have to take into account the differences 
between different businesses, and say I’m going 
to charge you not the average for the group, but a 
specific amount for that business, because I want to 
encourage that business or not,” says Pujos. “That’s 

fine – you effectively translate your diversification 
objectives into the right incentives for each unit to 
develop their business.”

If necessary, he adds, the transfer pricing for a 
specific business line can be raised to deter further 
expansion once its cash consumption has reached a 
certain level.

Or conversely, a bank may also want to go the 
extra mile to acquire and keep clients with attractive 
risk profiles and revenue potential.

“I would not say we change our behaviour in 
terms of servicing our client; we are very careful not 
to overreact to a certain segment because certain 
parts of regulation are negative,” says the capital 
manager at the US G-Sib. “We want to have a 
holistic view and a customer-friendly view.”

BNP Paribas’s Docherty sounds a note of caution 
on allowing too much discretion into capital 
allocation, especially where regulatory metrics are, in 
practice, the binding constraint for the bank.

He questions the logic of swallowing poor RoE on 
specific products or trades in the hope of generating 
additional revenues from the affected clients: “A 
lot of people struggle with measuring relationship 
profitability and revenue synergies.”

And he warns that European banks in particular 
tend to hold onto legacy “trophy businesses” and 

“You have to go fast enough to fly, but slow enough to brake, maintaining 
your forward speed so your vertical speed is correct. It’s not easy.” 

Adrian Docherty, BNP Paribas
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prestigious corporate clients that don’t generate 
much in the way of returns.

“The metrics can be quite complex, but it 
is probably the case that across the industry a 
large chunk of what goes on has real structural 
profitability problems,” says Docherty. “If that 
can’t be repriced and there are no ancillary 
revenues to justify it, then you have to ask why 
you are in this business.”

Hit the floor
European banks must still calculate economic 
capital, which is enshrined in the European 
Union’s internal capital adequacy assessment 
process (ICAAP), part of the Capital Requirements 
Regulation. Supervisors may impose Pillar 2 capital 
add-ons if the ICAAP is considered inadequate, 
or shows significant gaps between Pillar 1 
regulatory capital requirements and the bank’s own 
assessment of risk.

“Banks in Europe are meant to run their own 
internal economic model based on historical 
behaviour. That can then show a completely different 
picture from the regulatory risk-rating measure,” 
says Rees.

And the divide between economic 
and regulatory capital is getting wider. In 
December 2017, the Basel Committee on Banking 
Supervision introduced a capital floor for banks 
using internal models, set at 72.5% of the 
standardised approach.

“The Basel Committee keeps adding those 
floors to undermine the economic reality of those 
models in favour of trying to get more comparable 
data between banks. The whole of Basel IV is 
trying to get consistency rather than alignment 
with economic value,” says Rees, using the industry 
nickname for the 2017 amendments to the 
Basel III rules.

Low-default exposures – for example, trade 
finance and mortgages in Netherlands and Nordic 
countries, where repossession rates are very low – 
are likely to be the most harmed by the floors. Loans 
to unrated corporations also fare poorly.

The changes will add to pressures on banks to 
exit low-risk businesses that drag on RoE.

“It is leveraging up on risk density – we are 
pushing people into greater risk density because 
some regulations have chased them out of low-
risk areas,” says Docherty. “That is the impact of 
anything that is floor-based or standardised.”

To address this, many expect Europe to be 
forced to take the US approach, where a greater 
share of bank-originated assets are dispersed into 
capital markets via securitisation vehicles, like 
collateralised loan obligations. In April, Standard 
Chartered and nine other banks announced the 

creation of a trade finance distribution scheme, 
which will get these assets off their books and into 
the hands of investors.

But EU policy-makers have long been uneasy 
about the prospects of leaving smaller businesses 
exposed to the vagaries of capital markets, where 
funding conditions could dry up suddenly and the 
lender and borrower have no direct relationship. The 
alternative for European banks would be synthetic 
credit risk transfer trades, where the borrower 
remains the bank’s customer.

“Some [risk transfer] trades are getting done at a 
very attractive equivalent cost, because basically the 
market-perceived risk and the regulatory-perceived 
risk are so out of kilter. It is not a huge market, 
but it is definitely growing and it is material,” says 
BNP Paribas’s Docherty.

Effective capital planning is more than just a 
numbers game. To generate the desired results, 
capital planning teams must be attuned to the 
realities of the business lines, and vice versa.

For instance, a client with a solid credit rating 
may seem attractive from a risk-based capital 
perspective. But if traders know that client is 

aggressive in seeking prices from several dealers, 
and routinely moves the market against the dealer 
who picks up the trade, that’s a reason not to 
allocate too much capital to the relationship.

“Having the right governance to ensure the 
information circulates properly is critical,” says Pujos. 
“The banks where it works well are the ones where 
the strategy is promoted, distributed and pushed 
to all levels and understood at all levels – and the 
feedback loop comes back up very quickly if people 
have questions about the strategy.”

Those banks are in the minority. Most are still 
struggling to find an approach that can satisfy 
regulatory capital requirements and still deliver 
acceptable returns for shareholders. 

