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Introduction
Stress tests – keeping up with the rising bar
The stress tests carried out by the European Banking Authority (EBA) and the
Bank of England (BoE) Prudential Regulation Authority (PRA) in 2014 placed
much tougher operational, logistical and governance demands on organisations
than in the past, bringing the expectations closer to the high bar set by the US
Federal Reserve.
With the 2014 tests still fresh in the mind, we invited organisations based in the UK
and continental Europe to assess how ready they were to meet the demands of this
latest round of tests and whether they are equipped for the more exacting expectations
to come. The in-depth survey provided a benchmark against which responding
organisations could compare experiences and capabilities with their peers.
One of the most telling results was that only ten organisations were able to complete
the questionnaire, compared to the 24 who took part in a comparable survey 12
months earlier1. This suggests that many were still tied up with the detailed followup requests from the EBA and BoE or trying to catch up with other demands that
had been put on hold while they concentrated on meeting the EBA and BoE
deadlines. It is equally telling that while most respondents in the earlier survey had
been confident about their ability to perform the tests, most of those taking part in
this latest survey reported that the demands on their businesses proved to be much
greater than they had anticipated.
The bar is set to rise still further as new and tougher scenarios are added and
assessment of qualitative capability becomes more deliberate and pointed. This is
also likely to become a regular process, reinforcing the need for efficient and
repeatable stress test capabilities. Success in 2014 is no guarantee of success in
the future.
In this report, we identify the areas that proved most challenging and those that are
likely to pose the greatest difficulties in the future. We also outline how
organisations can integrate stress test processes with the rest of the business
(this is explored further in our viewpoint, Turning regulatory stress testing into
competitive advantage).
We would like to thank all the organisations who took part for sharing their valuable
time and insights. If you would like to discuss the findings and any of the issues
raised in more detail, please speak to one of the authors listed on page 27 or your
usual PwC representative.

1
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P
 assing the stress test: PwC survey on regulatory stress testing in banks, January 2014

Overview
Tough ask
Carrying out the 2014 regulatory stress tests was harder than most respondents
anticipated. Data issues, insufficient resources and inadequate modelling capability
did most to limit effectiveness. Early planning and senior management engagement
made the biggest difference to execution.

Under-resourced
Most respondents had less than 20 people dedicated to delivering the stress tests, far
less than banks facing comparable demands in the US. Even though most recognise
they were under-resourced and that the bar is going to rise still further, most
respondents only plan to add a handful of people to their teams. This has resulted in
tactical reliance on consultants and contractors as longer term solutions are developed.

Wasting time
Regulators wanted boards and senior management to be more involved in the
end-to-end testing process. And this was a strong feature of the 2014 exercises. But
a lot of their valuable time was being wasted through a lack of clarity in
management roles and responsibilities and the need to apply judgements to
overcome poor quality data and insufficient precision in model calibrations. This
leaves less time to interpret the results and determine key management actions.

It’s only going to get harder
Most respondents expect the BoE and EBA tests to become an annual event. They also
believe that new and tougher scenarios will be added. The areas that are likely to feel
the greatest strains as a result are projections, modelling and process governance.

Five ways that you can get on top of the demands
1. Set a clear target operating model: Improvements will take time, but a clear
blueprint will help you to define priorities and judge the trade-offs between
what is essential, useful and okay to leave as now, as well as assuring
regulators that you will continue to improve.
2. Capitalise on the quick wins: Measures such as setting clearer roles and
responsibilities and tackling weak points in the process can all make a
significant difference ahead of the coming round of tests.
3. Centralisation is the way forward: Centralisation can improve consistency
and eliminate needless duplication. But there may need to be a balance
between centralisation and local operation while improvements such as new
systems are put in place.
4. Balance long-term plans with short-term demands: The people leading the
improvement programmes are also the ones likely to be needed to deliver
the stress test evaluations. So it’s important to build the diversion of
resources into short-term and long-term plans.
5. Look for the benefits: Building regulatory stress testing into business
decision making can improve an organisation’s ability to set risk appetite
and determine business, strategic and capital plans.

