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the dodd-Frank Wall Street Reform and Consumer Protection Act imposes stricter regulation of 
covered companies, namely bank-holding companies and other large financial institutions deemed 
to be systemically important with assets over $50 billion, under the supervision of the Federal 
Reserve board.  Section 165(i) of the act specifically requires the covered financial companies to 
run periodic stress tests to ensure they have capital to absorb losses at times of economic distress. 

the federal banking regulators emphasize the use of stress testing as a means to improve the 
understanding of regulators, boards and senior management of a banking company’s potential 
risk exposures and vulnerabilities.  the stress tests (whether supervisory or company-run) have 
essentially become the foundation of a company’s capital planning process.  the regulations require 
the companies to take the stress test results into account when they change risk positions, exposures 
or concentrations, or when they modify their capital structures.  the regulatory timeline the Federal 
Reserve established for supervisory stress tests also confirms the Federal Reserve’s intention  
that covered companies place stress testing at the center of capital planning and updates to 
resolution plans.1 

PrUDEntiaL StanDarDS fOr BOarDS  
Of DirEctOrS anD SEniOr ManagEMEnt

Section 165(b) of the act requires the FRb to establish “prudential” standards for risk-based 
capital, leverage, liquidity, risk management requirements, single counter-party and debt to equity 
limits.  Section 165(h) of the act further requires each company to establish a risk committee with 
responsibilities for the oversight of the enterprise-wide risk management.  included on the risk 
committee must be at least one risk management expert experienced in identifying, assessing and 
managing the risk exposures of large, complex firms.  

the following section, Section 166, addresses a different but relevant aspect of risk management 
from the regulators’ point of view.  Section 166 specifically outlines early remediation requirements 
to be established for companies experiencing financial distress and requires the FRb to draft and 
issue regulations for the early remediation of financial weaknesses of covered companies.  in January 
2012 the FRb published a pro-posed rule “Enhanced Prudential Standards and Early Remediation 
Requirements for Covered Companies,” which is intended to fulfill the requirements imposed by  
Sections 165 and 166 of the act.2 

Section 252.126 of the proposed rule requires all covered companies and all publicly traded bank 
holding companies with assets over $10 billion to establish a risk committee and to appoint a chief 
risk officer.  the risk committee is required to report to the board of directors and is tasked with 
documenting and overseeing the risk management practices of the company on an enterprise-wide 
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risk basis.  the chief risk officer is required to report directly to the risk committee and the CEo of 
the company and to have enough expertise in risk management to provide the company with an 
objective assessment of its risk exposures. 

this requirement is in line with many pronouncements made by the FRb.  For example, in various 
guidance documents on stress testing requirements, the FRb says the board of directors is 
ultimately responsible for the company’s stress tests.  the FRb assigns the governance over a 
company’s stress testing framework to the board of directors and senior management.  they are 
tasked with establishing a comprehensive, integrated and effective stress testing framework that 
fits into the broader risk management of the company. 

While the board of directors is responsible for ensuring the company has an effective stress 
testing framework, senior management usually implements that framework and is responsible 
for reporting the progress and results so the board can make informed decisions. 

rEMEDiatiOn rEqUirEMEnt in thE PrOPOSED rULE 

the proposed rule also includes provisions to accommodate Section 166 of the act, which requires 
the FRb to establish a remediation mechanism for any firm that could threaten the financial 
stability of the country due to its deteriorating financial profile.  these remediation requirements 
increase in severity as the financial condition of the company deteriorates.3 

under level 1 remediation, heightened supervisory review, the FRb conducts a targeted review of a 
covered company to assess whether it is in financial distress or exhibits material risk management 
weakness indicating the company may further decline, necessitating level 2 remediation.  

under level 2 remediation, initial remediation, a company faces limitations in its ability to make 
capital distributions, grow its assets, acquire businesses or enter a new line of business.  this is made 
subject to approval from the FRb, and the company must enter into a nonpublic memorandum of 
understanding or an enforcement action with the FRb about shoring up its finances. 

