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What is a US bank stress test?

A US bank stress test is a regulatory exercise conducted by the Federal Reserve
to ensure that large banks are financially resilient and can continue to lend to
households and businesses even in a severe economic downturn.1 These tests
were established in the wake of the 2008 financial crisis to prevent a similar
systemic collapse.2

How it Works: A Deep Dive

The stress test is a forward-looking analysis that assesses a bank's ability to
withstand a hypothetical, "severely adverse" economic scenario.3 Here's a
breakdown of the key components and processes:

1. The "Severely Adverse" Scenario:

Each year, the Federal Reserve designs and publishes a hypothetical scenario that
includes a severe global recession.4 This scenario is a crucial element of the test,
as it sets the conditions under which the banks' finances are evaluated.5 The
scenario typically includes:

« Significant increase in unemployment: The unemployment rate rises sharply,
which directly impacts consumer and business loan defaults.

o Steep decline in asset prices: This includes a major drop in commercial and
residential real estate prices, as well as a significant fall in equity markets.6

» Widening credit spreads: The difference between interest rates on corporate
bonds and government bonds increases, making it more expensive for
businesses to borrow.7

e Other macroeconomic factors: The scenario also includes other variables
such as a decline in GDP and changes in interest rates.
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For banks with large trading operations, a separate component called the "global
market shock" is added to the test.8 This simulates a sharp increase in market
volatility and stresses their trading and other fair-valued positions.9

2. The Test's Objective:

The primary goal of the stress test is to determine whether banks have enough
capital to absorb losses under the severely adverse scenario.10 Capital is a bank's
buffer against unexpected losses.11 The key metric is the Common Equity Tier 1
(CET1) capital ratio, which measures a bank's core capital against its risk-
weighted assets.12 The test projects how this ratio would change over a nine-
quarter period under the stressful conditions.13

3. The Process:

« Data Submission: Banks subject to the test provide the Federal Reserve with
detailed information about their balance sheets, including loan portfolios,
assets, and liabilities.

e Fed's Analysis: The Federal Reserve uses its own proprietary models to
project how the bank's losses, revenues, and expenses would be affected by
the severely adverse scenario.14

o Loss Projections: The models estimate potential losses across various loan
categories, such as credit cards, mortgages, and commercial and industrial
loans.15 The projections also account for other potential losses, such as those
from trading and counterparty defaults.16

« Capital Projections: Based on the projected losses and other financial
impacts, the Fed calculates the bank's projected capital levels throughout the
nine-quarter period.17 The focus is on the bank's minimum post-stress capital
ratio.18

» Stress Capital Buffer (SCB): The results of the stress test directly influence a
bank's Stress Capital Buffer (SCB).19 The SCB is a capital requirement that
sits on top of a bank's other minimum capital requirements. It is a bank-
specific buffer, with the size of the buffer determined by the projected capital
depletion in the stress test. The higher the projected losses, the larger the
SCB.

4. Results and Implications:
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The Federal Reserve publicly releases the results of the stress test, which include
the aggregate results for all tested banks and the individual results for each
bank.20 These results do not provide a simple "pass" or "fail" grade. Instead, they
demonstrate whether each bank's capital levels would remain above their
minimum requirements throughout the stress period.21

The implications of the stress test results are significant for banks:

o Capital Planning: The results are a major driver of a bank's capital planning.22
A bank's ability to pay dividends, repurchase shares, and make other capital
distributions is directly tied to its performance in the stress test and its
resulting SCB.23 If a bank's capital levels fall too close to the minimum, it may
be forced to reduce or suspend these activities to conserve capital.

o Risk Management: The stress test encourages banks to improve their internal
risk management and capital planning processes.24 It forces them to consider
and prepare for a wide range of potential risks.25

o Market Confidence: The public disclosure of the results provides
transparency and helps build confidence in the banking system's stability.26
By demonstrating that even the largest banks can withstand a severe
recession, the tests help to reassure investors and the public.27

e Regulatory Scrutiny: A poor performance in the stress test can lead to
increased regulatory scrutiny and require a bank to take steps to strengthen its
financial position.28

Is a bank run a part of the stress test?