“I’d like to tell you we’d cracked the code, but 
we haven’t. Can we knowingly double down on 
something to catch up on profit and loss, or do 
we take the portfolio approach, try to diversify 
risk management and take the risk somewhere 
else? Or just forgo the opportunity?” says the 
capital manager at the IHC. “These are the kind of 
discussions we are having.” ■

Previously published on Risk.net

The US Federal Reserve’s annual stress test, the 
Comprehensive Capital Analysis and Review (CCAR), 
is a divisive topic among capital managers. On the 
one hand, its integration into the capital allocation 
process offers a partial antidote to misaligned 
Basel calibrations.

“Like it or not, CCAR gives you a view of the 
riskiness of a portfolio, especially from a credit or 
traded risk perspective,” says the capital manager at 
a US global systemically important bank.

But factoring the results into business decisions 
can be tricky. The capital manager at a European 
bank’s US subsidiary says he avoids setting 
outright capital limits based on CCAR, which 
measures losses in extreme events, although he 
still finds it useful for setting return hurdles for 
specific business.  

“Do I decide not to push it that far out because 
hypothetically I could lose a lot of money? Or do 
I just recognise that the business takes up more 
stressed capital, and I ask for higher returns 
accordingly?” he says. “That’s where we get into 
a challenge in terms of are you really going to 
pass up an opportunity to make more money just 
because your stress-proofing is high? If you have 
ample capital, the answer is you are going to go for 
making money today.”

Another wrinkle is that the Fed changes its 
scenarios each year; elevating the level of stress 
in emerging markets one year, for instance, and 
commercial real estate the next. Interest rate risks 
can also vary dramatically: in 2018, the Fed’s scenario 
included a flat or upward sloping yield curve; in 2019, 
the yield curve sloped downward.

Ugur Koyluoglu, vice-chairman for Americas 
financial services at consultancy Oliver Wyman, 
suggests two approaches for smoothing the impact 
of CCAR when calculating capital budgets for 
individual business lines.

“One approach is to look at the CCAR allocations 
of different businesses in the past few years and 
allocate the average,” he says. “Or, alternatively, 
assuming the impact of CCAR is equal to a 375 
basis points drop in capital ratio at the bank level, 
one could construct an allocation scheme that is 
actually going to follow the historically developed 
economic capital methodology at business or even 
more granular levels.”

In other words, the overall capital depletion from 
CCAR’s severely adverse scenario is the same as the 
official outcome, but the distribution of it to more 
granular parts of the bank could be allocated based 
on the bank’s own internal risk calculations rather 
than the Fed scenario.

THE CCAR DIVIDE
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W hen an investment fund starts to have 
liquidity issues, the problem can magnify 

rapidly. What starts as a dry patch can soon become 
a forest fi re, as this summer’s run on Woodford 
illustrated. When the fi rm gated its fl agship equity 
income fund in June, preventing investors from 
redeeming, selling or transferring shares, it thrust 
liquidity stress-testing into the limelight. Months later, 
the fund is still closed for investing or redemptions, 
as managers try to reposition from illiquid positions 
to allow for future potential redemptions.

The episode sparked widespread alarm, and 
brought into sharp focus regulatory concerns over 
liquidity stress-testing. In April 2018, the European 
Systemic Risk Board tasked the European Securities 
and Markets Authority (Esma) with harmonising 
the wide variety of liquidity stress-testing strategies 
employed by European asset managers. After 
consultation with the industry, Esma has now 
published its fi nal guidance for strengthening 
liquidity risk management practices across the 
European Union’s largest fund types, covering some 
€16.5 trillion ($18.1 trillion) in assets.1,2

The guidelines are expected to help increase 
confi dence in the sector and decrease the 
potential for reputational risk. If liquidity stress-
testing standards are rigorous, managers should 
theoretically be less likely to employ aggressive 
methods such as gating funds to protect the value 
of underlying assets.

It was no easy undertaking. Given the wide 
variety of strategies and underlying assets at the 
thousands of funds involved, the regulator needed 
to harmonise stress-testing in a way that promoted 
convergence, but didn’t leave fi rms to manage 
diverse funds in a “straitjacket”, as one high-profi le 
manager described it.

By this standard, Esma has mostly succeeded, 
say managers.

“To an extent, Esma has managed to keep 
its approach to liquidity stress-testing fairly 
principles-based and high-level,” says Agathi 
Pafi li, senior regulatory policy adviser at 
the European Fund and Asset Management 
Association (Efama). But not all responses were 
so sanguine.

The European Securities and Markets Authority fi nal framework on harmonising disparate liquidity stress-testing practices across 
alternative investment funds and Ucits funds in Europe allays some asset managers’ concerns over stress-testing requirements, but 
bugbears remain. By Costas Mourselas with additional reporting by Noah Zuss

•  The European Securities and Markets 
Authority (Esma) passed new guidelines on 
September 2 to harmonise disparate 
liquidity stress-testing practices across 
alternative investment funds and Ucits 
funds in Europe.

