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21 12 U.S.C. 5365(i)(1); 12 CFR part 252, sub-
part F. 

22 12 U.S.C. 5365(i)(2); 12 CFR part 252, sub-
parts G and H. 

23 The stress test rules define scenarios as 
‘‘those sets of conditions that affect the U.S. 
economy or the financial condition of a 
[company] that the Board annually deter-

mines are appropriate for use in stress tests, 
including, but not limited to, baseline, ad-
verse, and severely adverse scenarios.’’ The 
stress test rules define baseline scenario as a 
‘‘set of conditions that affect the U.S. econ-
omy or the financial condition of a company 
and that reflect the consensus views of the 
economic and financial outlook.’’ The stress 
test rules define adverse scenario a ‘‘set of 
conditions that affect the U.S. economy or 
the financial condition of a company that 
are more adverse than those associated with 
the baseline scenario and may include trad-
ing or other additional components.’’ The 
stress test rules define severely adverse sce-
nario as a ‘‘set of conditions that affect the 
U.S. economy or the financial condition of a 
company and that overall are more severe 
than those associated with the adverse sce-
nario and may include trading or other addi-
tional components.’’ See 12 CFR 252.132(a), 
(d), (m), and (n); 12 CFR 252.142(a), (d), (o), 
and (p); 12 CFR 252.152(a), (e), (o), and (p). 

24 12 CFR 252.144(b), 12 CFR 252.154(b). The 
annual company-run stress tests use data as 
of September 30 of each calendar year. 

25 12 CFR 252.144(b), 154(b). 
26 Id. 

(c) Content of results. (1) The disclo-
sure of aggregate losses, pre-provision 
net revenue, provision for loan and 
lease losses, and net income that is re-
quired under paragraph (b) of this sec-
tion must be on a cumulative basis 
over the planning horizon. 

(2) The disclosure of pro forma regu-
latory capital ratios and any other cap-
ital ratios specified by the Board that 
is required under paragraph (b) of this 
section must include the beginning 
value, ending value and minimum 
value of each ratio over the planning 
horizon. 

Subpart I [Reserved] 

APPENDIX A TO PART 252—POLICY 
STATEMENT ON THE SCENARIO DE-
SIGN FRAMEWORK FOR STRESS TEST-
ING 

1. BACKGROUND 

a. The Board has imposed stress testing re-
quirements through its regulations (stress 
test rules) implementing section 165(i) of the 
Dodd-Frank Wall Street Reform and Con-
sumer Protection Act (Dodd-Frank Act or 
Act) and through its capital plan rule (12 
CFR 225.8). Under the stress test rules issued 
under section 165(i)(1) of the Act, the Board 
conducts an annual stress test (supervisory 
stress tests), on a consolidated basis, of each 
bank holding company with total consoli-
dated assets of $50 billion or more and each 
nonbank financial company that the Finan-
cial Stability Oversight Council has des-
ignated for supervision by the Board (to-
gether, covered companies).21 In addition, 
under the stress test rules issued under sec-
tion 165(i)(2) of the Act, covered companies 
must conduct stress tests semi-annually and 
other financial companies with total consoli-
dated assets of more than $10 billion and for 
which the Board is the primary regulatory 
agency must conduct stress tests on an an-
nual basis (together company-run stress 
tests).22 The Board will provide for at least 
three different sets of conditions (each set, a 
scenario), including baseline, adverse, and 
severely adverse scenarios for both super-
visory and company-run stress tests (macro-
economic scenarios).23 

b. The stress test rules provide that the 
Board will notify covered companies by no 
later than November 15 of each year of the 
scenarios it will use to conduct its annual 
supervisory stress tests and provide, also by 
no later than November 15, covered compa-
nies and other financial companies subject 
to the final rules the set of scenarios they 
must use to conduct their annual company- 
run stress tests.24 Under the stress test rules, 
the Board may require certain companies to 
use additional components in the adverse or 
severely adverse scenario or additional sce-
narios.25 For example, the Board expects to 
require large banking organizations with sig-
nificant trading activities to include a trad-
ing and counterparty component (market 
shock, described in the following sections) in 
their adverse and severely adverse scenarios. 
The Board will provide any additional com-
ponents or scenario by no later than Decem-
ber 1 of each year.26 The Board expects that 
the scenarios it will require the companies 
to use will be the same as those the Board 
will use to conduct its supervisory stress 
tests (together, stress test scenarios). 

c. In addition, § 225.8 of the Board’s Regula-
tion Y (capital plan rule) requires all U.S. 
bank holding companies with total consoli-
dated assets of $50 billion or more to submit 
annual capital plans, including stress test re-
sults, to the Board to allow the Board to as-
sess whether they have robust, forward-look-
ing capital planning processes and have suf-
ficient capital to continue operations 

VerDate Mar<15>2010 12:08 Mar 11, 2014 Jkt 232038 PO 00000 Frm 00299 Fmt 8010 Sfmt 8002 Q:\12\12V4.TXT ofr150 PsN: PC150



290 

12 CFR Ch. II (1–1–14 Edition) Pt. 252, App. A 

27 See Capital plans, 76 FR 74631 (Dec. 1, 
2011) (codified at 12 CFR 225.8). 

28 The Board may determine that modifica-
tions to the approach are appropriate, for in-
stance, to address a broader range of risks, 
such as, operational risk. 

29 12 CFR 252.134(b), 12 CFR 252.144(b), 12 
CFR 252.154(b). 

throughout times of economic and financial 
stress.27 

d. Stress tests required under the stress 
test rules and under the capital plan rule re-
quire the Board and financial companies to 
calculate pro-forma capital levels—rather 
than ‘‘current’’ or actual levels—over a spec-
ified planning horizon under baseline and 
stressful scenarios. This approach integrates 
key lessons of the 2007–2009 financial crisis 
into the Board’s supervisory framework. 
During the financial crisis, investor and 
counterparty confidence in the capitaliza-
tion of financial companies eroded rapidly in 
the face of changes in the current and ex-
pected economic and financial conditions, 
and this loss in market confidence imperiled 
companies’ ability to access funding, con-
tinue operations, serve as a credit inter-
mediary, and meet obligations to creditors 
and counterparties. Importantly, such a loss 
in confidence occurred even when a financial 
institution’s capital ratios were in excess of 
regulatory minimums. This is because the 
institution’s capital ratios were perceived as 
lagging indicators of its financial condition, 
particularly when conditions were changing. 

e. The stress tests required under the 
stress test rules and capital plan rule are a 
valuable supervisory tool that provides a for-
ward-looking assessment of large financial 
companies’ capital adequacy under hypo-
thetical economic and financial market con-
ditions. Currently, these stress tests pri-
marily focus on credit risk and market 
risk—that is, risk of mark-to-market losses 
associated with companies’ trading and 
counterparty positions—and not on other 
types of risk, such as liquidity risk. Pres-
sures stemming from these sources are con-
sidered in separate supervisory exercises. No 
single supervisory tool, including the stress 
tests, can provide an assessment of a com-
pany’s ability to withstand every potential 
source of risk. 

f. Selecting appropriate scenarios is an es-
pecially significant consideration for stress 
tests required under the capital plan rule, 
which ties the review of a bank holding com-
pany’s performance under stress scenarios to 
its ability to make capital distributions. 
More severe scenarios, all other things being 
equal, generally translate into larger pro-
jected declines in banks’ capital. Thus, a 
company would need more capital today to 
meet its minimum capital requirements in 
more stressful scenarios and have the ability 
to continue making capital distributions, 
such as common dividend payments. This 
translation is far from mechanical, however; 
it will depend on factors that are specific to 
a given company, such as underwriting 
standards and the company’s business model, 

which would also greatly affect projected 
revenue, losses, and capital. 