under level 3 remediation, recovery, a company cannot make any capital distributions, grow its 
assets, acquire a new business or enter a new line of business.  in addition, the company must 
enter into a written agreement or an enforcement action with the FRb about raising capital and 
improving its capital adequacy.  the company also cannot increase the compensation of or pay 
bonuses to its senior executives or directors, or engage in transactions with its affiliates, and it can 
be forced to divest its risky assets.  in addition, the company can be required to dismiss directors 
or senior executive officers, conduct new elections to replace directors or hire qualified senior 
executive officers approved by the FRb.  

under level 4 remediation, the FRb can recommend that the company be placed into receivership 
as a result of the company’s deteriorating financial performance and the threat it may pose to the 
financial system. 

the act also requires the board to define the measures of the events triggering a covered 
company’s remediation.  Section 252.163 of the proposed rule lists the triggering events under 
the following categories: 

• breaching capital and leverage-related thresholds.

• breaching capital ratio thresholds in supervisory or company-run stress tests, or 
noncompliance with capital plans or stress test requirements.

• Weaknesses, multiple deficiencies or substantial noncompliance with enhanced risk 
management and risk committee requirements. 

Each of these triggering events might put a company at risk.  market participants tend to put the 
most emphasis on quantitative measures, such as satisfying capital and leverage ratios, and that 

The stress tests (whether 
supervisory or company-run)  
have essentially become the 
foundation of a company’s 
capital planning process.



JANuARy 13, 2014  n  voLumE 19  n  iSSuE 17  |  3© 2013 thomson Reuters

WEStLAW JouRNAL Bank & lenDeR liaBiliTy

requirement is easiest to understand and address.  the examples over the past year, however, 
indicate that a bigger threat emerges if covered institutions fail to satisfy the qualitative aspect of 
good governance, to apply best practices, or to have policies and procedures in place and enforced. 

thE frB’S rEcEnt actiOnS anD OBSErVatiOnS

the FRb, through many public disclosures, has said it may object to a covered company’s 
capital plan not only based on its quantitative stress-capital ratios falling short of the regulatory 
minimums, but also based on qualitative deficiencies.  the FRb’s qualitative criteria include:

• An analysis of a covered company’s capital plan and the ways in which potential risks are 
addressed under baseline and stressed operating conditions. 

• How reasonable the assumptions and the analysis underlying the capital plan are.

• How robust the capital adequacy process is in terms of risk-measurement and risk-
management practices.

• Whether the corporate governance and controls are applied in the capital planning process.

the most recent Comprehensive Capital Analysis and Review results of 18 covered institutions, 
released in march 2013, make this point.4  At the time, the FRb raised concerns about the capital 
plans of four institutions based on qualitative, process-related measures.  the FRb objected to 
the quantitative aspects of only one of the four institutions, Ally Financial inc., for falling below 
regulatory minimums.  Specifically, the FRb objected to the capital plan of Ally Financial both 
because it fell short of regulatory minimum ratios and observed weaknesses in its processes.  

the FRb observed similar weaknesses in the processes of three other financial institutions 
leading to an objection of the capital plan of bb&t and to the conditional non-objection of the 
capital plans of Goldman Sachs and JPmorgan Chase. 

the FRb did not allow Ally Financial and bb&t to implement their requested plans for capital 
distributions.  both institutions were required to resubmit their capital plans to the Federal 
Reserve, following a remediation of these deficiencies in accordance with the requirements in the 
capital plan rule.  Ally Financial and bb&t were thus subjected to a level 3 remediation.5 

the FRb did not categorically object to the capital plans of Goldman Sachs and JPmorgan 
Chase.  the weaknesses in the capital plan or capital planning process of the two institutions 
were, however, significant enough to require attention by the FRb, though those weaknesses did 
not undermine the quantitative results of the stress tests or the overall reliability of the firms’ 
capital planning processes.  As a condition of non-objection to their capital plans, both Goldman 
Sachs and JPmorgan Chase were required to immediately remediate the weaknesses identified 
in their capital plans and capital planning processes.  they were to resubmit capital plans to the 
board by the end of the third quarter of 2013, which can be interpreted as a requirement for level 
2 remediation.6 

in August the FRb published a more comprehensive review of the capital-planning processes 
at covered companies and summarized both strong and weak practices observed.7  many of the 
weaknesses identified in that report seem to stem from processes falling short of the supervisory 
expectations and lack of adequate process- and governance-related oversight by the board of 
directors or senior management of the firms. 

