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Stress Testing 2004-2005
Retall Originations

by Joseph L. Breeden

few years back, lots of people used the words “stress test-

ing,” but not many people knew how to stress test portfolios.

Then came Basel Il and a ready response to “Why stress

test?” But more recently, we’ve come to see that there’s business value

in stress testing, and this article offers both the rationale and the basics.

Although stress testing is often discussed related to model stability or

operational risks, the emphasis here is on macroeconomic stresses.

etail lenders frequently
hear the question, “What
good is stress testing?”

The current favorite answer is
“To satisfy Basel 11 require-
ments.” But there are more bot-
tom-line factors to consider than
just regulatory compliance. While
it’s true that Basel 11 requires
stress testing as a check on capital
adequacy, the business value of
stress testing can be significant.
Stress testing existing portfolio
and pricing new loans against a
range of possible future environ-
ments is a critical piece of strate-
gic management information. It

answers the question, “Is my port-
folio robust to any change?”

The response might still be,
“Who cares? | can’t do anything
about the environment!” Here,
the rejoinder is that it’s necessary
to take fragility into account.

Forecasting is used today to
set product pricing, features, and
policies. The baseline forecast is
created using a baseline economic
scenario representing the mid-
point of possible futures—the
50/50 scenario.

We assume that the product is
properly priced relative to the
baseline scenario. But what if the

future does not unfold as planned?
We assume that better future envi-
ronments are to our advantage, at
least relative to losses, but what
about the other 50%? How fragile
is our product to macroeconomic
futures that do not match our
expectations? In some situations,
even a small downturn in the
economy can create troublesome
situations for management.

Can we price our products to
be profitable under all possible
future environments and still be
competitive in the market? This
is the core question in product
design and Basel I1.
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Retail Stress Testing Basics
Stress testing for retail lend-

ing, although conceptually similar

to commercial lending, is unique
in its details. Stress testing is usu-
ally viewed as one of the follow
ing:

1. Stressing the structure (param-
eters) of forecast models.

2. Testing the impact of opera-
tional events.

3. Testing the impact of
extreme macroeconomic envi-
ronments.

Although the first two are
important, the third type of stress
testing, considering macroeco-
nomic changes, gives us an oppor-
tunity to change product terms,
pricing, and segment mix to make
profitability more robust to the
environment.

Stress testing starts with sce-
nario-based forecasting. The point
of introducing stresses is to see
how future performance will be
impacted. Thus, a forecasting
model is required. To introduce
the stresses, the forecasting model
needs to be able to take these as
inputs. Therefore, explicit sce-
nario-based forecasting is

the details of creating such mod-

els. To summarize, all models

either intuitively or explicitly
incorporate three primary factors:

1. Quality of the loans booked.

2. Maturation process for the
risk/return characteristics.

3. External (macroeconomic)
impacts on loan performance.
These factors can be incorpo-

rated into models of default risk,

revenue generation, and expens-
es. Apparently, such models can
be created with equal fidelity at
either the account or vintage/seg-
ment level. The trade-off is
greater processing speed for vin-
tage models but greater dynamic
drill-down capability for account-
level models. For stress testing
involving multiple scenarios, pro-
cessing speed probably is more
valuable.

WE MUST FOCUS ON THE PRODUCT TERMS AND PRICING
AT ORIGINATION—WHERE WE HAVE THE MOST FLEXIBILITY
TO MAKE CHANGES. WE NEED TO LOOK BEYOND SETTING

PRODUCT CONTROL KNOBS JUST TO MEET MARGIN GOALS

Controlling Product Fragility

Stress testing tends to be
viewed as a regulatory checklist
item because it is not connected
to anything operational. However,
if we know that a 5% deterioration
in the macroeconomic environ-
ment can cause our loans to
become unprofitable, immediate
action should be taken. Portfolios
fail during recessions because
they were too fragile to macroeco-
nomic changes.