No, a bank run is not a direct component of the standard US bank stress test, but
the stress test is designed to prevent the conditions that could lead to one.

Here's a breakdown of the distinction:

e Bank Run: A bank run is a sudden and large-scale withdrawal of deposits by
customers who fear the bank might fail.1 This is primarily a liquidity crisis,
where a bank doesn't have enough cash on hand to meet all the withdrawal
demands, even if it is technically solvent (meaning its assets are greater than
its liabilities). A bank run can become a self-fulfilling prophecy, as the panic
itself can cause a bank to fail.
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» Bank Stress Test: The standard US bank stress test, conducted by the Federal
Reserve, is primarily a solvency test.2 It's designed to see if a bank has
enough capital to absorb massive losses from a severe recession.3 The
"severely adverse" scenario in the stress test includes economic conditions
(like high unemployment and falling asset prices) that would cause a bank's
loan portfolio to lose value and result in significant credit losses.4 The test's
main objective is to ensure that even with these losses, the bank's capital (its
financial buffer) remains above regulatory minimums.5

While the stress test doesn't explicitly model a bank run, it does address the core
issue that underpins a bank run: a bank's financial stability. By ensuring banks are
well-capitalized and can withstand a severe economic shock, the stress test
builds public and market confidence in the banking system.6 This confidence is a
key deterrent to the kind of panic that triggers a bank run.

In recent years, however, there has been a growing recognition of the importance
of liquidity risk, and regulators have implemented separate, but related, rules to
address it. Banks are required to conduct their own internal liquidity stress tests,
and the Federal Reserve has other tools, like the Liquidity Coverage Ratio (LCR),
to ensure banks hold enough high-quality liquid assets to survive a short-term
liquidity crisis.7

In summary: the US bank stress test is a capital-focused exercise to ensure
solvency, while a bank run is a liquidity event.8 However, by promoting strong
capital positions, the stress test is a critical preventative measure against the
instability that could lead to a bank run.

If the stress test was in place before the 2008 financial crisis, was there a
chance to detect the financial failure?

It's highly probable that a stress test, had it been in place before the 2008
financial crisis, would have detected significant vulnerabilities in the financial
system and could have potentially prevented or mitigated the severity of the crisis.

Here's why:

e The Core Problem: The 2008 crisis was fundamentally a solvency crisis that
turned into a liquidity crisis. Banks had taken on massive amounts of risk
through complex financial products tied to subprime mortgages. When the
housing market collapsed, the value of those assets plummeted, leaving banks
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with huge losses and insufficient capital to absorb them.1 The lack of
transparency about these losses caused a loss of confidence in the entire
financial system, leading to a freeze in credit markets and a run on institutions
like Bear Stearns and Lehman Brothers.

 What a Stress Test Would Have Done: A well-designed stress test would have
simulated a "severely adverse" scenario that included a sharp drop in housing
prices, a rise in unemployment, and a widening of credit spreads. This
scenario would have directly targeted the very risks that caused the crisis.

o Loss Projections: The test would have estimated the massive losses
banks would face on their mortgage-backed securities, collateralized debt
obligations (CDOs), and other complex assets.

o Capital Shortfalls: By projecting these losses against the banks' capital,
the stress test would have revealed that many major financial institutions
were severely undercapitalized and would fall below their minimum capital
requirements in such a scenario.

o Forced Action: The results would have forced regulators and banks to
confront these vulnerabilities head-on. Banks would have been compelled
to raise more capital, reduce their risk exposure, and strengthen their
balance sheets to meet the stress test requirements. This could have
involved:

» Raising capital from private investors: This is exactly what regulators
did in 2009 with the Supervisory Capital Assessment Program (SCAP),
the first stress test.2 The SCAP found that several banks needed to
raise a collective $75 billion in capital, which they were able to do from
private markets, restoring confidence.3

= Shrinking risky portfolios: Banks would have been pressured to sell
off some of their riskier assets, reducing their exposure to the housing
market bubble.