Regulators can play their part
Respondents believe that regulators could make the process smoother and more
useful by allowing more time, setting clearer expectations and communicating with
greater speed and clarity.
PwC | PwC stress testing survey autumn 2014 | 2

About the survey
The survey aims to provide a benchmark against which the participants may
compare regulatory stress testing capabilities and plans for the future. The survey
was conducted between August and October 2014 and includes 10 EBA and BoE/
PRA regulated firms – all of which are systemically important firms or their
independently regulated subsidiaries.

Participant summary

10

...participants

£5.6tn

...participant assets

Source: PwC survey 2014

Asset distribution
1
Firm

3
Firms

4
Firms

5
Firms

Assets > £1tn
Assets £200-£500bn
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Assets £500-£1,000bn

7
Firms

EBA

BoE

Section 1
How did organisations perform?
The operational and governance demands proved more
exacting than most anticipated.
At the beginning of 2014, we surveyed 24 organisations about their readiness for the
coming stress tests. Most were confident they could perform the tests. How realistic
was this expectation?
The Comprehensive Capital Analysis and Review (CCAR) in the US had already
demonstrated that group-wide regulatory stress tests are becoming increasingly
complex, resource-intensive exercises, which require extensive senior management
and board engagement. The tests carried out by the EBA and BoE in 2014 reflected
this increased demand.
The participants in the earlier survey had pointed to the need for enhancements to
data quality and modelling. The results of the survey carried out in the aftermath of
the 2014 tests indicate that a more far-reaching step-up in engagement and
capabilities was needed. Insufficient skills and resources made it especially difficult
to execute the 2014 stress tests within tight time constraints.
Q. What were the key challenges that limited the effectiveness of your
end-to-end stress testing process?
Top 3 challenges – 2014 stress tests

1

Data issues

2

Insufficient resources

3

Inadequate modelling
capability

As the most critical foundations for performing the tests successfully, participants
cited early planning, extensive senior management engagement and staff with
relevant stress testing experience.
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Q. Please select up to 3 key strengths which contributed positively to the
execution of the stress testing process.

27%

Stress testing experience
23%

Early planning
15%

Snr. man. engagement
12%

Systems infrastructure
8%

Engagement with regulator
Adequate resourcing

4%

Data remediation

4%

Board enagement

0%

External qualitative review

0%

Other

8%

Pressure on resources
Most respondents in our earlier survey had less than 20 dedicated stress testing
personnel in place at the beginning of the year, with no concrete plans to take on a
significant number of additional staff. As the full extent of the challenge became
clearer, many organisations were left exposed.
In some instances, business as usual activities had to make way for the regulatory
stress tests. Organisations also enlisted the help of consulting or contract support to
get them over the line. Respondents felt that consultants were best deployed in the
project management office and performing a review and challenge role. But they
realise that relying on consultants or contractors is not sustainable in the long-term.
Q. What was the level of staff resources involved in stress testing?
Permanent staff

7

35

100

Contractors
0

6

Minimum FTEs
Average FTEs
Maximum FTEs
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25

Better use of time
Amid the pressure to meet deadlines, the survey raises questions about how
effectively time and resources were used.
A disproportionate amount of time was devoted to running projections and
aggregating results. This left too little time to stand back, assess the plausibility of
the results and articulate a credible story of the impacts. It also made it challenging
to determine appropriate management actions and incorporate the test results into
broader business planning and risk management.
A better balance between these activities will be required if organisations are to
gain full insights and realise wider benefits from the tests.
Q. How was this time split between each of the following stages?
16%

Actuals data aggregation
10%

Scenario expansion

27%

Projections (i.e. modelling)
14%

Projections aggregation

18%

Reviewing results
5%

Management actions

12%

Process governance

Critical judgement
The extensive projections, coupled with less mature modelling capability in some
areas, called for significant judgement and senior management engagement.
Q. What was the relative contribution of modelling versus judgements in
this scenario expansion and/or translation process?

16%

58%

42%

84%

Macroeconomic variables – Modelling

Business assumptions – Modelling

Macroeconomic variables – Judgements

Business assumptions – Judgements
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The processes requiring the most significant judgement were wholesale and retail
impairments, expenses and net fee income. As discussed in Section 3, these are
also the main projection processes being targeted for enhancement by firms.
Developing business assumptions also required significant senior management
involvement and judgement.
Q. To which projections were management judgments applied?