the companies with weak or lagging practices cited in the August report shared some 
characteristics.  the most important commonality was that institutions exhibited less-than-
robust governance or controls around the capital-planning process, such as identification, 
measurement and management of risk.  the FRb observed that in companies with weaker 
practices, the boards of directors were not provided with sufficient information about governance 
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or controls over internal capital-planning processes, key assumptions supporting the capital-
planning process or the capital-distribution recommendations. 

in bank-holding companies with weaker documentation practices, the board minutes were brief 
and opaque, with no reference to information used by the board to make its decisions and, in 
some cases, without formal documentation of key decisions.  Similarly, weak capital policies 
were characterized by a limited scope, addressing only parts of the capital-planning process 
without providing sufficient detail to convey clearly how capital-action decisions were to be 
made.  A capital-planning process not well integrated with or supported by other risk and finance 
policies, or an absence of clearly defined capital goals and guidelines for capital distributions 
and composition are also indicative of weak capital policies.  in some cases, the more detailed 
procedures were not presented to the board, thus limiting the board’s ability to understand the 
analysis underlying its capital-planning decisions. 

the FRb also observed that companies with weaker risk-management practices could not 
demonstrate how some of their risks were accounted for in their capital-planning processes, 
which is a cause for concern.  the regulators observed weaknesses in the validation of risk models, 
evaluation of underlying assumptions and the independence of the model-validation groups.  
these concerns were exacerbated when covered companies’ risk personnel functioned in silos 
rather than in an enterprise-wide risk framework. 

bank-holding companies with weaker practices had poor or no reconciliation procedures or other 
controls in place to ensure the integrity, completeness and accuracy of post-stress quantitative 
capital ratios, as well as weak governance and documentation standards. 

moreover, institutions with lagging practices had capital policies that did not clearly articulate 
capital goals and targets or provide analytical support for how these goals and targets were 
determined to be appropriate.  the policies were also not comprehensive or detailed enough to 
provide clear guidance about how the company would respond as its capital position changed in 
different economic circumstances.

iMPLicatiOnS fOr DirEctOr-anD-OfficEr LiaBiLity 

the regulatory requirements in the proposed rule, if approved, will formalize the roles, duties 
and responsibilities of the risk committee and the chief risk officer.  the boards of directors in 
large financial institutions are likely to add to their conventional role of providing oversight with 
additional responsibilities for management of risks and operations.  

this already seems to have been the case for the boards of directors of large financial institutions 
over the past few years as they have gone through stress-testing and capital-planning efforts.  
the FRb’s observations of poor stress testing governance, inadequate enforcement policies 
and lagging internal-risk identification, measurement and management practices indicate that 
we may see more cases of capital plans falling short of the desirable “non-objection” status.  
institutions that end up with “conditional non-objection” or “objection” results to their capital 
plans may find themselves subject to a level 2, level 3 or, in the worst case, level 4 remediation.

With such a broad range of weaknesses emanating from poor governance and practices 
falling short of regulatory expectations, one can expect that boards of directors may face new 
liability issues as the responsibilities of the risk committee and chief risk officer become more 
defined and as the courts start applying the business judgment rule in the context of these new 
responsibilities.  Adoption of the proposed rule is expected to create new standards of care under 
federal banking law enforcement statutes, and this can have a profound effect given the decision 
in Atherton v. Federal Deposit Insurance Corp., 519 u.S. 213 (1997).8 

though directors and officers will have some protection from a business judgment rule 
perspective, a growing body of statutory law finds directors and officers liable for acts and 




