
 

Central Bank of Bahrain 
Rulebook 

Volume 1:  
Conventional Banks 

 

 

 

 

 

 

 

Supplementary Information 

Appendix CA-19 

Stress Testing Guidance for the Correlation 

Trading Portfolio 

 

 



 

Central Bank of Bahrain 
Rulebook 

Volume 1:  
Conventional Banks 

 

Appendix CA-19  January 2012 

Page 1of 4 

 

Appendix CA-19  
Stress Testing Guidance for the Correlation Trading Portfolio  

1. Introduction  

1. The Revisions to the Basel II market risk framework permit banks meeting certain conditions 
to calculate specific risk capital charges for the correlation trading portfolio (CTP) using a 
comprehensive risk modeling (CRM) approach. One of these conditions is that a bank using the 
CRM approach must conduct, at least weekly, a set of pre-determined stress tests for the CTP 
encompassing shocks to default rates, recovery rates, credit spreads, and correlations. This 
Annex provides guidance on the stress testing that should be undertaken to satisfy this 
requirement.  

2. Overview  

2. The goal of the stress testing standards described below is to provide estimates of the mark-
to-market (MTM) changes that would be experienced by the current CTP in the event of credit-
related shocks. The standards encompass both prescribed regulatory stress scenarios and 
high-level principles governing a bank’s internal stress testing. The prescribed scenarios are not 
intended to capture all potential sources of stress. Rather, their primary focus is on valuation 
changes involving large, broad-based movements in spreads for single-name bonds and credit 
default swaps (CDS), such as could accompany major systemic financial or macroeconomic 
shocks, and associated spillovers to prices for index and bespoke tranches and other complex 
correlation positions. In addition to the prescribed scenarios, a bank is expected to implement a 
rigorous internal stress testing process to address other potential correlation trading risks, 
including bank-specific risks related to its underlying business model and hedging strategies.  

3. Prescribed Stress Tests  

3. The prescribed stress scenarios below are framed in terms of risk factor movements affecting 
credit spreads over specific historical reference periods.  

The term ‘risk factor’ encompasses any parameter or input within the pricing model that can 
vary over time. Examples include, but are not limited to, single-name risk-neutral default 
rates/intensities, recovery rates; market-implied correlations for index tranches; parameters 
used to infer market-implied correlations for bespoke tranches from those for index tranches; 
index-single name basis risks; and index-tranche basis risks.  
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3.1 Historical Reference Periods  

4. The prescribed stress tests refer to specific historical reference periods. These periods 
correspond to historical intervals of three-months or less over which spreads for single-name 
and tranched credit products have exhibited very large, broad based increases or decreases. As 
described more fully in subsequent sections of this guidance, for each stress test the historical 
reference period is used to calibrate the sizes of the assumed shocks to credit-related 
riskfactors. This approach to calibrating the sizes of shocks is intended to accommodate the 
wide range of pricing models observed in practice.  

5. The specific historical reference periods are as follows:  

   
Periods of sharply rising credit spreads  

(a) 4 June 2007 through 30 July 2007;  

(b) 10 December 2007 through 10 March 2008;  

(c) 8 September 2008 through 5 December 2008.  

 

Periods of sharply falling credit spreads  
(d) 14 March 2008 through 13 June 2008;  

(e) 12 March 2009 through 11 June 2009.  

 
6. In the future, the Basel Committee may modify the above historical reference periods, or 
specify additional reference periods, as it deems appropriate in light of developments in 
correlation trading markets. In addition, the CBB may require banks to perform stress tests 
based on additional reference periods, or may require additional stress tests based on 
methodologies different from those described herein.  

3.2 Historical Stress Tests  

7. For each historical reference period, several stress tests are to be undertaken. Each stress 
scenario involves replicating historical movements in all credit-related risk factors over the 
reference period. In these exercises, only credit-related risk factors are shocked; for example, 
non-credit-related risk factors driving default-free term structures of interest rates and foreign 
exchange rates should be fixed at current levels.  

