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Broadly, the problem is that of how specific stress tests and model risk estimation should be
designed to deal with, very broadly speaking, Al and ML applications to finance.

Who should this be of interest to and why?

In short,

- tofinancial regulators who have made stress tests as well as model risk management
generally compulsory for at least a subset of financial institutions (e.g. banks). This can
be further detailed with specific regulators per geography and specific types of financial
institutions in scope;

- to anyone exposed to this risk who would need to quantify it and manage it
appropriately — i.e. anyone making use of such applications for pricing, trading etc.

Staying with the former category, two closely related entities of interest would be the Bank for
International Settlements (BIS: hitps://www.bis.org/about/index.him) and the Basel
Committee for Banking Supervision (BCBS: https://www.bis.org/bcbs/). More generally,
encompassing financial regulation but not only, the European Commission issued a 2020
Technical Report on robustness and explicability of Al. Among the considerations they
focussed on in the context of Al applications were those of explicability and robustness. As
part of the broad solutions they highlighted would be robust models. What is key here is
models which are robust to the particular challenges that Al applications pose (e.g. adversarial
attacks).

Regarding model risk and stress testing, the core of the problem is how these can be further
developed in order to correctly tackle the applications of the new type of models in use today.

Model risk and stress testing are not new to finance — a few references included at the end of
this document — however, existing techniques would need to be at least revisited to ensure
they can correctly tackle the new challenges 215 century models applied to finance pose.
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