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Financial institutions are focusing on establishing a comprehensive
risk management framework to avoid the occurrence of ‘incidents’ in
the future. Stress testing is a crucial component of such a framework.
It plays a critical role in ensuring effective risk management and
understanding how economic cycles, especially downturns, affect
risk-based capital requirements, assets and liabilities across
business lines. Stress testing techniques help estimate the likely
losses that financial institutions may suffer under exceptional, but
plausible scenarios. Oracle Financial Services has developed a
framework and methodology for helping banks meet their stress
testing needs.

The need for Stress Testing

B Regulatory Requirements: Stress testing can be used to check if the
“capital buffer” is sufficient under the conditions described. Basel Il
accord demands estimation of risk-based capital requirements under Pillar
I & Il at “Steady State” and “Stress scenarios”, respectively. Further,
banks that want to qualify for TARP (Troubled Assets Relief Program) in
the United States may have to demonstrate viability under various stress
test scenarios. The Federal Reserve and the US Department of Treasury
help financial institutions avoid bankruptcy through the TARP.
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Pillar 11 Stress testing

B Global Best Practices: Identifying a risk source that causes changes in
financial markets / financial positions and measuring the quantum of
changes are the best-practices of prudent financial institutions. Stress
testing captures the impact of exceptional, but plausible large loss events
on portfolio/positions.

Stress tests capturing exceptional but plausible events
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Oracle Framework for Stress Testing
Methodology for Stress Testing: The seven-step oracle methodology to implement
stress tests is illustrated in the following chart.
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Plan Stress Testing: Identification of portfolios, across business lines and risk
factors to be stressed on the basis of specific vulnerabilities recommended by the
regulator and the bank’s own assessment

Design Stress Tests: Designing plausible scenarios / identification of a set of
appropriate risk factors in the specific context, in line with risk management
objectives and portfolio exposures

Magnitude of Shock: Shock should be realistic/relevant to the portfolio, as well as
the macroeconomic environment and also be greater than the conservative estimate
of potential losses over the business cycle

Impact Analysis: To analyze if the existing models of the bank can make an
appropriate assessment of the impact of stress; and to analyze the impact on RWA,
Capital, Provisions and P&L

Risk Mitigation Strategies: Risk mitigation/contingency strategies that empower a
bank to contain/mitigate risks in the event of a shocking/stressful situation. Based on
the outcome of the impact analysis, appropriate financial engineering and hedging
mechanisms can be implemented

Stress Reporting: What are the vulnerable areas and risk factors? What is the
coverage of stress test? What are the assumptions for stress testing? What is the
impact on profitability? What is the risk-adjusted capital? What is the procedure
used to monitor stress loss limit, absolute loss amount and key financial ratios?
Stress reporting aims to address these questions

Action and Remedies: Financial institutions may have to take remedial measures as
and when there is a breach in stress tolerance levels. Some examples of such
measures are reduction of risk limits, amendment of pricing policies, augmentation
of capital requirements, enhancement of fund resources and reduction of risks by
enhancing risk mitigation strategies like additional collateral requirements,
securitization and hedging

Library of Scenarios: Stress scenarios may be defined on historical events or based
on expert judgment. These scenarios may be specific to the business lines of the
bank and complexity of operations based on historical events or hypothetical
assumptions for shock values. Various scenarios based on algorithmic approaches
like Factor push, Maximum loss etc.

Impact on Capital Adequacy / Other Measures: “Ideal Static” versus “Real
Options” type framework to apply sensible shock scenarios on bottom line measures

Presentation of results: Variance of capital adequacy, based on various stress test
scenarios

Wide portfolio of offerings

Oracle has a broad range of products and services for banks and financial
institutions. Your institution can jumpstart its implementation process by taking
advantage of our complete package of training and consulting services. Get
education discounts on services, textbooks, and learning aids for professors,
instructors, and students. Subscribe to a free newsletter that keeps you on top of the
latest trends in risk analysis and spreadsheet forecasting; and provides access to
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white papers written by industry experts. We offer all of these services with the
objective of helping banks and financial institutions achieve rapid time to value.
Contact Us

For more information about our comprehensive framework for stress testing, please
visit www.oracle.com/financialservices or email us on

financialservices ww@oracle.com

e is committed to dey 18 environment

cts that help protect

Y | o

Copyright © 2009, Oracle and/or its affiliates. All rights reserved.

This document is provided for information purposes only and the contents hereof are subject to change without notice. This
document is not warranted to be error-free, nor subject to any other warranties or conditions, whether expressed orally or
implied in law, including implied warranties and conditions of merchantability or fitness for a particular purpose. We
specifically disclaim any liability with respect to this document and no contractual obligations are formed either directly or
indirectly by this document. This document may not be reproduced or transmitted in any form or by any means, electronic or
mechanical, for any purpose, without our prior written permission.

Oracle is a registered trademark of Oracle Corporation and/or its affiliates. Other names may be trademarks of their
respective owners. 0409

4 ORACLE