8. This description presumes that the bank’s pricing model can be used to decompose historical 
movements in credit spreads into changes in risk factors. If the pricing model does not take this 
form explicitly, the bank will need to translate the stress scenarios into equivalent risk factor 
representations that are compatible with the structure of its pricing model. As with all aspects of 
the standards set forth in this guidance, such translations should be made in consultation with 
the CBB and are subject to the CBB’s approval.  
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3.3 Jumps to Default  

9. The preceding stress scenarios encompass changes in credit spreads, but abstract from 
defaults of individual firms. The final set of stress tests incorporates assumptions of actual 
defaults into the sector shock scenarios. For each historical scenario in (7), four jump-to-default 
(JTD) stress tests should be performed. In the first, the bank should assume an instantaneous 
JTD with zero recovery of that corporate name in the current CTP having the largest JTD01 
measure. In the second stress test the bank should assume JTDs with zero recovery of the two 
corporate names having the largest JTD01 measures. Similarly, in the third (fourth) stress test, 
the bank should assume JTDs with zero recovery of the three (four) corporate names having the 
largest JTD01 measures. (JTD01 is defined as the estimated decline in the MTM value of the 
CTP portfolio associated with a JTD of that entity, assuming a zero recovery rate for the entity’s 
liabilities.)  

3.4 Additional Technical Guidance  

10. Below, a given historical reference period is identified by its start date (t) and end date 
(t+M).  

11. When calculating movements in risk factors over the historical reference period, the values 
of risk factors on dates t and t+M should be calibrated to be consistent with the bank’s current 
pricing model and with actual market prices on those days.  

12. In carrying out the stress tests, the bank’s methodology should reflect the current credit 
quality of specific names, rather than the name’s credit quality during the historical reference 
period. For example, if the current credit quality of a particular firm is worse than during the 
historical reference period, the shocks to risk factors for that firm should be consistent with 
those for similar quality firms over the reference period. Subject to supervisory approval, proxies 
for credit quality may be based on external ratings, implied ratings from credit spreads, or 
possibly other methods.  

13. The current CTP’s stressed MTM loss should be calculated as the difference between its 
current MTM value and its stressed MTM value.  

14. MTM values should be based on full portfolio revaluation (e.g., no delta approximations).  

15. Stress tests should be performed under the following assumptions:  

(a) Portfolio positions are held static at their current levels (e.g., no recognition of dynamic 
hedging within the period).  

(b) All credit-related risk factors are instantaneously shocked.  

(c) Risk factors not directly related to credit risk (e.g., foreign exchange rates, commodity prices, 
risk-free term structures of interest rates, etc.) are fixed at current levels.  

(d) In general, within the prescribed stress tests, the difference between the shocked value and 
the current value of each risk factor should be set equal to its absolute (as opposed to 
relative) change between dates t and t+M. Exceptions are to be approved by the 
supervisor.  
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This treatment presumes that each stress scenario generates price effects that are internally 
consistent (e.g., positive spreads, no arbitrage opportunities). If this is not the case, a simple 
rescaling of certain risk factors may address the issue (e.g., a re-parameterisation to ensure that 
implied correlations and risk-neutral default rates and recoveries remain bounded between zero 
and one).  

16. In cases where the historical value of a risk factor at date t or t+M is not known (perhaps 
because the current pricing model differs from that used over the interval t to t+M), the risk 
factor value will need to be ‘backfilled’. Subject to supervisory approval, the backfilling method 
used by the bank should be consistent with the current pricing model and observed historical 
prices at t and t+M.  

4. Internal Stress Testing  

17. In addition to the prescribed stress tests set forth above, banks applying the CRM approach 
are expected to implement a rigorous internal stress testing process for the CTP. Subject to 
supervisory review, a bank’s internal stress testing for the CTP should identify stress scenarios 
and then assess the effects of the scenarios on the MTM value of the CTP. The framework is 
intended to be flexible. Scenarios may be historical, hypothetical, or model-based, and may be 
deterministic or stochastic. Key variables specified in a scenario may include, for example, 
default rates, recovery rates, credit spreads, and correlations, or they might focus directly on 
price changes for CTP positions. A bank may choose to have scenarios apply to the entire 
correlation trading portfolio, or it may identify scenarios specific to sub-portfolios of the 
correlation trading portfolio.  

18. The internal stress tests should be economically meaningful, taking into account the current 
composition of the CTP, the bank’s business model for this desk, and the nature of its hedging 
activities. The form and severity of the stress scenarios should be developed with an eye toward 
their applicability to the unique characteristics (and vulnerabilities) of the current CTP including, 
but not limited to, concentration risks associated with particular geographic regions, economic 
sectors, and individual corporate names.  

19. Taking into account the specific nature of the bank’s CTP, the internal stress tests should 
not be limited to the historical reference periods used for the prescribed stress tests described in 
Section 3. The bank should consider relevant historical experience over other time intervals, as 
well, including periods within, around, or subsequent to the historical reference periods specified 
above.  

 