5

Retail impairments
Wholesale impairments

4

Costs/expenses

4
3

Net fee income
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Retail credit risk

2

Wholesale credit risk

2

Balance sheet

2

Net interest income

2

Market risk

1

Counterparty credit risk

1

Operational risk

1

Excess of expected losses

1

Treasury credit risk

0

Trading losses

0

AFS reserve

0

FX reserve

0

Pensions

0

Pru. Val. adjustment

0

Deferred tax

0

Making the most of board and senior
management engagement
Regulators wanted boards and senior management to be more engaged in the
end-to-end stress testing process, rather than simply reviewing the results. This was a
positive feature of the 2014 exercise, though it was by no means a seamless process.
Q. What was the extent of board and senior management involvement with
the stress testing process (in hours)?

Group Board

20

Average 4

Board subcommittees

20

Average 7

Executive committees

Average 29

Senior management

Average 39

150
140

The stress testing capabilities of many organisations are not yet sufficiently
advanced, particularly in relation to projection processes. As a result, significant
management judgement was required to determine the stress test results.
Lack of sufficiently granular data and the inability to aggregate, interrogate and
evaluate stress testing outputs also meant senior management time was not used
most effectively. Too much time was spent reconciling projected outputs between
the balance sheet, income statement and capital measures, instead of focusing
review time on the plausibility of stress test results in the context of the economic
scenario, and considering management actions.
Making the best use of senior management and board engagement is one area that
organisations will look to improve. But this is really dependent on improving other
aspects of the stress test approach, in particular some projections processes, as well
as data handling and reporting.
Enhancing group-wide stress testing capabilities will take time. It is not realistic to
expect improvements in all areas ahead of the next round of regulatory stress tests.
Careful prioritisation will therefore be important to ensure the required shorterterm gains are realised, while developing longer-term enhancements in a structured
and disciplined manner.
Prioritisation decisions should be informed by a robust self-assessment. Many
organisations have already made good progress in this regard, while others still
have some way to go. This is not surprising, given the many competing priorities on
the regulatory change agenda.
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Gauging process effectiveness
So how do organisations rate their performance during the 2014 stress tests?
Most respondents believe that their processes were fully or largely effective in
meeting their understanding of current regulatory expectations. And 70% believe
their stress testing models worked effectively. In instances where this was not the
case, judgements and overlays were applied rather than re-calibrating the models.
Despite many organisations indicating their models were effective, enhancing
modelling capability remains a top priority across the industry.
Regulators do not expect organisations to use purely modelled approaches to carry
out all of their evaluations, though any judgements they use need to be wellfounded economically. Regulators also recognise that the development of the
necessary stress testing capabilities will take time.
Organisations recognise that some components of the stress testing process were
less effective than they would have wanted. Reviewing results and determining
management actions, in particular, were seen as being only partially effective.

Q. Please rate the effectiveness of your end-to-end stress testing process,
and each of the components thereof, against your understanding of
current regulatory expectations?

10%

10%

80%

Fully effective
Largely effective
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Partially effective

20%

Actuals data
aggregation
Scenario
expansion

60%
10%
50%
50%
0%
10%

Projections
(i.e. modelling)
Projections
data
aggregation

80%
10%
40%
60%
0%
30%

Reviewing
results

40%
30%
20%

Management
actions
Process
governance

40%
40%
40%
50%
10%

Fully effective

Largely effective

Partially effective

Many organisations have already begun to address the known deficiencies in their
stress testing process. Agility in the design and execution of improvement
programmes is important as regulatory expectations will continue to change.
In the sections that follow, we explore enhancement plans and respondents’ views
on how regulatory expectations might evolve.
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Section 2
Anticipated developments in regulatory
expectations
Banks are likely to face a fresh round of tests in 2015. The
tests are also likely to be tougher. Where and how will
banks need to raise their game?

