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Stress Tests and Reverse Stress Tests
Taking the Stress out of Testing
	Item
	Details discussed and agreed

	1
	Phil Whittingham to the chair. There were over 30 people in attendance. 
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	Survey

Alex Hindson summarised the survey results with 35 SIG members responding.
The findings are available on the webpage. Summary key points included:
· Everyone is trying to formalise their approach

· Risk functions are leading the work and also delivering 

· Main challenges are lack of guidance as well resources / management commitment

· Big pressure to implement reverse stress tests (RST)

· Most RST are mixture of quantitative and qualitative

· RSTs being created using workshops and scenario analysis in the main

Thanks to Jonathan Rosie Hayes for managing the survey online.
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	Phil Whittingham – XL Group
Phil gave a personal presentation on the topic of stress testing. He believed stress tests were a powerful decision making tool and provided a valid way of challenging models. The importance of this had been highlighted by Walker and Turner reports. Understanding the sensitivity of models to assumptions (eg/ correlations etc…) is key to gaining greater confidence / scepticism over their use.

Phil outlined the benefits and limitations of historical stress, customised stresses and multi-year studies.

Reverse stress tests were a regulatory driven requirement but brought value in terms of understanding what factors could bring a company down. ‘The Northern Rock’ test would certainly challenge management’s assumptions. It was important however to make this analysis realistic and meaningful. Major catastrophes will not necessarily improve understanding, what is needed is a means of finding the ‘tipping point’.

Some of the challenges include ‘group or model think’, ownership and engagement. How often this is done is going to drive how light and flexible the process needs to become.

Disclosure and legal issues are however a concern regarding what is communicated.
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	Gurpreet Johal - Deloittes
The FSA see stress tests as a risk management tool. They offer an opportunity to bring risk and actuarial functions closer together in cooperation.
The key is to link them to other business processes: reserving, pricing and primarily planning. Stress tests are an aid to strategic planning.

Terminology is still issue, with no common agreement on terms used.

There are plenty of stresses that need to be carried out within the Internal Modelling process to ensure the process is robust and that the assumptions are well understood.

The FSA are likely to establish market-wide common stresses to benchmark companies and look at systemic issues.

The challenges with reverse stress tests are to adequately define ‘failure’ and express the outcomes in meaningful metrics. It is relatively easy to run workshops but there needs to be a tangible output.
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	Questions and Answers

There was a lot of discussion about this topic. This included:
Banking perspective:

Mark Eyre also from Deloittes gave a verbal update on stress testing and its development in banking. Key messages were that management commitment and involvement was key and that it will take more resources and time than you anticipate.

It is good to keep the ownership of stress testing and the internal model separate as good governance. NED engagement is a key challenge, but if they do become engaged, they may start asking for ad-hoc stress tests to address key concerns.  FSA are likely to raise the bar by seeing good stresses at one insurer and then asking all others to run comparisons.
It is a journey. Banks have taken 6-7 years so far. Also think outside the box. All banks had inflation stresses but very few had considered stag-flation.

Do Best practices exist in reverse stress testing?

No best practices currently exist around reverse stress tests; the market is too young in this area. There is even lack of consistency between entities in the same group. People are generally still building their approaches, 2/10 is the state of development.

How to get ‘realistic’ but extreme reverse stress test scenarios?

Need to avoid thinking of tests to destruction which won’t be meaningful to management. Needs to be something significant such as a credit rating downgrade, capital buffer destruction or a recession in combination with above.
What is the impact on aggregation risk?
Concentration risk (credit) or aggregation risk (insurance) are key to 2/3rds of all major failures and therefore need to be carefully considered.
There may be an opportunity side to major market-wide catastrophe losses as new capital will enter the market. Regulators will be sceptical of such business plans and contingency plans unless it can be demonstrated that the business has a strong plan for attracting capital above and beyond new start ups. Need to consider the speed the events occur at and the time management has to react. This is a key element in contingency plans that are often missed.
How to get people to use stress tests positively?
Stress tests and risk appetites are only useful in so far as they force a dialogue about risk and get management to articulate their instinctive views.
Facilitation may be useful from external parties to provide a greater challenge and also to focus on understanding developing best practices.


	
	Topics for future meetings were discussed

October – New Risk in Financial Services Diploma Module

Role of Credit rating agencies in driving ERM practice in insurers was raised a potential future topic, Group supervision, approaches to Market Risk.
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	Next meeting
September – Risk culture (There will be a survey)

9/9/10 – 9.30 to 12pm IRM offices




Minutes taken by Alex Hindson
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