•  Constituents welcome Esma’s principles-
based approach, but reject other elements, 
including quarterly liquidity stress-testing.

•  Managers doubt the ability to model investor 
behaviour in a crisis – commonly used 
methods have not previously proved reliable.

•  Data on underlying end-investors can prove 
elusive to obtain for fund managers.

•  Some funds would prefer a longer 
implementation period than the published 
12-month guideline.

•  Guidance could leave open potential
for uneven interpretation across 
national jurisdictions.

Need to know

More stress to come
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While constituents celebrated some successes in 
their lobbying efforts, many are disappointed Esma 
has left specific concerns largely unaddressed or 
that corresponding guidelines remain ambiguous. 
Significant unease remains about the lack of 
good data on end-investors, the recommended 
frequency of stress tests and the perceived short 
implementation period.

The scale of Esma’s challenge is only fully 
appreciated when considering the sheer quantity 
of funds on offer. Efama counted more than 
33,720 funds under the Ucits umbrella for the 
second quarter of 2019. These standardised funds 
are marketed towards retail investors. More than 
29,818 alternative funds, such as hedge funds, 
came under the EU’s Alternative Investment Fund 
Managers Directive (AIFMD).

Lack of end-investor information
One area of contention is the regulator’s demand 
that managers incorporate investor behaviour 
assumptions into liquidity models, despite the 
perceived difficulty in identifying which end-
investors own any given fund.

If the behaviour of certain investors can be 
accurately modelled, there is an argument that 
managers can pinpoint which funds are more 
vulnerable to mass redemptions during certain 
periods. But fund distributors often stand between 
asset managers and end-investors for many retail 
funds, and asset managers argue that they don’t 
share data on the end-investors.

BlackRock suggests that if the industry were to 
successfully attempt to model investor behaviour, fund 
managers would need to get a rough idea of what 
kinds of investors were buying into different funds.

The head of financial risk at a large London-based 
asset manager tells Risk.net that gaining information 
on end-investors to model investor behaviour will be 
the biggest challenge stemming from the guidelines.

“If you have three large investors with significant 
holdings that try to redeem their shares, it could 
present a serious liquidity issue in a stressed 
environment,” he says. “This is entirely different to 
a situation in which, say, 40% of the fund is held by 
thousands of individual investors who are unlikely to 
move all in one go.”

During the consultation, German fund association 
BVI has described the requirement to model investor 
behaviour as too far-reaching. Efama suggests that 
without a requirement from authorities or collective 
industry action, it would be difficult to extract 
information on end-investors from fund distributors. 
Vanguard also notes that investor behaviour is 
“hard to model and predict” and that there is 
no guarantee they would act in the same way as 
historical information indicated.

In its response to the original consultation, Esma 
acknowledges the challenges around obtaining 
good data for modelling investor behaviour, but 
explains that it cannot compel the sharing of this 
information by fund distributors.

“Such a request for demonstration to overcome 
recognised constraints with no alternative access to 
relevant data seems paradoxical,” says Efama’s Pafili.

BVI’s Peggy Steffen, vice-president of the 
legal department, acknowledges there are 
“challenges” around modelling investor 
behaviour and determining investors’ location 
and strategies, but adds: “While our members 
already have some degree of knowledge of the 
funds’ investor base, such as investor category 
and investor concentration, they should be able to 
overcome this.”

Esma insists that managers must prove that, if 
they are unable to get data relevant to liquidity 
stress-testing, they have made an effort to 
show they have tried to avoid overly optimistic 
assumptions about their modelling and that they 
have exercised “expert qualitative judgement”.

Uneven implementation
A further concern for constituents is the 
12-month implementation period prescribed 
in the guidelines, which will apply from 
September 30, 2020.

In the consultation, Efama had called for a 
24-month implementation period, while the 
Alternative Investment Management Association 
(Aima) and BVI proposed 18 months. Robeco, on 
the other hand, suggested only a six-month period.

1  Breakdown of Ucits assets by category

Ucits type
End Q2 2019 Change from end Q1 2019 Change from end Q4 2018

€ billion Share (%) %1 € billion %2 € billion

Equity 3,881 38 0.7 29 12.5 433

Multi-asset 1,867 18 1.4 26 8.1 139

Bond 2,836 28 4.1 113 11.8 299

Money market 1,191 12 -1.4 -17 -0.4 -5

Guaranteed/
protected

7 0.1 9.3 0.6 7.2 0

Other 361 4 -3 -11 -1.8 -7

Total 10,144 100 1.4 140 9.3 860

Of which exchange-
traded funds

737 7 3.2 23 18.2 114

1. End Q2 2019 net assets compared to end Q1 2019 net assets
2. End Q2 2019 net assets compared to end Q4 2018 net assets

Source: Efama

2 Breakdown of Ucits number of funds by category

Ucits type
End Q2 2019 Change from end Q1 2019 Change from end Q4 2018

Number Share (%) %1 Number %2 Number

Equity 13,247 39 0.5 60 1.1 147

Multi-asset 8,980 27 1.1 96 2.1 181

Bond 7,820 23 1.2 89 3.2 244

Money market 594 2 -5.6 -35 -20.4 -152

Guaranteed/
protected

248 1 -1.6 -4 -2.4 -6

Other 2,831 8 -1.9 -56 -2.2 -64

Total 33,720 100 0.4 150 1 350

Of which exchange-
traded funds

1,701 5 2.5 41 4.2 68

1. End Q2 2019 compared to end Q1 2019
2. End Q2 2019 compared to end Q4 2018

Source: Efama
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“Smaller asset managers tend to not need to 
employ all different foreseen models, while larger 
asset managers will have to apply the guidelines to 
a large universe of different funds, posing a different 
challenge,” warns Efama’s Pafili.

