
The Fed’s latest Bank Stress Test  

The Fed’s requirement that the big banks conduct a stress test under conditions that were 

roughly prevalent during the Lehman Brothers collapse might be well intentioned but probably 

not that useful.  If we were a creditor to banks such as Bank of America, JP Morgan, Morgan 

Stanley or Deutsche Bank, we would be less interested in the results of a stress test under 

hypothetical conditions and more interested in having better disclosures from the banks that 

would enable us to do our own analysis and arrive at informed conclusions.   In fact, the SEC 

filings of the banks should contain more raw information- not disclosures on what management 

thinks are the most important risks.  Prior to the credit blowup of 2008, we don’t recollect any 

bank management stating that their holdings of the third tranches of CDOs backed by second 

lien loans on first grade NINJA loans (for those who came in late, NINJA loans are loans to 

borrowers with no income, no jobs and no assets) was a key risk.  It is the job of the investment 

analyst to glean the key risks from the information provided and the job of management to 

provide information without sanitizing it.    

After insisting on the disclosures, the Fed should have left it to the market to decide if a bank is 

adequately capitalized.  Better disclosures are at the core of the so-called Third Pillar of the 

Basel II norms.  Unfortunately credit and equity analysts have not been at the forefront of 

demanding better disclosures.  Worst of all, the rating agencies, in the run up to the credit crisis, 

(and even now) assessed banks with very limited information (and hoped that nothing would 

blow up on their face).  Wink and Nudge, Wing and a Prayer and faith based credit assessment 

formed the basis of a big bank credit rating exercise.   

Information requirement for sensible Bank Credit Assessment

A sensible bank credit analyst would require the following information (in addition to the 

information normally provided in regulatory filings) from the big banks: 



1)  Top twenty credit derivative counterparties (both buyers and sellers of protection) and 

amount of exposures.  Banks have been getting away with stating net exposures (after 

considering CDS protection) to various counterparties, without revealing the credit risk 

of that counterparty.  For instance, an Italian government exposure hedged with a CDS 

contract with Unicredit might be less than useful and an analyst needs to consider gross 

exposure.  Also, post the manner in which European governments neutered CDS 

protection in the case of Greece, the utility of CDS contracts themselves are called to 

question.  For our analysis, we would consider only gross exposures (not net exposures) 

for Eurozone government debt protected by local banks (as opposed to banks located 

elsewhere).

2)  Detailed break up of net interest income, fee based income and trading income by 

products/geographies to assess future earnings power of a bank in an environment of 

global austerity and new regulations. 

3) Break up of the corporate loan book by industries, by size of borrowers, loans 

collateralized with shares (such as loans for M&A deals) and RoCE profile of borrowers. 

In the case of retail loans, break up of loans by products, Loan to Value ratio (LTV) and 

Income to Instalment ratio (IIR).   This also applies to securitized assets on the balance 

sheet.  In the case of commercial real estate (or CMBS exposures) break up must be 

provided on the nature of collateral- completed property or under construction 

property as well as states where the properties are located.

4) Detailed note on the capital instruments of the bank (both Tier I and Tier 2).  The 

information required includes currency of the instruments, maturity date of instruments 

that have maturity dates, call dates of instruments that have a call (along with details of 



stepped up coupon that has to be paid if the instruments are not called).  The 

performance of these instruments in the market over the last quarter must be provided 

to assess if the bank can easily raise fresh capital.

5) Details at the portfolio level of loans that have been in the foreclosure mode for more 

than one year.  For instance, one needs to know how much of the home loans have 

been under foreclosure for more than a year to assess if the bank is delaying the 

foreclosure process to avoid writing down loan values.  

6) Nature of exposures in the trading book by broad categories and broken down into long 

and short positions separately.  For instance, an Italian bond should be shown 

separately as Eurozone exposures, while exposures to corporations should be broken 

down into large, mid size and small companies.  Break down must also be provided on 

the nature of exposures – such as credit, interest rate, commodity, currency and equity 

etc.

