


The 2008 Financial Crisis was caused, in part, by excessive risk-taking by banks, 
in parallel with the burst of the US housing market bubble. The crisis rapidly 
became a global economic shock, resulting in bank failures due to inadequate 
capital to absorb financial losses. In response to this crisis, central banks 
and government, including the Federal Reserve, provided massive amounts 
of stimulus and bailout funds to keep the crisis from deepening and to restore 
faith in the financial system.
As a result, congressional and banking supervisory mandates were imposed to ensure that banks are restricted from excess risk-taking and 
are well capitalized to prevent another crisis.

At first, nineteen of the largest US banks were required to participate in the Troubled Asset Relief Program (TARP) and the Supervisory 
Capital Assessment Program (SCAP). SCAP was conducted by the Federal Reserve as a one-time financial stress test of the largest US banks 
to assess their financial strength on a go-forward basis, taking into consideration the capacity to withstand financial losses under stressed 
scenarios. SCAP proved extremely successful in demonstrating the banks’ financial strength and became the precursor to the Comprehensive 
Capital Analysis and Review (CCAR) framework and Dodd-Frank Act Stress Test (DFAST) exercise. While CCAR and DFAST are separate 
and distinct testing exercises, both rely on similar processes, data, and requirements. The activities as related to CCAR and DFAST are 
applicable to banks with average assets greater than $10 billion, although DFAST requirements were largely lifted by the Economic Growth, 
Regulatory Relief, and Consumer Protection Act of 2018 for banks with assets less than $100 billion.

Stress testing, as a capital and liquidity planning tool, is clearly an important endeavor for banks to demonstrate that they are viable going-
concern entities even under poor economic conditions. In addition, stress testing results allow supervisory monitoring by regulators and 
help with investor confidence. 

Although CCAR is somewhat limited in its view of negative economic conditions to the period of the Great Recession (2007 to 2009), it 
gives a stake in the ground to assess the impact on capital of a significant economic downturn and how a bank should and would manage 
its capital position during periods of economic stress. Recently, regulators have incorporated sensitivity analysis and specific scenarios 
related to the pandemic for larger institutions.

While useful for capital planning and demonstration of capital strength purposes, many institutions do not use stress testing to its greatest 
potential, given competing resources to focus on model analytics, regulatory findings, and preparation for the next regulatory exam. Banks 
should consider using stress testing in other practical risk management measures, such as business continuity, portfolio management, 
liquidity planning, and opportunity assessment.

When banks allow for a variety of forecasting scenarios, the resulting stress testing results can be useful to develop playbooks on how to 
address such outcomes. The playbooks can range from simple to complex. For the playbooks to be informative, they need to be updated for 
the precise scenarios when and if they occur. The playbook should consider impacts the stress scenarios could have on the bank’s business 
broadly—not just on capital adequacy.

Business Continuity Planning
Business continuity and contingency planning traditionally has focused on IT servers, alternate work locations for certain employees, and 
communications. However, not many (if any) plans have focused on the possibility of extended work from home, with total reliance on 
internet connectivity across an entire country or sector. Scenario-analysis exercises can allow participants to identify critical people and 
processes and then create a plan to ensure remotely situated operations, whether that is work from home or renting special space. 

Portfolio Management
Since stress testing is conducted on a forward-looking basis, vigorous scenario analysis will allow financial institutions to identify segments 
within credit or investment portfolios that are susceptible to economic downturns. This information can be shared with management to 
determine if corrective or preemptive actions are necessary. For example, a bank may have risk exposure to one sector but find that another 
sector is likely to outperform under the scenario conditions.