Logistical pressures
2014 was unusual in seeing a number of different concurrent stress tests (CSTs) run
at the same time. The EBA carried out its first concurrent stress test in three years as
part of the handover of supervisory responsibilities for the EU’s biggest banks to the
ECB. And the BoE conducted concurrent stress tests for the first time in response to
its Financial Policy Committee’s (FPC) call for an assessment of the capital adequacy
of the UK banking system.
Attempts by regulators to align these exercises were well-intentioned, but created further
challenges and squeezed delivery timelines. The respondents in our survey reported few,
if any, synergies between the EBA, BoE and US Federal Reserve stress tests. And most
organisations found the EBA and UK economic scenarios to be internally inconsistent.
Q. Do you believe the scenarios provided by the regulator were internally
consistent?

60%

40%

Yes

No

The BoE intends to carry out CSTs annually and to expand coverage over time.
Unsurprisingly, therefore, the survey respondents that carried out the 2014 BoE stress
test expect to do so again next year and to follow a similar timetable.
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Q. What are your expectations for the international alignment of 2015 CSTs?
Min

Full
alignment

Mean

Max

Total duplication
of effort

UK respondents expect the coverage to remain limited to the eight major UK banks
that participated in this year’s exercise (this was confirmed by the PRA in
December). But they may be required to develop and run an additional bespoke
scenario – an intended feature of the 2014 exercise that was foregone due to time
constraints.
The 2014 stress test was a learning experience for both the industry and the
regulator. At this early stage, evolution (i.e. the addition of a third scenario) appears
more appropriate than revolution (i.e. expanding the scope to capture another
group of banks or broker-dealers).
Most respondents that participated in the 2014 EBA stress test expect to take part in
a similar exercise next year. However, this will depend on the outcome of the ECB’s
current considerations on stress testing.
Unlike the BoE, the EBA has not committed to an annual cycle of concurrent stress
tests. Although required by EU law to co-ordinate stress tests, the frequency of these
exercises is not prescribed. With 123 banks participating in its 2014 exercise, the
logistical challenge for a relatively lightly-staffed supervisory authority should not
be underestimated.
But we believe it is inevitable that large European banks will be subject to annual
concurrent stress tests in the near future as EU-wide regulators follow the lead set
by their UK and US counterparts. Less inevitable is whether they will want to start
in 2015 as the ECB will still be finding its feet as the Single Supervisor and the
findings of the Comprehensive Assessment still be fresh in the memory. Either way,
as the resilience and viability of the European banking sector continue to improve,
the focus of future EBA exercises is likely to expand to capture some of the
qualitative factors that represent key components of the US and UK stress tests.
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Where will the bar be raised?
With four banks having failed the most recent US stress test on qualitative grounds
and many expressing concern at a lack of detail around the calibration of UK
regulators’ expectations, there is little room for complacency. Whatever uncertainty
may exist around absolute levels, organisations can be sure that expectations of
future stress tests will exceed those of past exercises.
Almost all respondents highlighted projections as a key area of increasing
regulatory expectations, encompassing both modelling enhancements and a better
founded and controlled application of management judgement. This was confirmed
by the PRA announcement of the 2014 stress test results in December.
The PRA identified considerable variation across banks and highlighted areas for
improvement which included data quality, net interest income and wholesale
credit modelling, model validation personnel and IT infrastructure. The PRA also
found that banks’ answers to its queries were often incomplete and engagement
was below the expected standard.
While most banks believe that models will be the primary determinant of quantitative
results, some judgement will also need to be applied. Most also expected regulators’
own projections to have a material impact on the final results.
Q. For which three components of the end-to-end stress testing process
do you expect regulatory expectations to increase the most in 2015?
Actuals data
aggregation & reporting
Scenario
expansion/translation

3

2

Projections/modelling

9

Projections data
aggregation & reporting

5

Reviewing results
Determining
management actions

4

2

Process governance

5

Q. What are your expectations for the relative contribution to quantitative
results of models versus judgement?
Min

Models
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Mean

Max

Judgement

Q. What are your expectations for the relative contribution to quantitative
results of bank and regulator projections?
Min