2. OVERVIEW AND SCOPE 

a. This policy statement provides more de-
tail on the characteristics of the stress test 
scenarios and explains the considerations 
and procedures that underlie the approach 
for formulating these scenarios. The consid-
erations and procedures described in this pol-
icy statement apply to the Board’s stress 
testing framework, including to the stress 
tests required under 12 CFR part 252, sub-
parts F, G, and H, as well as the Board’s cap-
ital plan rule (12 CFR 225.8).28 

b. Although the Board does not envision 
that the broad approach used to develop sce-
narios will change from year to year, the 
stress test scenarios will reflect changes in 
the outlook for economic and financial con-
ditions and changes to specific risks or 
vulnerabilities that the Board, in consulta-
tion with the other federal banking agencies, 
determines should be considered in the an-
nual stress tests. The stress test scenarios 
should not be regarded as forecasts; rather, 
they are hypothetical paths of economic 
variables that will be used to assess the 
strength and resilience of the companies’ 
capital in various economic and financial en-
vironments. 

c. The remainder of this policy statement 
is organized as follows. Section 3 provides a 
broad description of the baseline, adverse, 
and severely adverse scenarios and describes 
the types of variables that the Board expects 
to include in the macroeconomic scenarios 
and the market shock component of the 
stress test scenarios applicable to companies 
with significant trading activity. Section 4 
describes the Board’s approach for devel-
oping the macroeconomic scenarios, and sec-
tion 5 describes the approach for the market 
shocks. Section 6 describes the relationship 
between the macroeconomic scenario and 
the market shock components. Section 7 pro-
vides a timeline for the formulation and pub-
lication of the macroeconomic assumptions 
and market shocks. 

3. CONTENT OF THE STRESS TEST SCENARIOS 

a. The Board will publish a minimum of 
three different scenarios, including baseline, 
adverse, and severely adverse conditions, for 
use in stress tests required in the stress test 
rules.29 In general, the Board anticipates 
that it will not issue additional scenarios. 
Specific circumstances or vulnerabilities 
that in any given year the Board determines 
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30 The future path of a variable refers to its 
specification over a given time period. For 
example, the path of unemployment can be 
described in percentage terms on a quarterly 
basis over the stress testing time horizon. 

31 The Board may increase the range of 
countries or regions included in future sce-
narios, as appropriate. 

require particular vigilance to ensure the re-
silience of the banking sector will be cap-
tured in either the adverse or severely ad-
verse scenarios. A greater number of sce-
narios could be needed in some years—for ex-
ample, because the Board identifies a large 
number of unrelated and uncorrelated but 
nonetheless significant risks. 

b. While the Board generally expects to use 
the same scenarios for all companies subject 
to the final rule, it may require a subset of 
companies— depending on a company’s fi-
nancial condition, size, complexity, risk pro-
file, scope of operations, or activities, or 
risks to the U.S. economy—to include addi-
tional scenario components or additional 
scenarios that are designed to capture dif-
ferent effects of adverse events on revenue, 
losses, and capital. One example of such com-
ponents is the market shock that applies 
only to companies with significant trading 
activity. Additional components or scenarios 
may also include other stress factors that 
may not necessarily be directly correlated to 
macroeconomic or financial assumptions but 
nevertheless can materially affect compa-
nies’ risks, such as the unexpected default of 
a major counterparty. 

c. Early in each stress testing cycle, the 
Board plans to publish the macroeconomic 
scenarios along with a brief narrative sum-
mary that provides a description of the eco-
nomic situation underlying the scenario and 
explains how the scenarios have changed rel-
ative to the previous year. In addition, to as-
sist companies in projecting the paths of ad-
ditional variables in a manner consistent 
with the scenario, the narrative will also 
provide descriptions of the general path of 
some additional variables. These descrip-
tions will be general—that is, they will de-
scribe developments for broad classes of vari-
ables rather than for specific variables—and 
will specify the intensity and direction of 
variable changes but not numeric mag-
nitudes. These descriptions should provide 
guidance that will be useful to companies in 
specifying the paths of the additional vari-
ables for their company-run stress tests. 
Note that in practice it will not be possible 
for the narrative to include descriptions on 
all of the additional variables that compa-
nies may need to for their company-run 
stress tests. In cases where scenarios are de-
signed to reflect particular risks and 
vulnerabilities, the narrative will also ex-
plain the underlying motivation for these 
features of the scenario. The Board also 
plans to release a broad description of the 
market shock components. 

3.1 Macroeconomic Scenarios 

a. The macroeconomic scenarios will con-
sist of the future paths of a set of economic 

and financial variables.30 The economic and 
financial variables included in the scenarios 
will likely comprise those included in the 
‘‘2014 Supervisory Scenarios for Annual 
Stress Tests Required under the Dodd-Frank 
Act Stress Testing Rules and the Capital 
Plan Rule’’ (2013 supervisory scenarios). The 
domestic U.S. variables provided for in the 
2013 supervisory scenarios included: 

i. Six measures of economic activity and 
prices: real and nominal gross domestic prod-
uct (GDP) growth, the unemployment rate of 
the civilian non-institutional population 
aged 16 and over, real and nominal disposable 
personal income growth, and the Consumer 
Price Index (CPI) inflation rate; 

ii. Four measures of developments in eq-
uity and property markets: The Core Logic 
National House Price Index, the National 
Council for Real Estate Investment Fidu-
ciaries Commercial Real Estate Price Index, 
the Dow Jones Total Stock Market Index, 
and the Chicago Board Options Exchange 
Market Volatility Index; and 

iii. Six measures of interest rates: the rate 
on the three-month Treasury bill, the yield 
on the 5-year Treasury bond, the yield on the 
10-year Treasury bond, the yield on a 10-year 
BBB corporate security, the prime rate, and 
the interest rate associated with a con-
forming, conventional, fixed-rate, 30-year 
mortgage. 

b. The international variables provided for 
in the 2014 supervisory scenarios included, 
for the euro area, the United Kingdom, de-
veloping Asia, and Japan: 

i. Percent change in real GDP; 
ii. Percent change in the Consumer Price 

Index or local equivalent; and 
iii. The U.S./foreign currency exchange 

rate.31 
c. The economic variables included in the 

scenarios influence key items affecting fi-
nancial companies’ net income, including 
pre-provision net revenue and credit losses 
on loans and securities. Moreover, these 
variables exhibit fairly typical trends in ad-
verse economic climates that can have unfa-
vorable implications for companies’ net in-
come and, thus, capital positions. 

d. The economic variables included in the 
scenario may change over time. For exam-
ple, the Board may add variables to a sce-
nario if the international footprint of compa-
nies that are subject to the stress testing 
rules changed notably over time such that 

VerDate Mar<15>2010 12:08 Mar 11, 2014 Jkt 232038 PO 00000 Frm 00301 Fmt 8010 Sfmt 8002 Q:\12\12V4.TXT ofr150 PsN: PC150



292 

12 CFR Ch. II (1–1–14 Edition) Pt. 252, App. A 

32 Currently, companies with significant 
trading activity include the six bank holding 
companies that are subject to the market 
risk rule and have total consolidated assets 
greater than $500 billion, as reported on their 
FR Y–9C. The Board may also subject a state 
member bank subsidiary of any such bank 
holding company to the market shock com-
ponent. The set of companies subject to the 
market shock component could change over 

time as the size, scope, and complexity of fi-
nancial company’s trading activities evolve. 

the variables already included in the sce-
nario no longer sufficiently capture the ma-
terial risks of these companies. Alter-
natively, historical relationships between 
macroeconomic variables could change over 
time such that one variable (e.g., disposable 
personal income growth) that previously pro-
vided a good proxy for another (e.g., light ve-
hicle sales) in modeling companies’ pre-pro-
vision net revenue or credit losses ceases to 
do so, resulting in the need to create a sepa-
rate path, or alternative proxy, for the other 
variable. However, recognizing the amount 
of work required for companies to incor-
porate the scenario variables into their 
stress testing models, the Board expects to 
eliminate variables from the scenarios only 
in rare instances. 

e. The Board expects that the company 
may not use all of the variables provided in 
the scenario, if those variables are not ap-
propriate to the company’s line of business, 
or may add additional variables, as appro-
priate. The Board expects the companies will 
ensure that the paths of such additional 
variables are consistent with the scenarios 
the Board provided. For example, the compa-
nies may use, as part of their internal stress 
test models, local-level variables, such as 
state-level unemployment rates or city-level 
house prices. While the Board does not plan 
to include local-level macro variables in the 
stress test scenarios it provides, it expects 
the companies to evaluate the paths of local- 
level macro variables as needed for their in-
ternal models, and ensure internal consist-
ency between these variables and their ag-
gregate, macro-economic counterparts. The 
Board will provide the macroeconomic sce-
nario component of the stress test scenarios 
for a period that spans a minimum of 13 
quarters. The scenario horizon reflects the 
supervisory stress test approach that the 
Board plans to use. Under the stress test 
rules, the Board will assess the effect of dif-
ferent scenarios on the consolidated capital 
of each company over a forward-looking 
planning horizon of at least nine quarters. 