So if we run our stress test and
find, as in Figure 1, that our port-
folio is fragile, how do we take cor-
rective actions? Line-of-credit
products tend to be more flexible
than installment products. Credit
lines can be adjusted, balance
transfer programs altered, and
interest rates changed. For both
loans and lines, we often can
change penalty fees and grace peri-
ods. In all cases, we must focus on
the product terms and pricing at
origination—where we have the
most flexibility to make changes.

Although the above paragraph
offered the usual list of control
knobs for account originations and
management, we also want to
include the changing cost of
funds, recovery rates, attrition,
and prepayment. The point is that
we need to look heyond setting
product control knobs just to
meet margin goals under a base-
line scenario. As we consider mak-
ing changes, we need to rerun the

UNDER A BASELINE SCENARIO.
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stress test and ask
how fragile a pro-
posed pricing model
will be to possible
changes in the
macroeconomic
environment.

Looking Backward

Peering back
into the past—say,
January 2000—the
baseline economic
scenario was not set
for recession. Some
scenarios assumed
flat growth and oth-
ers were wildly opti-
mistic about the
death of the busi-
ness cycle. A few
lonely voices warned
of a possible reces-
sion, but not many
people noticed until
the stock market
declined.

Even after the
recession set in,
most retail loan port-
folios continued to
aggressively book
loans. Credit scores
continued to look
reasonable during
this period, but the
2000 vintage proved
to be one of the
highest-risk vintages
in many years. One
reason cited is
adverse selection by
consumers: the best
consumers were star-
tled by the stock
market difficulties
and started protect-
ing their balance
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Figure 2
Possible Future Economic Scenarios
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sheets. Those will-
ing to take on new
debt may have
known they were
in trouble before it
appeared in their
credit scores.

The problem
is that retail loans
take time to
mature. This is
the second of
three factors in
retail loan model-
ing mentioned ear-
lier. For most loan
products, peak
default risk occurs
about two years
after origination—
in this case,
around 2002. That
put the worst vin-
tage in years
maturing during
the worst environ-
ment in years.

An unexpect-
edly bad vintage
maturing in an
unexpectedly bad
environment
caused trouble for
many portfolios.
Although many
reported record
profits because of
the low cost of
funds, others were
not so fortunate.
Again, the ques-
tion is one of the
product fragility.
Some portfolio
managers got
lucky. Others
planned ahead 'or
reacted quickly.
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environment two
to three years from now will
improve as much as we think?
Pricing calibrated to an improving
economy is equivalent to betting
placing a bet on the economy.
Rather than placing a bet on
the advice of your favorite econo-
mist, why not try a range of pos-
sibilities. See how robust those
new bookings and the portfolio
overall will be to possible deteri-
oration in the economy. Most
economic data vendors offer a
range of scenarios for the future
macroeconomic environment.
Three primary U.S.. macroeco-
nomic scenarios are provided in
Figure 2 for purposes of our dis-
cussion here.

The baseline scenario is the
slow but steady growth that
everyone is discussing. Interest
rates start to rise by the end of
this year and by 2007 industry
delinquency levels reverse course.

The optimistic scenario differs
in that inflation stays low so the
Federal Reserve keeps interest
rates low through 2005. This
results in more economic growth
before the brakes are applied.

The third scenario, labeled
pessimistic, calls for a “growth
recession” in 2005. This is not a
true recession in the sense of neg-
ative GDP growth, but a burst of
unemployment would have a neg-
ative impact on consumers.

FOR MOST LOAN PRODUCTS, PEAK DEFAULT RISK

OCCURS ABOUT TWO YEARS AFTER ORIGINATION—IN

THIS CASE, AROUND 2002. THAT PUT THE WORST

VINTAGE

IN YEARS MATURING DURING THE WORST

ENVIRONMENT IN YEARS.

simistic scenario,
changes may be in order.

Viewing stress testing as just a
regulatory requirement misses
important business value. Stress
testing is at the heart of managing
a portfolio through the uncon-
trolled ups and downs of the
future economic environment. 71

Contact Breeden by e-mail at
Breeden@strategicanalytics.com.
For additional information from
Global Insight, contact Jennifer
Edwards, principal, Advisory
Services Group, 310-670-6001,
jennifer.edwards@globalinsight.com.
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