Mean

Max

Bank

Regulator

Our conversations with regulators lead us to believe that they will apply at least a
baseline expectation for 2015 stress tests that all projections approaches should be
fit for purpose. Models should not creak in the face of extreme scenarios. And
judgements should have a robust economic and logical foundation. With this
structure in place, we expect regulators to rely more heavily on organisations’ own
projections, rather than their own calculations.
The aggregation of projections into results templates, the subsequent review of these
results and the governance around the end-to-end stress testing process were also
commonly identified areas of anticipated increasing regulatory expectations.
Enhancements to projections processes that result in more robust and timely
outputs would indirectly benefit each of these components.
The bar for 2015 will inevitably be higher for all organisations. But it is not clear
whether the playing field should be level for firms of all shapes and sizes. The
Federal Reserve has placed further demands on the largest and most systemically
important participants in US stress tests. Most respondents concurred with this
differentiated approach, believing that BoE and EBA expectations of smaller and
simpler firms should be lower than those of their larger, more complex peers. Fewer
respondents expected this to happen in practice, however.
Q. To what extent do you believe the regulator should/will set different
qualitative expectations for different participants in the 2015 stress tests?

80%

Should be

20%

Expectations of
smallerfirms (vs. larger)
Will be

50%

50%

30%

70%

Should be
Expectations of simpler
firms (vs. more complex)
Will be

Lower
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40%

Equal

50%

10%

Higher
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Agenda for regulators
Regulators are not just looking at what banks need to improve, but how their own stress
testing management could be improved. With this in mind, we asked respondents about
their experience with regulators in 2014 and suggested improvements for 2015.
Respondents were reasonably positive about the overall quality of regulatory
engagement during this year’s exercises. However, speed and clarity are two areas
where banks would like to see improvement.

Q. How would you assess the quality of your engagement with the
regulator in each of the following areas?

Overall

Speed

Clarity

Consistency

60%

10%

20%

20%

70%

20%

20%

50%

50%

Excellent

30%

20%

Good

Moderate

30%

Poor

Respondents suggested a number of initiatives that could make the process
more manageable:
1. Time. More of it, to facilitate more robust quality assurance. A split between
activities that can be completed in advance and those which must be part of
the stress test ‘run’ could also help to alleviate time pressure.
2. Instructions. Clear, complete and consistent. Detailed methodologies and
transparent expectations are welcome while real-time changes are not.
3. Scenarios. Additional parameters and stronger internal consistency
between them. Earlier release of prescribed scenarios would also facilitate
the completion of more activities in advance.
4. Data. More focused, less complex data requirements. Recognition of
diminishing marginal returns.
5. Reporting. Greater consistency between templates of different regulators
and within individual templates over time.
6. Disclosure. Upfront agreement on form and granularity.
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We expect regulators to be sympathetic to industry concerns in relation to teething
problems – such as mid-exercise changes to methodologies and reporting templates.
These should be largely eliminated in 2015. But constrained timetables and
granular data requests are likely to be a recurring feature, intended to drive up risk
management standards and increase supervisory intelligence.
In summary, organisations are expecting to conduct another CST in 2015 along
similar lines to this year’s exercise, but with a higher bar – especially with respect to
projections. The next section considers the enhancements that firms are planning to
make to ensure they are better placed to meet these heightened expectations.
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Section 3
Are organisations doing enough to meet the
tougher demands?
Organisations are looking to improve their regulatory
stress testing capabilities. Some are also planning to
integrate stress testing more fully with strategy and risk
frameworks, and broader business planning processes.
But as regulatory expectations continue to increase, do
these improvements go far enough?

Target operating model
Centralisation versus decentralisation
The relative degree of centralisation depends on a number of factors specific to each
institution. These include current governance arrangements, the structure and
geographical reach of the business and location of expert resources. Interestingly,
we noted that most banks are not planning to change the degree of centralisation of
their stress testing processes.
We are seeing a strong trend towards centralisation across the majority of stress
testing activities, apart from projections. This model has many benefits. Most
notably, it contributes to greater consistency and control across the end-to-end
process, while still ensuring greater application of local expertise in the more
technical projections areas. Decentralised projections approaches could give rise to
increased operational risk, greater likelihood of inconsistent approaches and
potentially longer turnaround times.
Q. Which of the following components of the end-to-end CST process do
you plan to centralise for your end-state solution?