3.2 Market Shock Component 

a. The market shock component of the ad-
verse and severely adverse scenarios will 
only apply to companies with significant 
trading activity and their subsidiaries.32 The 

component consists of large moves in mar-
ket prices and rates that would be expected 
to generate losses. Market shocks differ from 
macroeconomic scenarios in a number of 
ways, both in their design and application. 
For instance, market shocks that might 
typically be observed over an extended pe-
riod (e.g., 6 months) are assumed to be an in-
stantaneous event which immediately af-
fects the market value of the companies’ 
trading assets and liabilities. In addition, 
under the stress test rules, the as-of date for 
market shocks will differ from the quarter- 
end, and the Board will provide the as-of 
date for market shocks no later than Decem-
ber 1 of each year. Finally, as described in 
section 4, the market shock includes a much 
larger set of risk factors than the set of eco-
nomic and financial variables included in 
macroeconomic scenarios. Broadly, these 
risk factors include shocks to financial mar-
ket variables that affect asset prices, such as 
a credit spread or the yield on a bond, and, 
in some cases, the value of the position itself 
(e.g., the market value of private equity posi-
tions). 

b. The Board envisions that the market 
shocks will include shocks to a broad range 
of risk factors that are similar in granu-
larity to those risk factors trading compa-
nies use internally to produce profit and loss 
estimates, under stressful market scenarios, 
for all asset classes that are considered trad-
ing assets, including equities, credit, interest 
rates, foreign exchange rates, and commod-
ities. Examples of risk factors include, but 
are not limited to: 

i. Equity indices of all developed markets, 
and of developing and emerging market na-
tions to which companies with significant 
trading activity may have exposure, along 
with term structures of implied volatilities; 

ii. Cross-currency FX rates of all major 
and many minor currencies, along term 
structures of implied volatilities; 

iii. Term structures of government rates 
(e.g., U.S. Treasuries), interbank rates (e.g., 
swap rates) and other key rates (e.g., com-
mercial paper) for all developed markets and 
for developing and emerging market nations 
to which companies may have exposure; 

iv. Term structures of implied volatilities 
that are key inputs to the pricing of interest 
rate derivatives; 

v. Term structures of futures prices for en-
ergy products including crude oil (differen-
tiated by country of origin), natural gas, and 
power; 

vi. Term structures of futures prices for 
metals and agricultural commodities; 

vii. ‘‘Value-drivers’’ (credit spreads or in-
strument prices themselves) for credit-sen-
sitive product segments including: corporate 
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bonds, credit default swaps, and 
collateralized debt obligations by risk; non- 
agency residential mortgage-backed securi-
ties and commercial mortgage-backed secu-
rities by risk and vintage; sovereign debt; 
and, municipal bonds; and 

viii. Shocks to the values of private equity 
positions. 

4. APPROACH FOR FORMULATING THE 
MACROECONOMIC ASSUMPTIONS FOR SCENARIOS 

a. This section describes the Board’s ap-
proach for formulating macroeconomic as-
sumptions for each scenario. The methodolo-
gies for formulating this part of each sce-
nario differ by scenario, so these methodolo-
gies for the baseline, severely adverse, and 
the adverse scenarios are described sepa-
rately in each of the following subsections. 

b. In general, the baseline scenario will re-
flect the most recently available consensus 
views of the macroeconomic outlook ex-
pressed by professional forecasters, govern-
ment agencies, and other public-sector orga-
nizations as of the beginning of the annual 
stress-test cycle. The severely adverse sce-
nario will consist of a set of economic and fi-
nancial conditions that reflect the condi-
tions of post-war U.S. recessions. The ad-
verse scenario will consist of a set of eco-
nomic and financial conditions that are more 
adverse than those associated with the base-
line scenario but less severe than those asso-
ciated with the severely adverse scenario. 

c. Each of these scenarios is described fur-
ther in sections below as follows: baseline 
(subsection 4.1), severely adverse (subsection 
4.2), and adverse (subsection 4.3) 

4.1 Approach for Formulating Macroeconomic 
Assumptions in the Baseline Scenario 

a. The stress test rules define the baseline 
scenario as a set of conditions that affect the 
U.S. economy or the financial condition of a 
banking organization, and that reflect the 
consensus views of the economic and finan-
cial outlook. Projections under a baseline 
scenario are used to evaluate how companies 
would perform in more likely economic and 
financial conditions. The baseline serves also 
as a point of comparison to the severely ad-
verse and adverse scenarios, giving some 
sense of how much of the company’s capital 
decline could be ascribed to the scenario as 
opposed to the company’s capital adequacy 
under expected conditions. 

b. The baseline scenario will be developed 
around a macroeconomic projection that 
captures the prevailing views of private-sec-
tor forecasters (e.g. Blue Chip Consensus 
Forecasts and the Survey of Professional 
Forecasters), government agencies, and 
other public-sector organizations (e.g., the 
International Monetary Fund and the Orga-
nization for Economic Co-operation and De-
velopment) near the beginning of the annual 

stress-test cycle. The baseline scenario is de-
signed to represent a consensus expectation 
of certain economic variables over the time 
period of the tests and it is not the Board’s 
internal forecast for those economic vari-
ables. For example, the baseline path of 
short-term interest rates is constructed from 
consensus forecasts and may differ from that 
implied by the FOMC’s Summary of Economic 
Projections. 

c. For some scenario variables—such as 
U.S. real GDP growth, the unemployment 
rate, and the consumer price index—there 
will be a large number of different forecasts 
available to project the paths of these vari-
ables in the baseline scenario. For others, a 
more limited number of forecasts will be 
available. If available forecasts diverge nota-
bly, the baseline scenario will reflect an as-
sessment of the forecast that is deemed to be 
most plausible. In setting the paths of vari-
ables in the baseline scenario, particular 
care will be taken to ensure that, together, 
the paths present a coherent and plausible 
outlook for the U.S. and global economy, 
given the economic climate in which they 
are formulated. 

4.2 Approach for Formulating the Macro-
economic Assumptions in the Severely Adverse 
Scenario 

The stress test rules define a severely ad-
verse scenario as a set of conditions that af-
fect the U.S. economy or the financial condi-
tion of a financial company and that overall 
are more severe than those associated with 
the adverse scenario. The financial company 
will be required to publicly disclose a sum-
mary of the results of its stress test under 
the severely adverse scenario, and the Board 
intends to publicly disclose the results of its 
analysis of the financial company under the 
adverse scenario and the severely adverse 
scenario. 

4.2.1 General Approach: The Recession 
Approach 

a. The Board intends to use a recession ap-
proach to develop the severely adverse sce-
nario. In the recession approach, the Board 
will specify the future paths of variables to 
reflect conditions that characterize post-war 
U.S. recessions, generating either a typical 
or specific recreation of a post-war U.S. re-
cession. The Board chose this approach be-
cause it has observed that the conditions 
that typically occur in recessions—such as 
increasing unemployment, declining asset 
prices, and contracting loan demand—can 
put significant stress on companies’ balance 
sheets. This stress can occur through a vari-
ety of channels, including higher loss provi-
sions due to increased delinquencies and de-
faults; losses on trading positions through 
sharp moves in market prices; and lower 
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33 More recently, a monthly measure of 
GDP has been added to the list of indicators. 

34 Even though all recessions feature in-
creases in the unemployment rate and con-
tractions in incomes and economic activity, 
the size of this change has varied over post- 
war U.S. recessions. Table 1 documents the 
variability in the depth of post-war U.S. re-
cessions. Some recessions—labeled mild in 
Table 1—have been relatively modest with 
GDP edging down just slightly and the un-
employment rate moving up about a percent-
age point. Other recessions—labeled severe 
in Table 1—have been much harsher with 
GDP dropping 3d percent and the unemploy-
ment rate moving up a total of about 4 per-
centage points. 