= Improving risk management: The process would have highlighted the
inadequacy of the banks' own risk models and forced them to improve
their internal controls and risk management practices.

o Why it Could have Prevented or Mitigated the Crisis:
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o Early Warning: The stress test would have provided a powerful early
warning signal to both regulators and the public about the extreme fragility
of the financial system.

o Transparency and Confidence: By forcing banks to reveal their
vulnerabilities and then take action to fix them, the stress test would have
increased transparency and helped to prevent the loss of confidence that
led to the panic of 2008.

o Preemptive Capital Building: The capital that banks were forced to raise in
a hypothetical, pre-crisis scenario would have been a real buffer that could
have absorbed losses when the crisis actually hit. This would have
reduced the need for government bailouts and the systemic risk to the
economy.

While no single regulatory tool can prevent every financial crisis, the bank stress
test is a direct response to the failures of the 2008 crisis.4 Its purpose is to ensure
that banks have enough capital to withstand precisely the kind of economic shock
that occurred in 2008.5

What is the confidence level of the current bank stress test? Do | need to be
concerned and place my hard earned retirement money under my mattress?

This is an excellent and very important question. Let's break down the confidence
level of the current bank stress test and address your concern about placing your
money under a mattress.

The Confidence Level of the Bank Stress Test

The current bank stress test, as conducted by the Federal Reserve, has a very
high level of confidence for its intended purpose. It's a robust and sophisticated
tool designed to ensure the largest US banks are financially stable. The core
reasons for this high confidence are:

1. It's a Direct Response to the 2008 Crisis: The stress test was created
specifically to address the failures that led to the 2008 financial crisis.1 The
hypothetical "severely adverse" scenarios are designed to simulate a similar
or even worse economic shock, including major drops in home prices,
commercial real estate, and a significant rise in unemployment. This forces
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banks to prove they can withstand the very conditions that caused the last
crisis.

2. Increased Capital Requirements: Since the stress tests were implemented,
the largest banks have more than doubled their common equity capital in
aggregate. This means they have a much larger financial buffer to absorb
losses than they did before 2008.2 The stress test is a key driver of this
capital accumulation through the Stress Capital Buffer (SCB), which is a bank-
specific requirement based on the test's results.3

3. Transparency and Public Scrutiny: The Federal Reserve releases the results
of the stress tests publicly. This transparency allows investors, analysts, and
the public to see that these banks have sufficient capital to weather a severe
recession. This builds confidence in the banking system, which is a crucial
deterrent to bank runs.

4. Countercyclical Design: The stress test scenarios are designed to be
countercyclical. This means that the scenarios are more severe when the
economy is strong, forcing banks to hold more capital in good times. When the
economy is weak, the scenarios become less severe, which may allow banks
to use their accumulated capital to continue lending and support the
economy.4

However, there is no such thing as a 100% foolproof system. Some critics argue
that the stress test scenarios could be more transparent or that they might not
fully capture every potential risk, such as a rapid liquidity crisis that could be
triggered by social media.5 But overall, the system is far more robust than it was
before 2008.

Do | Need to Be Concerned and Place My Hard-Earned Retirement
Money Under My Mattress?

Absolutely not. Placing your money under a mattress is one of the riskiest things
you can do with your savings. Here's why you should have a very high level of
confidence in the US banking system and its protections:

1. FDIC Insurance: The single most important protection for your money is FDIC
insurance. The Federal Deposit Insurance Corporation (FDIC) insures your
deposits up to at least $250,000 per depositor, per FDIC-insured bank, per
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ownership category.6 This means if your bank fails, the FDIC will pay you
back your insured deposits, dollar for dollar.7 In the nearly 90-year history of
the FDIC, no depositor has ever lost a penny of insured funds due to a bank
failure.8

2. No Bank has Failed a Stress Test: The stress test is not a pass/fail exam in the
traditional sense, but the results show that all participating banks have always
maintained capital ratios above their required minimums, even under the most
stressful scenarios. This demonstrates that the system is resilient and that the
banks have the capital they need.