Process governance

4

Determining management actions

4

5

Reviewing results

4

7

2

Projections (i.e. modelling)

5

2
2

Scenario expansion/translation

7

Actuals data agg. & reporting

4
0
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5

2

Projections data agg. & reporting

Fully de-centralised

5

1

2

3

4

5
5 6

Partially centralised

7

8
Fully centralised

We expect mixed (centralised and decentralised) models, where applicable, might
apply as an interim measure for some time, particularly where the target operating
model is dependent on successful implementation of technology solutions or
increased headcount. But it will be important to devise a target operating model and
clear road map for moving towards it. One of the key advantages of setting out
where the organisation wants to go is in clearly communicating intentions to
regulators and other stakeholders.
Roles and responsibilities
A lack of clarity over roles and responsibilities led to needless duplication and delay.
Organisations recognise the need to address this.
There is a fairly even split between finance and risk as the ultimate driver of regulatory
stress testing. Only one respondent allocated responsibility jointly. All respondents
envisaged accountability remaining unchanged in their end-state models.

Q. Which function has executive accountability for stress testing?

Risk & Finance

Finance

Risk

0

1

2

3

4

5

Most respondents now see that there could be benefits in having a dedicated ‘Group
Head of Stress Testing’. But finding a person with the ideal mix of skills and the right
experience is a significant challenge. Stature and the ability to influence senior
stakeholders across finance, risk, treasury and the business are also important.
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Two
in
Three

Respondents
intend to
constitute a ‘Group
Head of Stress
Testing’ role for
the 2015 CST

Efficient use of resources
Despite the acknowledged pressure on resources and available skills, most
respondents only plan to take on a handful of extra staff.
Q. How many new dedicated permanent staff do you plan to use for your
end-state solution?
Permanent staff (existing)
Max

65

Median

24

Min

Permanent staff (new)

2

Max

22

Median

5

Min

2

The number of people allocated to regulatory stress testing is much lower than US
peers and recent experience suggests that organisations continue to underestimate
the full extent of the challenge. In the BoE’s report on the stress test results, it noted
that ‘all banks were significantly constrained by limitations in their infrastructure
and resources, both in terms of IT infrastructure and personnel and these were
exacerbated by the tight timelines of the exercise’. Meeting demands in 2014 will
not necessarily guarantee success in the future, especially if regulatory expectations
continue to rise. The PRA noted that seven of the eight UK banks had not yet
mitigated constraints in personnel and IT infrastructure.
Some people currently undertaking other duties may be called into help. But this is
not a sustainable long-term solution. Regulatory stress testing now needs to become a
full-time job, especially if alignment and integration benefits are to be realised fully.
Q. Where will additional personnel be added?

4

Extension of BAU activities

5
3

Permanent specialist team

3
2

Ad hoc specialist team

1

0

End-state
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1

2

2015 CST

3

4

5

Areas where extra staff are needed include data aggregation processes and system
enhancements. Some organisations accept that they may have to rely on contract or
consulting resources in the short-term, specifically to support project management,
reporting and also system development.
Most respondents plan to improve skills. This is a positive move. But the training
programmes should balance deeper technical specialism with comprehensive
coverage of the end-to-end stress testing process. This will equip teams to form a
better understanding of the ramifications for other activities within the stress
testing process.
Most boards and senior management teams are also about to undergo further
training, though a surprisingly high proportion are not. This could leave them
exposed if the regulators start to ask more pointed and challenging questions.
Q. Do you plan to upskill your stress testing staff through dedicated training?

Delivery team

22%

11% 11%

56%

20%

70%

Senior management

Board

44%

33%

11%

22%

22%

22%

22%

22%

High priority

Medium priority

Low priority

No training plans

Enhancement teams versus delivery teams
Resource constraints mean that most stress testing delivery teams are also
responsible for enhancements programmes. This implies enhancement activities
will have to be paused at some stage to shift focus towards delivery of the next
round of regulatory stress tests. This is not ideal and could impede meaningful
progress towards the target state within a reasonable timeframe.
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Process enhancements
Most respondents are contemplating ‘moderate’ to ‘major’ enhancements to projections
and data aggregation over the medium-term. Many have also already adopted an
accelerated enhancement plan ahead of the next round of stress tests.
A small proportion have not yet decided to converge to a single model to run multiple
regulatory stress tests. A much larger proportion agree a single, unified approach is
most sensible and have started to make progress towards this target. This will take time
to develop, refine and embed. Others will continue to apply different processes for
multiple stress testing regimes, but the approaches will be consistent, where possible.
Q. How do you intend to manage multiple stress testing requirements from
different international regulators?