35 Six to eight quarters is the average num-
ber of quarters for which a severe recession 
lasts plus the average number of subsequent 
quarters over which the unemployment rate 
continues to rise. The variable length of the 
timeframe reflects the different paths to the 
peak unemployment rate depending on the 
severity of the scenario. 

bank income through reduced loan origina-
tions. For these reasons, the Board believes 
that the paths of economic and financial 
variables in the severely adverse scenario 
should, at a minimum, resemble the paths of 
those variables observed during a recession. 

b. This approach requires consideration of 
the type of recession to feature. All post-war 
U.S. recessions have not been identical: some 
recessions have been associated with very 
elevated interest rates, some have been asso-
ciated with sizable asset price declines, and 
some have been relatively more global. The 
most common features of recessions, how-
ever, are increases in the unemployment rate 
and contractions in aggregate incomes and 
economic activity. For this and the fol-
lowing reasons, the Board intends to use the 
unemployment rate as the primary basis for 
specifying the severely adverse scenario. 
First, the unemployment rate is likely the 
most representative single summary indi-
cator of adverse economic conditions. Sec-
ond, in comparison to GDP, labor market 
data have traditionally featured more promi-
nently than GDP in the set of indicators that 
the National Bureau of Economic Research 
reviews to inform its recession dates.33 Third 
and finally, the growth rate of potential out-
put can cause the size of the decline in GDP 
to vary between recessions. While changes in 
the unemployment rate can also vary over 
time due to demographic factors, this seems 
to have more limited implications over time 
relative to changes in potential output 
growth. The unemployment rate used in the 
severely adverse scenario will reflect an un-
employment rate that has been observed in 
severe post-war U.S. recessions, measuring 
severity by the absolute level of and relative 
increase in the unemployment rate.34 

c. After specifying the unemployment rate, 
the Board will specify the paths of other 
macroeconomic variables based on the paths 
of unemployment, income, and activity. 
However, many of these other variables have 
taken wildly divergent paths in previous re-
cessions (e.g., house prices), requiring the 

Board to use its informed judgment in select-
ing appropriate paths for these variables. In 
general, the path for these other variables 
will be based on their underlying structure 
at the time that the scenario is designed 
(e.g., the relative fragility of the housing fi-
nance system). 

d. The Board considered alternative meth-
ods for scenario design of the severely ad-
verse scenario, including a probabilistic ap-
proach. The probabilistic approach con-
structs a baseline forecast from a large-scale 
macroeconomic model and identifies a sce-
nario that would have a specific probabilistic 
likelihood given the baseline forecast. The 
Board believes that, at this time, the reces-
sion approach is better suited for developing 
the severely adverse scenario than a prob-
abilistic approach because it guarantees a 
recession of some specified severity. In con-
trast, the probabilistic approach requires the 
choice of an extreme tail outcome—relative 
to baseline—to characterize the severely ad-
verse scenario (e.g., a 5 percent or a 1 per-
cent. tail outcome). In practice, this choice 
is difficult as adverse economic outcomes are 
typically thought of in terms of how vari-
ables evolve in an absolute sense rather than 
how far away they lie in the probability 
space away from the baseline. In this sense, 
a scenario featuring a recession may be 
somewhat clearer and more straightforward 
to communicate. Finally, the probabilistic 
approach relies on estimates of uncertainty 
around the baseline scenario and such esti-
mates are in practice model-dependent. 

4.2.2 Setting the Unemployment Rate Under 
the Severely Adverse Scenario 

a. The Board anticipates that the severely 
adverse scenario will feature an unemploy-
ment rate that increases between 3 to 5 per-
centage points from its initial level over the 
course of 6 to 8 calendar quarters.35 The ini-
tial level will be set based on the conditions 
at the time that the scenario is designed. 
However, if a 3 to 5 percentage point increase 
in the unemployment rate does not raise the 
level of the unemployment rate to at least 10 
percent—the average level to which it has in-
creased in the most recent three severe re-
cessions—the path of the unemployment rate 
in most cases will be specified so as to raise 
the unemployment rate to at least 10 per-
cent. 
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36 Note, however, that the severity of the 
scenario would not exceed an implausible 
level: even at the upper end of the range of 
unemployment-rate increases, the path of 

the unemployment rate would still be con-
sistent with severe post-war U.S. recessions. 

b. This methodology is intended to gen-
erate scenarios that feature stressful out-
comes but do not induce greater 
procyclicality in the financial system and 
macroeconomy. When the economy is in the 
early stages of a recovery, the unemploy-
ment rate in a baseline scenario generally 
trends downward, resulting in a larger dif-
ference between the path of the unemploy-
ment rate in the severely adverse scenario 
and the baseline scenario and a severely ad-
verse scenario that is relatively more in-
tense. Conversely, in a sustained strong ex-
pansion—when the unemployment rate may 
be below the level consistent with full em-
ployment—the unemployment in a baseline 
scenario generally trends upward, resulting 
in a smaller difference between the path of 
the unemployment rate in the severely ad-
verse scenario and the baseline scenario and 
a severely adverse scenario that is relatively 
less intense. Historically, a 3 to 5 percentage 
point increase in unemployment rate is re-
flective of stressful conditions. As illus-
trated in Table 1, over the last half-century, 
the U.S. economy has experienced four se-
vere post-war recessions. In all four of these 
recessions the unemployment rate increased 
3 to 5 percentage points and in the three 
most recent of these recessions the unem-
ployment rate reached a level between 9 per-
cent and 11 percent. 

c. Under this method, if the initial unem-
ployment rate were low—as it would be after 
a sustained long expansion—the unemploy-
ment rate in the scenario would increase to 
a level as high as what has been seen in past 
severe recessions. However, if the initial un-
employment rate were already high—as 
would be the case in the early stages of a re-
covery—the unemployment rate would ex-
hibit a change as large as what has been seen 
in past severe recessions. 

d. The Board believes that the typical in-
crease in the unemployment rate in the se-
verely adverse scenario will be about 4 per-
centage points. However, the Board will cali-
brate the increase in unemployment based 
on its views of the status of cyclical sys-
temic risk. The Board intends to set the un-
employment rate at the higher end of the 
range if the Board believed that cyclical sys-
temic risks were high (as it would be after a 
sustained long expansion), and to the lower 
end of the range if cyclical systemic risks 
were low (as it would be in the earlier stages 
of a recovery). This may result in a scenario 
that is slightly more intense than normal if 
the Board believed that cyclical systemic 
risks were increasing in a period of robust 
expansion.36 Conversely, it will allow the 

Board to specify a scenario that is slightly 
less intense than normal in an environment 
where systemic risks appeared subdued, such 
as in the early stages of an expansion. How-
ever, even at the lower end of the range of 
unemployment-rate increases, the scenario 
will still feature an increase in the unem-
ployment rate similar to what has been seen 
in about half of the severe recessions of the 
last 50 years. 

e. As indicated previously, if a 3 to 5 per-
centage point increase in the unemployment 
rate does not raise the level of the unem-
ployment rate to 10 percent—the average 
level to which it has increased in the most 
recent three severe recessions—the path of 
the unemployment rate will be specified so 
as to raise the unemployment rate to 10 per-
cent. Setting a floor for the unemployment 
rate at 10 percent recognizes the fact that 
not only do cyclical systemic risks build up 
at financial intermediaries during robust ex-
pansions but that these risks are also easily 
obscured by the buoyant environment. 

f. In setting the increase in the unemploy-
ment rate, the Board will consider the extent 
to which analysis by economists, super-
visors, and financial market experts finds cy-
clical systemic risks to be elevated (but dif-
ficult to be captured more precisely in one of 
the scenario’s other variables). In addition, 
the Board—in light of impending shocks to 
the economy and financial system—will also 
take into consideration the extent to which 
a scenario of some increased severity might 
be necessary for the results of the stress test 
and the associated supervisory actions to 
sustain confidence in financial institutions. 

g. While the approach to specifying the se-
verely adverse scenario is designed to avoid 
adding sources of procyclicality to the finan-
cial system, it is not designed to explicitly 
offset any existing procyclical tendencies in 
the financial system. The purpose of the 
stress test scenarios is to make sure that the 
companies are properly capitalized to with-
stand severe economic and financial condi-
tions, not to serve as an explicit counter-
cyclical offset to the financial system. 

h. In developing the approach to the unem-
ployment rate, the Board also considered a 
method that would increase the unemploy-
ment rate to some fairly elevated fixed level 
over the course of 6 to 8 quarters. This will 
result in scenarios being more severe in ro-
bust expansions (when the unemployment 
rate is low) and less severe in the early 
stages of a recovery (when the unemploy-
ment rate is high) and so would not result in 
pro-cyclicality. Depending on the initial 
level of the unemployment rate, this ap-
proach could lead to only a very modest in-
crease in the unemployment rate—or even a 
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37 The means of effecting an adjustment to 
the severely adverse scenario to address sa-
lient systemic risks differs from the means 
used to adjust the unemployment rate. For 

decline. As a result, this approach—while not 
procyclical—could result in scenarios not 
featuring stressful macroeconomic out-
comes. 