7) If general provisions are lower than a year ago, details of the parts of the loan book that 

the bank expects enhanced performance.   The credit analyst must assess if the 

economic environment permits lowering of loss reserves or whether the bank is 

harvesting its loan loss reserves to artificially boost its earnings.  Information on the loan 

loss provisions must be detailed (for instance, the provisions for the credit card loans of 

the current period and the year ago period must be provided for comparison). 

8) Detailed ALM profile (banking book and trading book to be shown separately)- this 

involves disclosing the maturity profile of assets and liabilities in each and every 

important currency that the bank dabbles in.  This helps to assess if a bank is playing 



carry trade games to generate short term returns at the cost of taking huge medium 

term risk besides exposing the bank to liquidity and funding risks. 

9) Top 20 derivative counterparties along with gross and net exposures to those 

counterparties.  

10) Note on Level 3 assets of the bank- nature of products and basis of valuation to assess if 

these assets indeed have value or should be summarily written off.

11) Details of all important legal disputes the bank is currently embroiled in (disputes that if 

settled unfavourably can expose a bank to losses in excess of $50 million), nature of 

dispute etc.  One does not need management’s estimate of what the disputes will settle 

for- managements tend to be incurable optimists.  Creditors should not assume that 

settlements reached with pliant regulators will be upheld by judges- witness a judge 

yesterday throwing out the $285 million settlement of Citi with the SEC on some CDO 

transactions (of course the settlement involved Citi neither “admitting or denying” 

guilt).  This risk is very high for all institutions who bilked their customers during the sub-

prime bubble.   

12) Details of the “Goodwill” carried on the balance sheet (how did they come into 

existence) to assess if this has to be written down.

13) Break up of material operational risk events during the last quarter such as fraud, failed 

processes and financial implications of such events. 

14) Details of the compensation structure of the top executives of the bank.  The absolute 

numbers are not as relevant as the structure of compensation to assess if the executive 



team’s interests are aligned with the long term welfare of the bank. Details must also be 

provided on guaranteed bonuses and guaranteed payouts (say on exit).

A Suggestion for the Fed and the SEC

Policing modern financial behemoths with understaffed teams is no mean task for modern 

regulators.  In fact, it is nigh impossible with the resources available (and the resources might 

become even less as governments cut spending and legislators in the payroll of the banks do 

their level best to neuter the regulators).  The recent move to pay bonuses in bank shares as 

opposed to cash (at least partly) is a step (though a baby step) in the right direction.

Our suggestion is that the bonuses should be paid only in shares, with 50% in the shares of one’s 

own bank and 50% linked to units of shares of the ten largest banks.  This ensures that the 

employees not only have the interests of their own bank at heart, they also have an interest in 

protecting the health of the “too big to fail” banks of the banking system.  For instance, if a 

senior employee of Morgan Stanley becomes aware of strange risk taking/ illegal activity at Bank 

of America (and being in the market, he is more likely to be aware of it than a Fed employee), he 

has a vested interest in reporting it to the Fed to nip the problem in the bud.  After all, if Bank of 

America sinks thanks to some hair brained scheme, the Morgan Stanley employee’s long term 

interests are hurt.  This long term view on compensation also ensures that the banking industry 

is not a magnet for individuals with criminal predilections.   

This compensation structure also protects creditor and shareholder interests as managements 

must act as employees of shareholders unlike, as in recent past, when shareholders have been 

at the mercy of the employees.  In fact, other than China under Chairman Mao, Wall Street 

during the last three decades has been the best example of a Marxist paradise- where the 

providers of capital (debt and equity) are shafted while the workers make hay.       



Concluding Thoughts        

Regulator mandated stress tests will never make an investor as comfortable as if he does the 

stress test himself.  Too often regulators have been caught napping.  Also, one can never spot if 

a bank games the stress test.  It is better for the regulator to force the banks to disclose all 

pertinent information to the markets and allow the markets to conduct the stress test.  Only 

then will the stress test be totally credible.  Post the market stress test, the market will provide 

the bank the feedback on what it should do next.     
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