14%

43%

43%

Separate, independent processes

Separate processes, but comparison
of approaches

Single, unified process

Not surprisingly, most respondents are planning to enhance the IT infrastructure
that supports data handing and reporting processes. This was a major deficiency
during the 2014 stress tests and required extensive senior management involvement
to review results and apply judgement. Lack of high quality, granular data
compounded the challenge.
Planned system enhancements cut across all areas of data management, with
sourcing, reconciliation and aggregation consistently sited as focus areas. These
enhancements should improve organisations’ ability to carry out the next round of
stress tests. But we anticipate improvements will take some time to be fully formed
and embedded.
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Q. What are the intended objectives of planned IT investment?

Source data

Data reconciliation

Aggregation

Projections

MI and reporting
0

20

Yes
40

No

60

80

100

Modelling enhancements
Material impact models (e.g. impairment and earnings) top the list of priorities for
model improvement. This coincides with planned enhancements to impairment
models used for financial reporting purposes in preparation for the adoption of IFRS
9. This is an obvious area for alignment that requires careful consideration at the
outset to ensure the base case capital and impairment projections models are
sufficiently flexible to derive credible impairment results.

Q. Which modelling approaches do you plan to enhance for 2015?
Top 3 enhancement areas – 2015 CST

1

89%

Net interest income

2

80%

Wholesale impairments

3

78%

Retail impairments

Model calibration is also a key priority. The 2014 stress tests highlighted numerous
calibration issues that had to draw on management judgement for resolution as
deadlines moved closer. More precise calibration should not only reduce the
pressure on senior management time, but also lead to greater consistency.
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Prioritisation and planned integration with
business areas
Most respondents have yet to integrate stress testing with business planning and
regulatory reporting processes, though some progress has been made in aligning
them with ICAAP, recovery planning and some risk management activities.
Q. To what extent do you intend to integrate CST with the following
business activities?

Risk management

33%

11%

Recovery and resolution planning

22%

33%

ICAAP

78%

Business planning

40%

Regulatory reporting

44%

0

56%

44%

11%

30%

30%

33%

20

Significant integration

40

Partial integration

11%

60

22%

80

100

No/almost no integration

Many opportunities for fuller integration remain untapped. For instance, regulatory
stress testing is currently not being used to inform underwriting decisions, portfolio
deep dives or exposure limits. This is clearly a missed opportunity. Organisations also
indicated a lack of integration with asset growth, pricing and portfolio disposals.
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Reaping the benefits
In the ideal blueprint for the future, regulatory stress testing is integral to the way
businesses are managed in key areas including risk appetite, defining business and
strategic plans, and setting the capital plan. And stress testing delivers a rich set of
metrics across the business, drives closer collaboration across functions, increases
efficiency and control, and enables strategic risk-taking.
We explore opportunities for fuller integration and alignment in our new viewpoint,
Turning regulatory stress testing into competitive advantage
(www.pwc.com/financialservices).

s
dard
tan
s
g
tin
ri
rw
de

Por
tf

oli
ol
im
i

ts

U
n

Q. Which of the following risk control actions have you taken/are you
considering taking in response to insights gained from the CST?
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Section 4
Getting on the front foot
While the next 12 months promise to be challenging,
regulatory stress testing does not have be as painful as it
was last year.
In many organisations, regulatory stress testing may be losing out to other priorities
on the change agenda. This could make it difficult to meet increasing demands.
Weaknesses in stress testing capability may also affect Pillar 1 results and thus
constrain capital flexibility (and potentially require new capital raising).
Others are investing in new and improved capabilities, though there needs to be a
balance between building for the future and meeting immediate demands.
So how can your organisation put itself in the best position to meet evolving
demands and make the most of the investment?