4.2.3 Setting the Other Variables in the 
Severely Adverse Scenario 

a. Generally, all other variables in the se-
verely adverse scenario will be specified to 
be consistent with the increase in the unem-
ployment rate. The approach for specifying 
the paths of these variables in the scenario 
will be a combination of (1) how economic 
models suggest that these variables should 
evolve given the path of the unemployment 
rate, (2) how these variables have typically 
evolved in past U.S. recessions, and (3) and 
evaluation of these and other factors. 

b. Economic models—such as medium-scale 
macroeconomic models—should be able to 
generate plausible paths consistent with the 
unemployment rate for a number of scenario 
variables, such as real GDP growth, CPI in-
flation and short-term interest rates, which 
have relatively stable (direct or indirect) re-
lationships with the unemployment rate 
(e.g., Okun’s Law, the Phillips Curve, and in-
terest rate feedback rules). For some other 
variables, specifying their paths will require 
a case-by-case consideration. For example, 
declining house prices, which are an impor-
tant source of stress to a company’s balance 
sheet, are not a steadfast feature of reces-
sions, and the historical relationship of 
house prices with the unemployment rate or 
any other variable that deteriorates in reces-
sions is not strong. Simply adopting their 
typical path in a severe recession would like-
ly underestimate risks stemming from the 
housing sector. In this case, some modified 
approach—in which perhaps recessions in 
which house prices declined were 
judgmentally weighted more heavily—will be 
appropriate. 

c. In addition, judgment is necessary in 
projecting the path of a scenario’s inter-
national variables. Recessions that occur si-
multaneously across countries are an impor-
tant source of stress to the balance sheets of 
companies with notable international expo-
sures but are not an invariable feature of the 
international economy. As a result, simply 
adopting the typical path of international 
variables in a severe U.S. recession would 
likely underestimate the risks stemming 
from the international economy. Con-
sequently, an approach like that used for 
projecting house prices is followed where 
judgment and economic models together in-
form the path of international variables. 

4.2.4 Adding Salient Risks to the Severely 
Adverse Scenario 

a. The severely adverse scenario will be de-
veloped to reflect specific risks to the eco-
nomic and financial outlook that are espe-

cially salient but will feature minimally in 
the scenario if the Board were only to use 
approaches that looked to past recessions or 
relied on historical relationships between 
variables. 

b. There are some important instances 
when it will be appropriate to augment the 
recession approach with salient risks. For 
example, if an asset price were especially 
elevated and thus potentially vulnerable to 
an abrupt and potentially destabilizing de-
cline, it would be appropriate to include such 
a decline in the scenario even if such a large 
drop were not typical in a severe recession. 
Likewise, if economic developments abroad 
were particularly unfavorable, assuming a 
weakening in international conditions larger 
than what typically occurs in severe U.S. re-
cessions would likely also be appropriate. 

c. Clearly, while the recession component 
of the severely adverse scenario is within 
some predictable range, the salient risk as-
pect of the scenario is far less so, and there-
fore, needs an annual assessment. Each year, 
the Board will identify the risks to the fi-
nancial system and the domestic and inter-
national economic outlooks that appear 
more elevated than usual, using its internal 
analysis and supervisory information and in 
consultation with the Federal Deposit Insur-
ance Corporation (FDIC) and the Office of 
the Comptroller of the Currency (OCC). 
Using the same information, the Board will 
then calibrate the paths of the macro-
economic and financial variables in the sce-
nario to reflect these risks. 

d. Detecting risks that have the potential 
to weaken the banking sector is particularly 
difficult when economic conditions are buoy-
ant, as a boom can obscure the weaknesses 
present in the system. In sustained robust 
expansions, therefore, the selection of sa-
lient risks to augment the scenario will err 
on the side of including risks of uncertain 
significance. 

e. The Board will factor in particular risks 
to the domestic and international macro-
economic outlook identified by its econo-
mists, bank supervisors, and financial mar-
ket experts and make appropriate adjust-
ments to the paths of specific economic vari-
ables. These adjustments will not be re-
flected in the general severity of the reces-
sion and, thus, all macroeconomic variables; 
rather, the adjustments will apply to a sub-
set of variables to reflect co-movements in 
these variables that are historically less typ-
ical. The Board plans to discuss the motiva-
tion for the adjustments that it makes to 
variables to highlight systemic risks in the 
narrative describing the scenarios.37 
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example, in adjusting the scenario for an in-
creased unemployment rate, the Board would 
modify all variables such that the future 
paths of the variables are similar to how 
these variables have moved historically. In 
contrast, to address salient risks, the Board 
may only modify a small number of vari-
ables in the scenario and, as such, their fu-
ture paths in the scenario would be some-
what more atypical, albeit not implausible, 
given existing risks. 

38 For example, in the context of CCAR, the 
Board currently uses the adverse scenario as 
one consideration in evaluating a bank hold-
ing company’s capital adequacy. 39 12 CFR 252.145. 

4.3 Approach for Formulating Macroeconomic 
Assumptions in the Adverse Scenario 

a. The adverse scenario can be developed in 
a number of different ways, and the selected 
approach will depend on a number of factors, 
including how the Board intends to use the 
results of the adverse scenario.38 Generally, 
the Board believes that the companies 
should consider multiple adverse scenarios 
for their internal capital planning purposes, 
and likewise, it is appropriate that the Board 
consider more than one adverse scenario to 
assess a company’s ability to withstand 
stress. Accordingly, the Board does not iden-
tify a single approach for specifying the ad-
verse scenario. Rather, the adverse scenario 
will be formulated according to one of the 
possibilities listed below. The Board may 
vary the approach it uses for the adverse sce-
nario each year so that the results of the 
scenario provide the most value to super-
visors, in light of current condition of the 
economy and the financial services industry. 

b. The simplest method to specify the ad-
verse scenario is to develop a less severe 
version of the severely adverse scenario. For 
example, the adverse scenario could be for-
mulated such that the deviations of the 
paths of the variables relative to the base-
line were simply one-half of or two-thirds of 
the deviations of the paths of the variables 
relative to the baseline in the severely ad-
verse scenario. A priori, specifying the ad-
verse scenario in this way may appear un-
likely to provide the greatest possible infor-
mational value to supervisors—given that it 
is just a less severe version of the severely 
adverse scenario. However, to the extent 
that the effect of macroeconomic variables 
on company loss positions and incomes are 
nonlinear, there could be potential value 
from this approach. 

c. Another method to specify the adverse 
scenario is to capture risks in the adverse 
scenario that the Board believes should be 
understood better or should be monitored, 
but does not believe should be included in 
the severely adverse scenario, perhaps be-
cause these risks would render the scenario 
implausibly severe. For instance, the adverse 

scenario could feature sizable increases in oil 
or natural gas prices or shifts in the yield 
curve that are atypical in a recession. The 
adverse scenario might also feature less 
acute, but still consequential, adverse out-
comes, such as a disruptive slowdown in 
growth from emerging-market economies. 

d. Under the Board’s stress test rules, cov-
ered companies are required to develop their 
own scenarios for mid-cycle company-run 
stress tests.39 A particular combination of 
risks included in these scenarios may inform 
the design of the adverse scenario for annual 
stress tests. In this same vein, another possi-
bility would be to use modified versions of 
the circumstances that companies describe 
in their living wills as being able to cause 
their failures. 