3. The Government as the "Lender of Last Resort": In the rare event of a
widespread panic (which the stress tests are designed to prevent), the Federal
Reserve can act as the "lender of last resort."9 This means they can provide
emergency loans to banks to ensure they have the cash to meet customer
withdrawal demands. This was a key action taken in the 2008 crisis and the
more recent regional bank issues in 2023.

4. Risks of Keeping Cash at Home: Hiding cash at home exposes you to
numerous risks that are not covered by any insurance, including:

o Theft or burglary: Your money can be stolen.
« Fire or natural disaster: Your cash can be destroyed.

o Loss of purchasing power: Inflation will erode the value of your cash over
time, as it's not earning any interest.10

e Norecord: If the money is lost or stolen, there is no way to prove you had
it.

The bank stress tests provide a powerful signal that the largest banks are well-
capitalized and resilient.11 Your hard-earned money is far safer in an FDIC-insured
bank, where it is protected by the full faith and credit of the US government, than
it is hidden in your home.12

I've heard that if the US financial system is really in a dire situation, the fed can
just print money, is this true and valid?
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This is a common and important question, and the short answer is that the Federal
Reserve can, and does, use a process that is often described as "printing money"
to stabilize the financial system.1 However, the mechanism is a bit more complex
and nuanced than a literal printing press.

The Federal Reserve's Tools

When people say the Fed "prints money," they are usually referring to one of its
key monetary policy tools, particularly during a financial crisis: quantitative
easing (QE).2

Here's how it works and why it's a valid, albeit controversial, tool:

o Open Market Operations: Normally, the Fed influences the money supply by
buying and selling U.S. government bonds in the open market.3 This is a
routine operation to manage short-term interest rates.4 When the Fed buys
bonds from banks, it pays for them by crediting the banks' reserve accounts.5
This increases the amount of money banks have, encouraging them to lend
more, which stimulates the economy.6

» Quantitative Easing (QE): In a dire situation, especially when standard interest
rate policies are no longer effective (e.g., interest rates are already near zero),
the Fed can resort to QE.7 This involves the Fed making large-scale purchases
of not just government bonds, but also other financial assets like mortgage-
backed securities from banks and other financial institutions.8

» How it "Prints Money": When the Fed buys these assets, it doesn't use
existing money. It essentially creates new money in the form of digital credits
to the banks' accounts. This is the modern, digital equivalent of "printing
money." This new money flows into the banking system, increasing the banks'
reserves and lowering long-term interest rates.9

Why This Is Done

The primary goals of this action are to:

1. Inject Liquidity: During a financial crisis, banks become hesitant to lend to
each other and to businesses, fearing they won't be paid back. This "credit
freeze" can bring the economy to a halt. By buying assets from banks, the Fed
gives them cash (liquidity) and encourages them to start lending again.10
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2. Lower Long-Term Interest Rates: By purchasing long-term bonds, the Fed
increases their price and, by extension, decreases their yield (the interest
rate).11 This makes it cheaper for businesses and consumers to borrow for
things like mortgages and car loans, which can stimulate economic activity.12

3. Restore Market Confidence: The Fed's actions send a powerful signal to the
market that it is committed to stabilizing the financial system. This can help to
restore confidence and prevent a full-blown panic.13

The Risks and Concerns

While this is a valid and powerful tool, it is not without risks, which is why it's
typically used only in severe situations.14 The main concern is inflation.

 Inflation: The "quantity theory of money" suggests that if the money supply
increases faster than the economy's output of goods and services, it will lead
to inflation.15 More money chasing the same amount of goods will cause
prices to rise. This is why central banks must be careful to manage the
amount of money they create and to "unwind" these programs (by selling off
the assets) when the economy recovers.