While some fund managers want more time 
to make sure they are complying with the new 
standards, some also worry there may be differences 
in implementation across different jurisdictions. 
Esma guidelines allow individual national competent 
authorities to put their own spin on the rules if 
they can justify the decision, potentially leading 
to tougher or more lenient implementations 
across borders. One example of this could be the 
frequency of stress-testing, note sources, and this 
could add cost and complexity to the process of 
implementation.

“The budget for 2020 is decided the year before, 
and we still have to wait for national competent 
authorities to decide how they are going to 
implement the rules,” says one European fund 
source, who would like more time.

The financial risk head at the London-based 
asset manager points to the preparedness of some 
funds because of the significant work already done 
by the US Securities and Exchange Commission to 
require well-thought-out liquidity risk management. 
In 2016, the SEC passed major rule changes that 
required constant monitoring of funds’ liquidity risk 
and segmentation of fund assets into four different 
liquidity buckets. It adopted additional rules for 
disclosing liquidity risk management practices in 
June 2018.

“Esma’s recommendations fit in well with 
the work we’re already doing, including IT 
enhancements and more rigorous stress tests,” says 

the risk head. “I can imagine that for a Europe-only 
investment house, there may be more pressures 
from an IT buildout perspective.”

BVI’s Steffen is also of the view that 12 months 
is enough to implement the guidelines, given 
that concerns about other areas of the guidelines 
have now been assuaged: “The German asset 
management industry is fairly well prepared for 
these guidelines, as [German regulator] Bafin put 

out its own recommendations on liquidity stress-
testing in 2017.”

The industry successfully managed to persuade 
Esma to clarify that the guidelines need not apply to 
money market funds (MMFs) in certain cases where 
there is overlap, and a separate set of guidelines 
exclusively for MMFs was released in July 2019. The 
MMF guidelines follow regulations that came into 
effect in July 2018, aimed at ensuring that MMFs, 
used by financial institutions for short-term liquidity 
needs, are robust during crisis situations.

Quarterly question
Although Esma’s final guidance requires that 
stress-testing should take place at least annually, 
managers are concerned that it has barely changed 
additional language recommending quarterly 
testing, and that ambiguity remains.

The guidance suggests that annual testing 
is acceptable if it can be justified based on the 
characteristics of the fund. Aima, Efama and the BVI 
all called for the retraction of the recommendation 
for quarterly testing, suggesting it should be left up 
to fund managers.

Efama’s Pafili argues that this is one area where 
Esma has departed from the principles-based 
approach it promised in its communications with the 
industry: “They recommend quarterly stress tests, 
despite there being no requirements to do so in 
either the AIFMD or Ucits directives.”

3 Breakdown of alternative investment fund assets by category

Type of fund
End Q2 2019 Change from end Q1 2019 Change from end Q4 2018

€ billion Share (%) %1 € billion %2 € billion

Equity 791 12 1.6 13 12.5 88

Multi-asset 1,517 24 2 30 7.9 111

Bond 1,041 16 2.9 30 7.6 74

Money market 53 1 3.5 2 -29.5 -22

Guaranteed/
protected

43 1 1.8 1 6 2

Real estate 736 12 1.1 8 5.6 39

Other3 2,216 35 2.4 52 11.7 232

Total 6,396 100 2.2 135 8.9 524

Of which exchange-
traded funds

11 0.2 8.9 0.9 13.3 1

Of which 
institutional

3,280 51 2.8 89 10.9 322

1. End Q2 2019 net assets compared to end Q1 2019 net assets
2. End Q2 2019 net assets compared to end Q4 2018 net assets
3.  Data for equity, bond and multi-asset alternative investment funds domiciled in Ireland are 

included in the “other alternative investment fund” category due to the unavailibility of breakdown
Source: Efama

“The German asset management 
industry is fairly well prepared 
for these guidelines, as [German 
regulator] Bafin put out its own 
recommendations on liquidity 
stress-testing in 2017”
Peggy Steffen, BVI
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Boldly going?
Although one European fund source describes a 
quarterly requirement as “no joke” and difficult 
to implement across all funds, he is nonetheless 
satisfied that the final version of the guidelines has 
clarified that the legal minimum is a year.