e. It might also be informative to periodi-
cally use a stable adverse scenario, at least 
for a few consecutive years. Even if the sce-
nario used for the stress test does not change 
over the credit cycle, if companies tighten 
and relax lending standards over the cycle, 
their loss rates under the adverse scenario— 
and indirectly the projected changes to cap-
ital—would decrease and increase, respec-
tively. A consistent scenario would allow the 
direct observation of how capital fluctuates 
to reflect growing cyclical risks. 

f. The Board may consider specifying the 
adverse scenario using the probabilistic ap-
proach described in section 4.2.1 (that is, 
with a specified lower probability of occur-
ring than the severely adverse scenario but a 
greater probability of occurring than the 
baseline scenario). The approach has some 
intuitive appeal despite its shortcomings. 
For example, using this approach for the ad-
verse scenario could allow the Board to ex-
plore an alternative approach to develop 
stress testing scenarios and their effect on a 
company’s net income and capital. 

g. Finally, the Board could design the ad-
verse scenario based on a menu of historical 
experiences—such as, a moderate recession 
(e.g., the 1990–1991 recession); a stagflation 
event (e.g., stagflation during 1974); an 
emerging markets crisis (e.g., the Asian cur-
rency crisis of 1997–1998); an oil price shock 
(e.g., the shock during the run up to the 1990– 
1991 recession); or high inflation shock (e.g., 
the inflation pressures of 1977–1979). The 
Board believes these are important stresses 
that should be understood; however, there 
may be notable benefits from formulating 
the adverse scenario following other ap-
proaches—specifically, those described pre-
viously in this section—and consequently 
the Board does not believe that the adverse 
scenario should be limited to historical epi-
sodes only. 

h. With the exception of cases in which the 
probabilistic approach is used to generate 
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the adverse scenario, the adverse scenario 
will at a minimum contain a mild to mod-
erate recession. This is because most of the 
value from investigating the implications of 
the risks described above is likely to be ob-
tained from considering them in the context 
of balance sheets of companies that are 
under some stress. 

5. APPROACH FOR FORMULATING THE MARKET 
SHOCK COMPONENT 

a. This section discusses the approach the 
Board proposes to adopt for developing the 
market shock component of the adverse and 
severely adverse scenarios appropriate for 
companies with significant trading activi-
ties. The design and specification of the mar-
ket shock component differs from that of the 
macroeconomic scenarios because profits 
and losses from trading are measured in 
mark-to-market terms, while revenues and 
losses from traditional banking are gen-
erally measured using the accrual method. 
As noted above, another critical difference is 
the time-evolution of the market shock com-
ponent. The market shock component con-
sists of an instantaneous ‘‘shock’’ to a large 
number of risk factors that determine the 
mark-to-market value of trading positions, 
while the macroeconomic scenarios supply a 
projected path of economic variables that af-
fect traditional banking activities over the 
entire planning period. 

b. The development of the market shock 
component that are detailed in this section 
are as follows: baseline (subsection 5.1), se-
verely adverse (subsection 5.2), and adverse 
(subsection 5.3). 

5.1 Approach for Formulating the Market 
Shock Component Under the Baseline Scenario 

By definition, market shocks are large, 
previously unanticipated moves in asset 
prices and rates. Because asset prices should, 
broadly speaking, reflect consensus opinions 
about the future evolution of the economy, 
large price movements, as envisioned in the 
market shock, should not occur along the 
baseline path. As a result, the market shock 
will not be included in the baseline scenario. 

5.2 Approach for Formulating the Market 
Shock Component Under the Severely Adverse 
Scenario 

This section addresses possible approaches 
to designing the market shock component in 
the severely adverse scenario, including im-
portant considerations for scenario design, 
possible approaches to designing scenarios, 
and a development strategy for imple-
menting the preferred approach. 

5.2.1 Design Considerations for Market 
Shocks 

a. The general market practice for stress-
ing a trading portfolio is to specify market 

shocks either in terms of extreme moves in 
observable, broad market indicators and risk 
factors or directly as large changes to the 
mark-to-market values of financial instru-
ments. These moves can be specified either 
in relative terms or absolute terms. Sup-
plying values of risk factors after a ‘‘shock’’ 
is roughly equivalent to the macroeconomic 
scenarios, which supply values for a set of 
economic and financial variables; however, 
trading stress testing differs from macro-
economic stress testing in several critical 
ways. 

b. In the past, the Board used one of two 
approaches to specify market shocks. During 
SCAP and CCAR in 2011, the Board used a 
very general approach to market shocks and 
required companies to stress their trading 
positions using changes in market prices and 
rates experienced during the second half of 
2008, without specifying risk factor shocks. 
This broad guidance resulted in inconsist-
ency across companies both in terms of the 
severity and the application of shocks. In 
certain areas companies were permitted to 
use their own experience during the second 
half of 2008 to define shocks. This resulted in 
significant variation in shock severity across 
companies. 

c. To enhance the consistency and com-
parability in market shocks for the stress 
tests in 2012 and 2013, the Board provided to 
each trading company more than 35,000 spe-
cific risk factor shocks, primarily based on 
market moves in the second half of 2008. 
While the number of risk factors used in 
companies’ pricing and stress-testing models 
still typically exceed that provided in the 
Board’s scenarios, the greater specificity re-
sulted in more consistency in the scenario 
across companies. The benefit of the com-
prehensiveness of risk factor shocks is at 
least partly offset by potential difficulty in 
creating shocks that are coherent and inter-
nally consistent, particularly as the frame-
work for developing market shocks deviates 
from historical events. 

d. Also importantly, the ultimate losses 
associated with a given market shock will 
depend on a company’s trading positions, 
which can make it difficult to rank order, ex 
ante, the severity of the scenarios. In certain 
instances, market shocks that include large 
market moves may not be particularly 
stressful for a given company. Aligning the 
market shock with the macroeconomic sce-
nario for consistency may result in certain 
companies actually benefiting from risk fac-
tor moves of larger magnitude in the market 
scenario if the companies are hedging 
against salient risks to other parts of their 
business. Thus, the severity of market 
shocks must be calibrated to take into ac-
count how a complex set of risks, such as di-
rectional risks and basis risks, interacts 
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with each other, given the companies’ trad-
ing positions at the time of stress. For in-
stance, a large depreciation in a foreign cur-
rency would benefit companies with net 
short positions in the currency while hurting 
those with net long positions. In addition, 
longer maturity positions may move dif-
ferently from shorter maturity positions, 
adding further complexity. 

e. The instantaneous nature of market 
shocks and the immediate recognition of 
mark-to-market losses add another element 
to the design of market shocks, and to deter-
mining the appropriate severity of shocks. 
For instance, in previous stress tests, the 
Board assumed that market moves that oc-
curred over the six-month period in late 2008 
would occur instantaneously. The design of 
the market shocks must factor in appro-
priate assumptions around the period of time 
during which market events will unfold and 
any associated market responses. 

5.2.2 Approaches to Market Shock Design 

a. As an additional component of the ad-
verse and severely adverse scenarios, the 
Board plans to use a standardized set of mar-
ket shocks that apply to all companies with 
significant trading activity. The market 
shocks could be based on a single historical 
episode, multiple historical periods, hypo-
thetical (but plausible) events, or some com-
bination of historical episodes and hypo-
thetical events (hybrid approach). Depending 
on the type of hypothetical events, a sce-
nario based on such events may result in 
changes in risk factors that were not pre-
viously observed. In the supervisory sce-
narios for 2012 and 2013, the shocks were 
largely based on relative moves in asset 
prices and rates during the second half of 
2008, but also included some additional con-
siderations to factor in the widening of 
spreads for European sovereigns and finan-
cial companies based on actual observation 
during the latter part of 2011. 

b. For the market shock component in the 
severely adverse scenario, the Board plans to 
use the hybrid approach to develop shocks. 
The hybrid approach allows the Board to 
maintain certain core elements of consist-
ency in market shocks each year while pro-
viding flexibility to add hypothetical ele-
ments based on market conditions at the 
time of the stress tests. In addition, this ap-
proach will help ensure internal consistency 
in the scenario because of its basis in histor-
ical episodes; however, combining the histor-
ical episode and hypothetical events may re-
quire small adjustments to ensure mutual 
consistency of the joint moves. In general, 
the hybrid approach provides considerable 
flexibility in developing scenarios that are 
relevant each year, and by introducing vari-
ations in the scenario, the approach will also 
reduce the ability of companies with signifi-

cant trading activity to modify or shift their 
portfolios to minimize expected losses in the 
severely adverse market shock. 

c. The Board has considered a number of 
alternative approaches for the design of mar-
ket shocks. For example, the Board explored 
an option of providing tailored market 
shocks for each trading company, using in-
formation on the companies’ portfolio gath-
ered through ongoing supervision, or other 
means. By specifically targeting known or 
potential vulnerabilities in a company’s 
trading position, the tailored approach will 
be useful in assessing each company’s capital 
adequacy as it relates to the company’s idio-
syncratic risk. However, the Board does not 
believe this approach to be well-suited for 
the stress tests required by regulation. Con-
sistency and comparability are key features 
of annual supervisory stress tests and annual 
company-run stress tests required in the 
stress test rules. It would be difficult to use 
the information on the companies’ portfolio 
to design a common set of shocks that are 
universally stressful for all covered compa-
nies. As a result, this approach will be better 
suited to more customized, tailored stress 
tests that are part of the company’s internal 
capital planning process or to other super-
visory efforts outside of the stress tests con-
ducted under the capital rule and the stress 
test rules. 