» Hyperinflation: In extreme cases, like in Weimar Germany or Zimbabwe,
governments have printed money to directly fund government spending,
leading to uncontrolled hyperinflation where the currency becomes
worthless.16 The Fed's actions are different because they are aimed at
providing liquidity to the financial system, not directly funding government
spending.17 However, the risk of inflation is always a serious consideration.

In conclusion, the idea that the Fed can "print money" is a simplified but
essentially true description of one of its most powerful tools for stabilizing the
financial system in a crisis. This process, known as quantitative easing, is a valid
and proven method for providing liquidity and restoring confidence, butitis a
complex balancing act with the potential for creating inflationary pressures if not
managed carefully.

So in short, it's okay to put my money in the stock market no matter what. ltis a
win-win for me with compounding in long term?

That's an understandable conclusion to draw, but it's a simplification that has
some very important caveats. While long-term investing in the stock market with

Al-01923 Bank Stress Test

10



compounding can be incredibly powerful, it is definitely not a guaranteed win-
win.

Here's a more nuanced explanation:

The "Win-Win" of Compounding and Long-Term Investing

o Compounding is a powerful force: As you mentioned, compounding is the
"win-win" element of long-term investing. It's the process of earning returns
not only on your initial investment but also on the accumulated returns over
time.1 This creates an exponential growth curve that can significantly build
wealth over decades.2 The longer your time horizon, the more pronounced
this effect becomes.3

« Historical Performance: Historically, over long periods (20+ years), the stock
market has consistently outperformed other asset classes like bonds and
cash. This is because stocks represent ownership in companies that grow and
generate profits, contributing to a growing economy.

The Major Caveats and Risks

The phrase "no matter what" is the key issue here. The stock market is not a risk-
free environment.4 Here are the risks you must be aware of:

» Market Risk: This is the big one. The value of your investments can and will
go down. The market is subject to economic downturns, geopolitical events,
and other factors that can cause significant declines. While the market has
always recovered historically, there is no guarantee that it will in the future,
and the recovery period can be long. For example, it took the S&P 500 several
years to recover from the dot-com bubble and the 2008 financial crisis.5

e Loss of Principal: Unlike an FDIC-insured bank account, you can lose your
entire investment in a stock or even a portfolio of stocks. There is no
insurance to protect you from market losses. A company you invest in could
go bankrupt, and you could lose all the money you put into it.6

 Inflation Risk: While stocks have a good track record of beating inflation over
the long term, there's no guarantee. If your investment returns don't keep up
with the rate of inflation, you're losing purchasing power over time, even if the
nominal value of your portfolio is going up.
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» Your Behavior: This is a huge factor. The "win-win" of long-term investing
only works if you stick with your plan. If you panic during a market downturn
and sell your investments at a loss, you turn a paper loss into a real loss and
miss out on the eventual recovery.

» Diversification is Key: The historical performance of the "stock market" is
based on broad market indexes like the S&P 500, which represent hundreds of
different companies.7 Investing all your money in a single stock is an
extremely risky and concentrated bet.8 Proper diversification is essential to
mitigate the risk of any single company's failure.9

Summary

In short, while the stock market offers the most potential for long-term wealth
creation, it is not risk-free. It's a trade-off: you accept a higher level of risk in
exchange for the potential for higher returns.10

Here's the distinction:

« Bank Account: Your money is safe (up to FDIC limits) but has limited growth
potential. It's designed to protect your capital.

o Stock Market: Your money is not guaranteed, but it has the potential for
significant long-term growth through compounding.11 It's designed to grow
your capital.

The best strategy for most people is a balanced one: keep an emergency fund in
an FDIC-insured bank account for safety and liquidity, and invest the rest of your
long-term savings in a diversified portfolio of low-cost index funds or ETFs to take
advantage of the power of compounding over time. It's a way to get the best of
both worlds—safety for what you need now and growth for what you'll need in the
future.
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