Esma has published the final guidelines in bold 
type, with additional detail supplied in explanatory 
notes. The bolded text represents required action. 
These requirements make clear that the minimum 
required stress-testing is once a year, argues 
the fund source – despite an explanatory note 
that recommends quarterly stress tests unless a 
higher or lower frequency can be justified by the 
“characteristics of the fund”.

The bolded text is expected to have the maximum 
legal force as asset managers prepare their stress-
testing procedures for the implementation date at 
the end of next year.

“Some of the explanatory notes are adding 
granular detail about how Esma expects the 
guidelines to be implemented,” says Pafili, who 
is not alone in being critical of the introduction of 
“explanatory” notes. “This is puzzling as to whether 
it is still the high-level approach taken by the 
guidelines themselves that mainly applies.”

Reversing reverse stress-testing
The industry has been more successful in its lobby 
to tone down language that prescribed certain 
modelling techniques to assess the potential 
impact of adverse liquidity scenarios for funds. The 
most controversial point that elicited widespread 
pushback from asset managers was a requirement 
to employ reverse stress-testing.

Using this technique, asset managers underpin 

their simulations with an assumption that the fund 
is already underwater, working back from this 
assumption to find out what circumstances could 
cause this. It is seen as a costly and arduous method 
of testing, often used to see how quickly a fund 
might run out of cash and liquid assets during a 
stressed situation.

BlackRock highlighted in its response to the 
consultation that it only used this method of 

testing for specific funds, and that it would take 
considerable investment and time to build an 
automated process to apply reverse stress-testing to 
each of its funds.

Esma softened the language in this area, 
amending its eighth guideline to clarify that reverse 
stress-testing should be used “where appropriate”. 
Many constituents welcomed this change.

The release of Esma’s guidelines coincides with 
new non-Ucits rules. On September 30, the UK’s 
Financial Conduct Authority confirmed new rules for 
non-Ucits retail funds that hold illiquid assets such 
as property. These funds were hit hard after the UK’s 
EU membership referendum in 2016, as property 
prices fell abruptly. The rules compel better liquidity 
risk management standards from the managers 
of illiquid funds that accommodate frequent 
redemptions by investors. They also try to guarantee 
that investors receive “clear and prominent” 
information on liquidity risks, according to the FCA’s 
press release.

The FCA noted that, while the Woodford 
fund was in the Ucits category, the incident had 
served to highlight the importance of sound 
liquidity management. ■

Previously published on Risk.net

4 Breakdown of alternative investment number of funds by category

Type of fund
End Q2 2019 Change from end Q1 2019 Change from end Q4 2018

Number Share (%) %1 Number %2 Number

Equity 2,327 8 -1.1 -26 -1.3 -30

Multi-asset 7,141 25 -0.2 -13 0 -2

Bond 2,624 9 -0.6 -17 -0.4 -11

Money market 100 0 -3.8 -4 -37.5 -60

Guaranteed/
protected

676 2 0.1 1 0.9 6

Real estate 3,251 11 1.7 55 4.3 133

Other3 12,699 44 1.7 215 1.5 188

Total 28,818 100 0.7 0 0.8 224

Of which exchange-
traded funds

22 0.1 0 0 -12 -3

Of which 
institutional

12,749 44 0.3 34 1.3 161

1. End Q2 2019 compared to end Q1 2019
2. End Q2 2019 compared to end Q4 2018
3.  Data for equity, bond and multi-asset alternative investment funds domiciled in Ireland are 

included in the “other alternative investment fund” category due to the unavailibility of breakdown
Source: Efama

1  Esma (February 2019), Esma consults on liquidity stress-test 
guidance for investment funds, https://bit.ly/2WFNV5C

2   Esma (September 2019), Esma strengthens liquidity stress tests for 
investment funds, https://bit.ly/2lTNOpd

“Smaller asset managers tend to not 
need to employ all different foreseen 
models, while larger asset managers 
will have to apply the guidelines to 
a large universe of different funds, 
posing a different challenge”
Agathi Pafili, Efama
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B ankers always expected the new International 
Financial Reporting Standard (IFRS) 9 

accounting standard to hurl loan-loss provisions 
higher, in something like a scattered arc. But they’ve 
been taken aback by just how dispersed and uneven 
the arc has turned out to be.

“Because of the way internal models are 
developed, some variability is to be expected, but 
this is a much bigger variability than I would have 
anticipated,” says Rastislav Kovacik, head of risk 
reporting at the Erste Group in Vienna, echoing the 
sentiments of many.

The industry had complained about how far afi eld 
loan-loss provisions might wander under IFRS 9, the 
biggest refashioning of accounting in decades. Bankers 
had also objected to its blanketing of questionable 
loans with lifetime provisions  – a very different and 
subjective approach from the 12-month, no-wiggle-
room formula under International Accounting 
Standard (IAS) 39, the predecessor rule.

To no avail: IFRS 9 went into effect in January 2018.
Still, bankers say they don’t quite get where the 

sheer breadth in loan-loss provisions comes from: by 
one study, the difference is a factor of four.

For the industry, the discrepancies are a 
competitive matter. No bank wants to set aside 
more for loan losses than its rivals do. As well, 
meeting higher provisions means going into 
retained earnings, possibly biting into capital.