5.2.3 Development of the Market Shock 

a. Consistent with the approach described 
above, the market shock component for the 
severely adverse scenario will incorporate 
key elements of market developments during 
the second half of 2008, but also incorporate 
observations from other periods or price and 
rate movements in certain markets that the 
Board deems to be plausible though such 
movements may not have been observed his-
torically. Over time the Board also expects 
to rely less on market events of the second 
half of 2008 and more on hypothetical events 
or other historical episodes to develop the 
market shock. 

b. The developments in the credit markets 
during the second half of 2008 were unprece-
dented, providing a reasonable basis for mar-
ket shocks in the severely adverse scenario. 
During this period, key risk factors in vir-
tually all asset classes experienced ex-
tremely large shocks; the collective breadth 
and intensity of the moves have no parallels 
in modern financial history and, on that 
basis, it seems likely that this episode will 
continue to be the most relevant historical 
scenario, although experience during other 
historical episodes may also guide the sever-
ity of the market shock component of the se-
verely adverse scenario. Moreover, the risk 
factor moves during this episode are directly 
consistent with the ‘‘recession’’ approach 
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that underlies the macroeconomic assump-
tions. However, market shocks based only on 
historical events could become stale and less 
relevant over time as the company’s posi-
tions change, particularly if more salient 
features are not added each year. 

c. While the market shocks based on the 
second half of 2008 are of unparalleled mag-
nitude, the shocks may become less relevant 
over time as the companies’ trading posi-
tions change. In addition, more recent events 
could highlight the companies’ vulnerability 
to certain market events. For example, in 
2011, Eurozone credit spreads in the sov-
ereign and financial sectors surpassed those 
observed during the second half of 2008, ne-
cessitating the modification of the severely 
adverse market shock in 2012 and 2013 to re-
flect a salient source of stress to trading po-
sitions. As a result, it is important to incor-
porate both historical and hypothetical out-
comes into market shocks for the severely 
adverse scenario. For the time being, the de-
velopment of market shocks in the severely 
adverse scenario will begin with the risk fac-
tor movements in a particular historical pe-
riod, such as the second half of 2008. The 
Board will then consider hypothetical but 
plausible outcomes, based on financial sta-
bility reports, supervisory information, and 
internal and external assessments of market 
risks and potential flash points. The hypo-
thetical outcomes could originate from 
major geopolitical, economic, or financial 
market events with potentially significant 
impacts on market risk factors. The severity 
of these hypothetical moves will likely be 
guided by similar historical events, assump-
tions embedded in the companies’ internal 
stress tests or market participants, and 
other available information. 

d. Once broad market scenarios are agreed 
upon, specific risk factor groups will be tar-
geted as the source of the trading stress. For 
example, a scenario involving the failure of a 
large, interconnected globally active finan-
cial institution could begin with a sharp in-
crease in credit default swap spreads and a 
precipitous decline in asset prices across 
multiple markets, as investors become more 
risk averse and market liquidity evaporates. 
These broad market movements will be ex-
trapolated to the granular level for all risk 
factors by examining transmission channels 
and the historical relationships between 
variables, though in some cases, the move-
ment in particular risk factors may be am-
plified based on theoretical relationships, 
market observations, or the saliency to com-
pany trading books. If there is a disagree-
ment between the risk factor movements in 
the historical event used in the scenario and 
the hypothetical event, the Board will rec-
oncile the differences by assessing a priori 
expectation based on financial and economic 
theory and the importance of the risk fac-

tors to the trading positions of the covered 
companies. 

5.3 Approach for Formulating the Market 
Shock Under the Adverse Scenario 

a. The market shock component included 
in the adverse scenario will feature risk fac-
tor movements that are generally less sig-
nificant than the market shock component 
of the severely adverse scenario. However, 
the adverse market shock may also feature 
risk factor shocks that are substantively dif-
ferent from those included in the severely 
adverse scenario, in order to provide useful 
information to supervisors. As in the case of 
the macroeconomic scenario, the market 
shock component in the adverse scenario can 
be developed in a number of different ways. 

b. The adverse scenario could be differen-
tiated from the severely adverse scenario by 
the absolute size of the shock, the scenario 
design process (e.g., historical events versus 
hypothetical events), or some other criteria. 
The Board expects that as the market shock 
component of the adverse scenario may dif-
fer qualitatively from the market shock 
component of the severely adverse scenario, 
the results of adverse scenarios may be use-
ful in identifying a particularly vulnerable 
area in a trading company’s positions. 

c. There are several possibilities for the ad-
verse scenario and the Board may use a dif-
ferent approach each year to better explore 
the vulnerabilities of companies with signifi-
cant trading activity. One approach is to use 
a scenario based on some combination of his-
torical events. This approach is similar to 
the one used for for the market shock in 2012, 
where the market shock component was 
largely based on the second half of 2008, but 
also included a number of risk factor shocks 
that reflected the significant widening of 
spreads for European sovereigns and finan-
cials in late 2011. This approach will provide 
some consistency each year and provide an 
internally consistent scenario with minimal 
implementation burden. Having a relatively 
consistent adverse scenario may be useful as 
it potentially serves as a benchmark against 
the results of the severely adverse scenario 
and can be compared to past stress tests. 

d. Another approach is to have an adverse 
scenario that is identical to the severely ad-
verse scenario, except that the shocks are 
smaller in magnitude (e.g., 100 basis points 
for adverse versus 200 basis points for se-
verely adverse). This ‘‘scaling approach’’ 
generally fits well with an intuitive interpre-
tation of ‘‘adverse’’ and ‘‘severely adverse.’’ 
Moreover, since the nature of the moves will 
be identical between the two classes of sce-
narios, there will be at least directional con-
sistency in the risk factor inputs between 
scenarios. While under this approach the ad-
verse scenario will be superficially identical 
to the severely adverse, the logic underlying 
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the severely adverse scenario may not be ap-
plicable. For example, if the severely adverse 
scenario was based on a historical scenario, 
the same could not be said of the adverse 
scenario. It is also remains possible, al-
though unlikely, that a scaled adverse sce-
nario actually will result in greater losses, 
for some companies, than the severely ad-
verse scenario with similar moves of greater 
magnitude. For example, if some companies 
are hedging against tail outcomes then the 
more extreme trading book dollar losses may 
not correspond to the most extreme market 
moves. The market shock component of the 
adverse scenario in 2013 was largely based on 
the scaling approach where a majority of 
risk factor shocks were smaller in magnitude 
than the severely adverse scenario, but it 
also featured long-term interest rate shocks 
that were not part of the severely adverse 
market shock. 

e. Alternatively, the market shock compo-
nent of an adverse scenario could differ sub-
stantially from the severely adverse scenario 
with respect to the sizes and nature of the 
shocks. Under this approach, the market 
shock component could be constructed using 
some combination of historical and hypo-
thetical events, similar to the severely ad-
verse scenario. As a result, the market shock 
component of the adverse scenario could be 
viewed as an alternative to the severely ad-
verse scenario and, therefore, it is possible 
that the adverse scenario could have larger 
losses for some companies than the severely 
adverse scenario. 