1. Clarify objectives
• Adopt a structured approach. Finalise a robust and honest assessment of
your stress testing capability. Take feedback from the regulators and other
assurance providers into consideration. And consider key vulnerabilities and
pain points from the 2014 exercise.
• Define the aspiration. Articulate your vision and strategy for regulatory
stress testing, including how you compare to your peers. This should include a
clear view of the operating model and capability across the end-to-end process.
Describe how you will conduct regulatory stress in the medium-term and how
this will contribute to the longer term vision.

2. Determine what’s realistic
• Judge the trade-offs. You want a robust process that minimises delivery risk.
But some steps may deliver only marginal benefits, so it’s important to judge
what areas should be a priority and where you would be willing to accept less
than perfect solutions.
• Identify mitigating measures. Identify the processes and controls that
reduce the risks associated with trade-off decisions.

3. Prioritise enhancements
• Agree on priorities. Some enhancements are going to take several years to
complete (such as improving modelling approaches and implementing more
robust data aggregation and reporting capability). Regulators appreciate this.
But you will still be expected to demonstrate progress each year. Your board will
need to approve which initiatives should be accelerated.
• Pick off low hanging fruit. Quick wins might include process mapping to
identify vulnerabilities (e.g. manual intervention and hand over points), clearly
describing roles and responsibilities (including how finance, risk and the business
interact and engage with the process), creating an inventory of projections
approaches and capturing areas of significant management judgement.
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4. Get ready to deliver
• Be disciplined. Some enhancement initiatives will continue without
disruption for many years. But current resource constraints mean that you may
have to divert resources to delivering the next round of tests. It is therefore
important to determine when and how the move from long-term improvement to
short-term delivery will be made.
• Get ahead. Remove some of the delivery pressure by performing certain
activities ahead of time. Obvious candidates include developing the bespoke
scenario with sufficient flexibility to anchor to the regulator’s base case. You can
also finalise certain governance arrangements, for instance approval of key
modelling assumptions, significant management judgement and defining
management actions. And start to draft the narrative of the stress test, in
particular focusing on known vulnerabilities and the associated management
responses, as well as articulating the longer-term enhancements journey.

5.Start to reap broader business benefits
• Align common processes. Consider the extent to which regulatory stress
testing could be aligned more closely with other activities. Some aspects can be
aligned with relative ease, while others will be harder to achieve. But the
business benefits are extensive, including greater efficiency, enhanced
credibility and increase in staff morale.
• Integrate stress testing more fully. Stress testing has many
applications. For example, it can be used to set risk appetite, define business
and strategic plans, and conduct more comprehensive risk assessments. But
full integration across the entire business cannot be achieved at once. These
aspects will need to be prioritised appropriately, taking into consideration
current stress testing capability, evolving regulatory expectations and other
competing change programmes. If you can get this right, you will gain an
important competitive advantage.
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About us

Our approach to risk and regulation
Stand out for the right
reasons
Financial services risk and regulation is
an opportunity.

Alert

At PwC we work with you to embrace
change in a way that delivers value to
your customers, and long-term growth
and profits for your business. With our
help, you won’t just avoid potential
problems, you’ll also get ahead.
We support you in four key areas.

Protect

Adapt

Repair

• By alerting you to financial and
regulatory risks we help you to
understand the position you’re in
and how to comply with regulations.
You can then turn risk and regulation
to your advantage.
• We help you to prepare for issues
such as technical difficulties,
operational failure or cyber attacks.
By working with you to develop the
systems and processes that protect
your business you can become more
resilient, reliable and effective.
• Adapting your business to achieve
cultural change is right for your
customers and your people. By
equipping you with the insights and
tools you need, we will help
transform your business and turn
uncertainty into opportunity.
• Even the best processes or products
sometimes fail. We help repair any
damage swiftly to build even greater
levels of trust and confidence.
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Working with PwC brings a clearer
understanding of where you are and
where you want to be. Together, we can
develop transparent and compelling
business strategies for customers,
regulators, employees and stakeholders.
By adding our skills, experience and
expertise to yours, your business can
stand out for the right reasons.
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