A group of banks surveyed by the European 
Banking Authority experienced a 47 basis point 
reduction in Common Equity Tier 1 capital, on 
average, upon adoption of IFRS 9.

There are any number of possible culprits in the 
generation of motley loan-loss provisions under 
IFRS 9. But most appear to be tied to the calculating 
of lifetime losses on a given loan, an exercise 

requiring assumptions on things years in the future, 
and to something else tucked inside that: human 
discretion, which unsurprisingly has spawned an 
array of economic forecasts and less consistency on 
what loans might be deteriorating and therefore 
relegated to lifetime provisioning.   

Wrestling with Basel under IFRS 9
A lot of variability seems to start in three areas. The 
fi rst is the sensitivity of a loan to given economic 
factors: for instance, a mortgage affected by the 
local economy, or an overseas loan buffeted by 
geopolitics. The second is the criteria for deciding 
which loans might be deteriorating and would 
need to be moved from a 12-month to a lifetime 
expected loss. Last are the methods for determining 
the probability of default (PD) and the loss-given 
default, or how much a bank would lose when a 
loan goes south over the entirety of its term.

Many of those pliable factors are the very 
ones used in the Basel Committee on Banking 
Supervision’s advanced internal ratings-based (IRB) 
approach, which also stirred up wide variations in 
credit risk-weighted assets due to differences in 
methodologies. As the IFRS 9 model is based on 
Basel’s, it too is producing bumpy results.

But the Basel and IFRS 9 approaches differ in two 
big ways. First, the Basel risk models use a through-
the-cycle approach that measures average losses 
over rolling 12-month periods; IFRS 9 relies on 
point-in-time estimates of loan losses based on the 
prevailing credit conditions at each quarter-end.

Second, IFRS 9 requires that loans be bucketed 
into 12-month or lifetime loan-loss categories; the 
Basel Committee required only 12-month estimates. 
The use of the shorter-focused Basel models for 
longer horizons has created some of the variations.

Under the standard, cash piles for bad loans were expected to ramble. Just not quite so much. By Steve Marlin

•  International Financial Reporting 
Standard (IFRS) 9, the biggest accounting 
shake-up in decades, has brought about 
wide variations in loan-loss provisioning, 
with some banks’ models generating 
reserve charges as much as four times 
higher than those of their peers.

•  But bankers have been caught off guard by 
just how broad the variations are, and are 
trying to fi gure out why.

•  The discrepancy comes largely from 
having to calculate losses over the lifetime 
of a loan, instead of over a 12-month 
period. That can entail forecasting the 
global economy over a long time span, an 
effort fraught with assumptions 
and guesswork.

•  Other factors include the decision on which 
loans to bucket into either 12-month or 
lifetime expected losses.  

•  Credit risk capital models were the 
building blocks of IFRS 9’s models, and 
were themselves subject to variability. To 
some degree, the IFRS 9 models now 
refl ect that.

•  Some national regulators have begun 
addressing the inconsistencies by setting 
minimum loan-loss provisions.

•  Most expect the wide variations in 
IFRS 9 estimates will converge over 
time. Some even say banks’ loan 
management could ultimately benefi t 
as they gain a clearer understanding of 
portfolios’ underlying risks.

Need to know

IFRS 9 spells loan danger
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“Since the foundation of IFRS 9 models are the Basel models, the 
methodologies for producing point-in-time forward-looking estimates will drive 
variability,” says a credit risk executive at an Asian bank in Singapore.

To illustrate the point, a Global Credit Data study highlighted the case of a 
hypothetical borrower in the UK manufacturing sector. A five-year unsecured 
loan to this company  – assigned a 0.75% PD  – was given a loss-provisioning 
charge of 0.5% at some lenders, but less than a basis point at others.

Even if these banks were taken as outliers, the study noted, most banks still 
calculated provision charges of between 5.9 and 24.2 bp  – “which we consider 
still a significant difference, leading to the conclusion that banks’ provision 
charges vary by a factor four or more.”

“When you test the models against the same reference portfolio, you find a 
large distribution of outcomes  – meaning two different institutions would treat 
expected losses differently on the same defaulted loan,” says Richard Crecel, 
executive director of Global Credit Data.

IFRS 9 requires banks to predict the future loss of all assets at the time of 
origination or purchase, and set aside provisions for these assets. Under IAS 39, 
banks provisioned for assets only once they defaulted  – possibly too late for the 
bank saddled with them.  

IFRS 9’s data requirements have already brought more conservatism 
to balance sheets. At the 36 largest European Union banks, complex and 
illiquid Level 3 assets  – loans difficult to value because they are barely traded  – 
rose to €175.2 billion ($196 billion) at end-2018 from €140.2 billion the year 
prior. Commerzbank saw the largest increase, with Level 3 assets up 76% 
to €9.7 billion, followed by Crédit Agricole with a 74% jump to €8.4 billion. 
Coming in third, Barclays added 20% more, to sock away €21.2 billion.

