






Risk systems need to provide all of 
these risk measures in a consistent way 
as well as giving maximum flexibility 
in setting the parameters (holding 
period, confidence level, start / end 
dates for historical data period etc.) and 
users should have transparency on the 
underlying risk model and be able to see 
the risk drivers giving rise to the volatility 
- such as interest rate moves (parallel and 
non-parallel), credit spreads, fx rates, 

inflation curves, equities, commodities.
Of course, drill-down to issuer or 

counterparty level is not necessary in 
every situation. And it is also important 
to be able to aggregate risk at sector, 
country, portfolio or even asset class level. 
What is most important is to be able 
to choose, at the point of running the 
analysis, which of these is used.

Market curves and discounting  
liabilities
As well as viewing issuer level risk on 
assets, users will also need various market 
spread curves. For example, an insurance 
fund or pension scheme should be able 
to discount a stream of liabilities based 
on an interest rate or spread based curve. 
The table below shows a set of GBP 
insurance scheme liabilities discounted 
using a LIBOR curve (GBP-LC) compared 
with discounting using a GBP corporate 
iBoxx index curve (IBX-GBP-COR). Not only 

is the present value (PV) of the liabilities 
different, but the risk (measured here by 
duration) is also quite different.

Pension scheme managers are also 
likely to want to view risk measures on 
assets and liabilities, and compare them. 
Required measures are likely to include 
projected cashflows and the present value 
of those cashflows, as well as sensitivities 
across the curve as shown in the chart 
below.

Stress testing
Alongside these analytics, users should 
be able to perform stress testing of 
portfolios or groups of portfolios. 

To do this, many systems allow users 
to simulate performance under certain 
scenarios. These scenarios can be drawn 
from historical events or can be created 
to reflect particular risk exposures. To be 
useful, scenario analysis tools should use 
full revaluation - answering the question: 
“What would my portfolio (and its 
benchmark or liabilities) be worth, if these 
market moves happen?”

Whilst a library of standard scenarios 
(such as ‘Crash-of-’87’, ‘Oil-Price-
Shock’, ‘flight-to-quality’) is useful, it 
is potentially even more important to 
allow users to easily create and upload 
their own scenarios. Scenarios should 
be defined in terms of risk factor 
shocks. These shocks should, in turn, be 
applicable to sub-sets of the portfolio, 
allowing rating-specific credit spread 
movements or country-specific equity 
market shocks, for example. These sub-
sets should be as granular as possible, 
allowing (in the extreme) instrument-level 
shock definition. 
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