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“Risk weighs heavily on the minds of senior 

banking executives. But that load can be 

lightened when top-notch enterprise risk 

management is harnessed to enhance strategic 

planning capability”

-Al Forrester, FICast Data



Regulation now demands that risk be a 

boardroom-level concern. 



Instead of risk management being 

something of a basement activity.



This stemmed from the 2008 credit 

crunch.



Banks around the world were heavily 

impacted not just by credit risk



but also the crumbling domino effect 

of various risk types on each other.



Move forward almost eight years



and the risk function is increasingly 

gaining in authority and responsibility. 



Essentially financial institutions and 

banks need to have enough capital set 

aside or available



to be able to withstand multiple shocks 

in a variety of areas. 



Greater coordination between financial 

planning and risk management is thus 

needed. 



The principal areas of financial risk for 

a bank 

Credit risk

Liquidity risk

Interest rate risk
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Credit risk



is whether the bank will actually 

receive contractually projected asset 

cash flows



or whether the borrower will default.



Liquidity risk



while having some basis in asset cash 

flows, is in large measure a question



can depositors be counted on to 

provide liability cash flows to fund 

banking assets?



Interest rate risk



is how both asset and liability cash 

flows perform in different interest rate 

environments.



All of these impact future earnings and 

capital. 

Credit risk

Liquidity risk

Interest rate risk



“The new question to ask is how different types 

of risk can combine in any given scenario and 

what the impact of that would be?”

-Al Forrester

FICast Data



Liquidity risk can instantly kill a bank.



Credit risk will take slightly longer 



but it too will eventually kill a bank as a 

tipping point of bad credit is reached.



Interest rate risk takes longer still. 



Here, it is about stabilising margins 

during any rapid change in interest 

rates



so that earnings and capital remain 

sufficient, predictable, and stable.



“The crux is that if one or more risk types 

combine - can a bank maintain its capital 

adequacy and keep liquidity risk, credit risk 

and interest rate risk at acceptable levels?”

-Al Forrester, FICast Data
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Expect the unexpected

Six questions to cover all bases
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1. What is my risk?



This is something of a loaded question 

that has no absolute answer. 



More accurately, the question is ‘What 

do I believe my risk to be?’



2. What is causing my risk?



Management must identify what 

factors are generating a particular risk 

profile



and whether risk is concentrated in 

particular portfolios or individual 

instruments within the balance sheet.



3. What are my material assumptions?



All risk models are laden with 

assumptions,



some of which are extremely critical 

and others insignificant.



“It is important to remember that 

assumptions, however well derived, are not 

facts and so their absolute integrity can never 

be assumed.”

-Al Forrester, FICast Data



4. Where did I get these assumptions?



The best answer is that assumptions 

must be based upon your 

understanding of your market and your 

customers



in other words, the bank’s own history, 

not the ‘market’ in generic terms.



5. What happens if I am wrong about 

my assumptions?



The answer to this dilemma is stress 

testing. 



Each assumption must be tested at 

various levels of stress to determine its 

significance to the model. 



6. What is my plan?



It is critical to have contingency plans. 



Know what the options are in advance, 

so that when you see the caution light 

or red light



well-developed strategies are in place 

to prevent a disaster.
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Risk and Planning

Making assumptions about the future
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Failure to plan is planning to fail, or so 

the old adage goes.



But planning to fail is a key part of the 

risk management process. 



Just how are risk and planning 

related?



The answer can be found in stress 

testing. 



“In a nutshell, planning is all about making 

assumptions about the future. But identifying 

which of those assumptions are critical and 

determining what would happen if those 

assumptions are proven wrong is the essence 

of stress testing.”

-Al Forrester, FICast Data



Planning entails thinking about what 

we anticipate will happen



what we want, hope and need to 

happen.



Risk is about looking at what happens 

if the assumptions that have been 

made are wrong.



“In other words, what happens if what we are 

planning on happening, doesn’t happen! Risk 

management is, then, essentially planning for 

failure.” 

-Al Forrester, FICast Data



This is the very crux of the matter for 

the regulator.



The regulator wants to know that a 

bank has thought long and hard about 

where things might go wrong



and that there are alternative plans 

and firm risk limitations to prompt 

action when needed. 



Effectively they want to know that 

plans and the assumptions contained 

within have been stress tested



and that risk managers have a sober 

understanding of the trade-offs.



Planning and risk are opposing forces.



When banks are at the planning and 

risk management stage of events then 

the two can often seem to be opposed



Planning aims to maximise earnings by 

leveraging the balance sheet.



Risk management means sacrificing 

earnings to prevent potential negative 

consequence.



Successful planning, however, means 

finding the balance.



A bank needs to make a series of 

educated guesses based on 

experience of each planning 

component. 



Components such as customer growth 

and product demand.



As well as balance sheet items like 

anticipated growth of loans and 

deposits



maturity terms of various instruments 

and pricing of items already on the 

balance sheet. 



The success of planning lies in being 

able to separate what is clear and 

tangible from what is not



being able to identify what is concrete. 



What is based on assumptions then 

informs stress testing.



This is where the risk management 

comes in. 
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Stress testing

The final piece of the risk management 

jigsaw is about fine tuning
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“Stress testing is all about finding the devil in 

the detail. In this case the devil is determining 

the exact elements that will cause the most 

balance sheet risk and identifying the point at 

which that risk becomes overwhelming.”

-Al Forrester, FICast Data



The key question to ask is



What are the conditions under which 

key business assumptions and model 

parameters break down?



At what point does action need to be 

taken?



Stress testing at this granular level is 

basically about unpacking risk. 



It begins with a sensitivity analysis



to help determine which assumptions 

have the most influence on model 

output. 



The idea is to get a sequential look at 

each of the critical assumptions.



To see which are most influential to the 

forecasting model.



The idea is to remove the inputs one at 

a time



and see how the forecast results 

change.



What institutions know; their balance 

sheet, contractual, and market facts



needs to be contrasted

with assumptions about market and 

customer behaviour;



interest rates, prepayments, 

optionality, and deposit sensitivity. 



The impact of each on the balance 

sheet



given various interest rate scenarios 

can then be identified.
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