Open to discretion
IFRS 9 requires banks to base their estimates of a loan’s lifetime expected losses 
on ‘reasonable and supportable’ information. But it’s left up to the banks to 
define that. The banks first have to come up with an economic forecast, then 
translate it into an estimate of expected losses.

Unless very narrowly defined, a forecast by necessity will encompass the 
global economy and the political winds in a number of countries. And today, 
that’s anyone’s guess: the US-China trade war, the fallout of Brexit, the prospect 
of recession – all are colouring the economic outlook.

And banks do not just produce one forecast, but many, typically between 
three and five, with the midpoint representing the consensus view. Banks then 
assign weights to the probability of each scenario.  

“You can have four scenarios and weight them equally, or place a higher 
weight on the normal business cycle and a lower weight on the more stressful 
business cycle,” says Louise Lindgren, chief risk officer at Länsförsäkringar Bank 
in Stockholm. “That weighting will have quite a big impact.”

In developing scenarios, banks apply credit judgement along with as much 
information as can be gathered to objectively support the assumptions.

“If there are emerging and more urgent downside situations that we believe 
the models mightn’t have captured because there mightn’t be any empirical 
precedence for that, then, as much as possible, we use objective estimations 
to quantify the impact and try to express that via management overlay, if 
necessary,” says the executive at the Asian bank.

Scotiabank, for instance, uses three scenarios generated by its economics 
department. It starts with a baseline scenario, then develops optimistic and 
pessimistic versions, along with initial probabilities. The scenarios and the 
weightings assigned to each go to an oversight committee for approval. 
Loan-loss estimates are based on economic factors that might be affected by 
geopolitical developments.

It might, for example, assign a probability that the US-China trade war will 

escalate  – a ready example of the impact political risk can have on banks’ 
ability to forecast the future.

“The possibility of a US-China trade war is certainly taken into account when 
we generate scenarios,” says Mark Engel, senior vice-president of risk analytics 
and cyber at Scotiabank in Toronto. “Our scenarios project factors like GDP, 
unemployment and commodity prices, and estimate the extent a US-China trade 
war would affect those factors.”

Similarly, banks look closely at local developments. Länsförsäkringar Bank, for 
instance, will ask its local branches for expectations on customers and regional 
business conditions. If a local government were thinking of limiting a bank’s 
ability to lend in say, energy, that would be factored in.

“If something like that were to take place, we would take that into account,” 
says a senior accounting executive at a large bank. “However, if our portfolio is 
short-dated  – and a good bit of it is  – then those kinds of changes wouldn’t 
happen overnight. If there was legislation, it would take time to take effect.”

After forecasting and weighting, banks then assign their loans a sensitivity to 
the relevant parts of the economy  – which can also vary. A bank whose portfolio 
is largely mortgages, for instance, is less likely to be affected by US-China 
relations than a bank that makes manufacturing or project-finance loans.

In the current environment, banks with stronger macroeconomic sensitivity 
will tend to calibrate a lower point-in-time PD than banks with less sensitivity. 
That is, banks with strong sensitivity will take a more optimistic view during good 
economic times, and as a result their point-in-time PD would be lower. During 
stressful times, the situation is reversed: banks with a stronger macroeconomic 
sensitivity calibrate a higher point-in-time PD than banks with lower sensitivity.

This is especially pronounced in segments where data is lacking. All the banks 
participating in the Global Credit Data study had average point-in-time PDs that 
were nearly 50% lower than their through-the-cycle PDs for the hypothetical 
UK borrower in the manufacturing segment, indicating high sensitivity to 
macroeconomic conditions.

“This is where banks differ a lot. It’s not easy to calibrate a point-in-time PD, 
especially for books of business where very little data is available. The variability 
is due mainly to the macroeconomic calibration,” says Jimmy Skoglund, principal 
product manager at risk analytics provider SAS in Motala, in northern Sweden.

The second big driver of volatility is IFRS 9’s requirement to bucket loans into 
one of three categories, yet another subjective effort. Stage 1 assets, loans in 
good standing, need set aside only 12 months of expected losses. Stage 2 assets, 
where ‘significant deterioration’ has occurred, must get lifetime provisions. 
Stage 3 assets, the outright impaired, must have lifetime provisions and get a 
reduction in expected interest payments.
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The human decision on which loans land in 
Stage 2 with its lifetime loss estimates from Stage 
1 is a marked departure from the Basel model, 
where risk is determined with a formula over a 
12-month period. 

To decide what goes in Stage 2, banks use 
watch lists and ratings downgrades and the bank’s 
own rate of default. For the same customer, one 
bank might determine a three-notch downgrade is 
required for a Stage 2 transition; another might say 
one is enough.

Even once a customer goes to Stage 2, there are 
vagaries in coming up with lifetime loss estimates.

“Depending on the portfolios, the methodologies 
underpinning lifetime-loss estimations are quite 
different,” says the analyst at an Asian bank. “That 
is where methodologies could vary, and the portfolio 
type would vary. A bank with a lot of project finance 
loans sitting in Stage 2 would warrant a huge ECL 
[expected credit loss] increase.”

The third big driver of variability is the way banks 
derive point-in-time PD and loss-given default  – 
both needed to come up with estimated losses, and 
both malleable by economic conditions. Banks have 
amended their existing credit-risk and stress-testing models to derive forward-
looking default rates and losses. But the ingredients that go into the models  – 
economic forecasts and the weights assigned to them  – are quite different 
across banks.

As late as mid-2018, banks were still coming to grips with their IFRS 9 models.  
“The number one culprit in the variability is that the methodologies to go 

from through-the-cycle PD to point-in-time PD are all over the place,” says Scott 
Aguais, managing director of an eponymous credit analytics company in London. 
“Some banks use simple multipliers to raise or lower point-in-time PDs relative 
to through-the-cycle, which is a very brute-force, inaccurate approach.”

Banks have not settled on a uniform practice for extracting point-in-time PDs 
from through-the-cycle ones. They take the IRB models as their starting point, 
and then need to develop point-in-time PDs for the maturity of the loan. Most 
banks are still struggling with that.

“A big problem for IRB banks is to reconcile your IRB outcomes with 
IFRS 9 outcomes,” says Alexander Petrov, a credit risk executive at Nordea in 
Stockholm. “Not every bank can do that.”

In developing its IFRS 9 models, Scotiabank had to collect a considerable 
amount of data to ensure it had a reliable, historical record.

“With the [advanced IRB] models, you just needed to know averages,” says 
Niall Whelan, vice-president of enterprise stress-testing at Scotiabank in Toronto, 
“but here you’re interested in how things are fluctuating through time.”

As a clearer picture emerges of the factors driving variability, the question is 
what, if anything, could be done about it.

Waiting for convergence
Frustrated by the gaping differences, some have suggested regulators, with their 
access to the models and data used by banks, study the different approaches 
and come up with something less open to interpretation.

“If a regulator wanted to make changes, they should understand what drives 
the differences,” says Engel. “It would be important to understand how much of 
the differences were due to which aspects of the models. Regulators would be in 
a unique position to understand that.”

Given IFRS 9’s international nature, however, 
some say it falls to the Basel Committee itself to 
issue guidelines on the models used for IFRS 9.

“The Basel Committee might want to come up 
with prescriptive rules around which methodologies 
might be favourable,” says the credit risk executive 
at the Asian bank.

The Basel Committee declined to comment.
Absent any move from Basel, though, and national 

regulators might act locally. One, the Monetary 
Authority of Singapore, set minimum-loss allowances 
that could even them out: it ordered large banks to 
keep at least a 1% loss allowance on credit exposures.

But any more radical steps would effectively 
neutralise IFRS 9 and send banks back to the 
Basel regime, with its far looser rules on loan-loss 
provisions. For that reason, most people think IFRS 9 
will remain as is.  

“Regulatory dampening of volatility would lead 
us essentially to Basel-expected loss estimates,” 
says Skoglund.

Changes to the models themselves have been 
proposed. Some Canadian banks have begun 
employing algorithms that smooth ‘ratings 

migration’ as portfolios are subjected to lifetime-loss estimations.
For some, though, the variability is in fact desirable and will give banks 

perspectives that will strengthen the sector as a whole. Stocking up on loan-loss 
provisions in periods of plenty makes sense to be prepared for the downturns. 
Some also say IFRS 9 gives them a clearer understanding of underlying risk, their 
own and others’.

“IFRS 9 provides more insight into the portfolio. It’s more granular than 
ordinary risk models for PDs and loss given defaults,” says Lindgren.

And many believe the variability in IFRS 9 will taper off as banks get used to 
it. Its creators think so, too.

“Taking into account that IFRS 9 was such a big accounting change for the 
banks, it’s going to take some time for the models to settle down. We will see 
convergence over time,” says Riana Wiesner, a technical staff member at the 
IFRS Foundation in Johannesburg.

And convergence will likely wash out some of the more extreme estimates.
“Variability is inherent within IFRS 9 and is therefore expected to some 

degree as the portfolio composition and credit quality mix is different across 
peer banks,” says Abhishek Jain, global head of wholesale impairment at 
HSBC in London. “The changes to the accounting standards typically present 
an opportunity to achieve convergence over time as improved disclosures and 
availability of comparative information across peer banks emerge.”

Jonathan Bingham, a partner in the banking practice at KPMG in London, 
agreed. “Inconsistency will come out of the system over time,” he says. “The 
industry is trying to eliminate some of the inconsistency by sharing views on how 
they calculate their models.” 

But there is some inconsistency that is down to very different business 
practices, and probably won’t change.

“There is a degree of variability between banks that gets attributed to 
modelling, but there’s also a fair amount due to portfolios and business 
practices, like collections,” says Engel.

He adds, “To the extent that there are differences due to portfolio strategy 
and business practices, those should continue to persist.” ■

Previously published on Risk.net

“You can have four scenarios and 
weight them equally, or place 
a higher weight on the normal 
business cycle and a lower weight on 
the more stressful business cycle.”
Louise Lindgren, Länsförsäkringar Bank
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