f. Finally, the design of the adverse sce-
nario for annual stress tests could be in-
formed by the companies’ own trading sce-
narios used for their BHC-designed scenarios 
in CCAR and in their mid-cycle company-run 
stress tests.40 

6. CONSISTENCY BETWEEN THE MACROECONOMIC 
SCENARIOS AND THE MARKET SHOCK 

a. As discussed earlier, the market shock 
comprises a set of movements in a very large 
number of risk factors that are realized in-
stantaneously. Among the risk factors speci-
fied in the market shock are several vari-
ables also specified in the macroeconomic 
scenarios, such as short- and long-maturity 
interest rates on Treasury and corporate 
debt, the level and volatility of U.S. stock 
prices, and exchange rates. 

b. The market shock component is an add- 
on to the macroeconomic scenarios that is 
applied to a subset of companies, with no as-
sumed effect on other aspects of the stress 
tests such as balances, revenues, or other 
losses. As a result, the market shock compo-
nent may not be always directionally con-
sistent with the macroeconomic scenario. 
Because the market shock is designed, in 

part, to mimic the effects of a sudden mar-
ket dislocation, while the macroeconomic 
scenarios are designed to provide a descrip-
tion of the evolution of the real economy 
over two or more years, assumed economic 
conditions can move in significantly dif-
ferent ways. In effect, the market shock can 
simulate a market panic, during which fi-
nancial asset prices move rapidly in unex-
pected directions, and the macroeconomic 
assumptions can simulate the severe reces-
sion that follows. Indeed, the pattern of a fi-
nancial crisis, characterized by a short pe-
riod of wild swings in asset prices followed 
by a prolonged period of moribund activity, 
and a subsequent severe recession is familiar 
and plausible. 

c. As discussed in section 4.2.4, the Board 
may feature a particularly salient risk in the 
macroeconomic assumptions for the severely 
adverse scenario, such as a fall in an ele-
vated asset price. In such instances, the 
Board may also seek to reflect the same risk 
in one of the market shocks. For example, if 
the macroeconomic scenario were to feature 
a substantial decline in house prices, it may 
seem plausible for the market shock to also 
feature a significant decline in market val-
ues of any securities that are closely tied to 
the housing sector or residential mortgages. 

d. In addition, as discussed in section 4.3, 
the Board may specify the macroeconomic 
assumptions in the adverse scenario in such 
a way as to explore risks qualitatively dif-
ferent from those in the severely adverse sce-
nario. Depending on the nature and type of 
such risks, the Board may also seek to re-
flect these risks in one of the market shocks 
as appropriate. 

7. TIMELINE FOR SCENARIO PUBLICATION 

a. The Board will provide a description of 
the macroeconomic scenarios by no later 
than November 15 of each year. During the 
period immediately preceding the publica-
tion of the scenarios, the Board will collect 
and consider information from academics, 
professional forecasters, international orga-
nizations, domestic and foreign supervisors, 
and other private-sector analysts that regu-
larly conduct stress tests based on U.S. and 
global economic and financial scenarios, in-
cluding analysts at the covered companies. 
In addition, the Board will consult with the 
FDIC and the OCC on the salient risks to be 
considered in the scenarios. The Board ex-
pects to conduct this process in July and Au-
gust of each year and to update the scenarios 
based on incoming macroeconomic data re-
leases and other information through the 
end of October. 

b. The Board expects to provide a broad 
overview of the market shock component 
along with the macroeconomic scenarios. 
The Board will publish the market shock 
templates by no later than December 1 of 
each year, and intends to publish the market 
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shock earlier in the stress test and capital plan cycles to allow companies more time to 
conduct their stress tests. 
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[78 FR 71441, Nov. 29, 2013] 

PART 261—RULES REGARDING 
AVAILABILITY OF INFORMATION 

Subpart A—General Provisions 

Sec. 
261.1 Authority, purpose, and scope. 
261.2 Definitions. 
261.3 Custodian of records; certification; 

service; alternative authority. 

Subpart B—Published Information and 
Records Available to Public; Proce-
dures for Requests 

261.10 Published information. 
261.11 Records available for public inspec-

tion and copying. 
261.12 Records available to public upon re-

quest. 
261.13 Processing requests. 
261.14 Exemptions from disclosure. 
261.15 Request for confidential treatment. 
261.16 Request for access to confidential 

commercial or financial information. 
261.17 Fee schedules; waiver of fees. 

Subpart C—Confidential Information Made 
Available to Supervised Institutions, Fi-
nancial Institution Supervisory Agen-
cies, Law Enforcement Agencies, and 
Others in Certain Circumstances 

261.20 Confidential supervisory information 
made available to supervised financial 
institutions and financial institution su-
pervisory agencies. 

261.21 Confidential information made avail-
able to law enforcement agencies and 
other nonfinancial institution super-
visory agencies. 

261.22 Other disclosure of confidential su-
pervisory information. 

261.23 Subpoenas, orders compelling produc-
tion and other process. 

AUTHORITY: 5 U.S.C. 552; 12 U.S.C. 248(i) and 
(k), 321 et seq., 611 et seq., 1442, 1467a, 
1817(a)(2)(A), 1817(a)(8), 1818(u) and (v), 
1821(o), 1821(t), 1830, 1844, 1951 et seq., 2601, 
2801 et seq., 2901 et seq., 3101 et seq., 3401 et seq.; 
15 U.S.C. 77uuu(b), 78q(c)(3); 29 U.S.C. 1204; 31 
U.S.C. 5301 et seq.; 42 U.S.C. 3601; 44 U.S.C. 
3510. 

SOURCE: 53 FR 20815, June 7, 1988, unless 
otherwise noted. 

Subpart A—General Provisions 

SOURCE: 62 FR 54359, Oct. 20, 1997, unless 
otherwise noted. 

§ 261.1 Authority, purpose, and scope. 
(a) Authority. (1) This part is issued 

by the Board of Governors of the Fed-
eral Reserve System (the Board) pursu-
ant to the Freedom of Information Act, 
5 U.S.C. 552; Sections 9, 11, and 25A of 
the Federal Reserve Act, 12 U.S.C. 
248(i) and (k), 321 et seq., (including 326), 
611 et seq.; Section 22 of the Federal 
Home Loan Bank Act, 12 U.S.C 1442; 
section 10 of the Home Owners’ Loan 
Act, 12 U.S.C. 1467a; the Federal De-
posit Insurance Act, 12 U.S.C. 
1817(a)(2)(A), 1817(a)(8), 1818(u) and (v), 
1821(o); section 5 of the Bank Holding 
Company Act, 12 U.S.C. 1844; the Bank 
Secrecy Act, 12 U.S.C. 1951 et seq., and 
Chapter 53 of title 31; the Home Mort-
gage Disclosure Act, 12 U.S.C. 2801 et 
seq.; the Community Reinvestment 
Act, 12 U.S.C. 2901 et seq.; the Inter-
national Banking Act, 12 U.S.C. 3101 et 
seq.; the Right to Financial Privacy 
Act, 12 U.S.C. 3401 et seq.; the Securi-
ties and Exchange Commission Author-
ization Act, 15 U.S.C. 77uuu(b), 
78q(c)(3); the Employee Retirement In-
come Security Act, 29 U.S.C. 1204; the 
Money Laundering Suppression Act, 31 
U.S.C. 5301, the Fair Housing Act, 42 
U.S.C. 3601; the Paperwork Reduction 
Act, 44 U.S.C. 3510; and any other appli-
cable law that establishes a basis for 
the exercise of governmental authority 
by the Board. 

(2) This part establishes mechanisms 
for carrying out the Board’s statutory 
responsibilities under statutes in para-
graph (a)(1) of this section to the ex-
tent those responsibilities require the 
disclosure, production, or withholding 
of information. In this regard, the 
Board has determined that the Board, 
or its delegees, may disclose exempt in-
formation of the Board, in accordance 
with the procedures set forth in this 
part, whenever it is necessary or appro-
priate to do so in the exercise of any of 
the Board’s supervisory or regulatory 
authorities, including but not limited 
to, authority granted to the Board in 
the Federal Reserve Act, 12 U.S.C. 221 
et seq., the Bank Holding Company Act, 
12 U.S.C. 1841 et seq., the Home Owners’ 
Loan Act, 12 U.S.C. 1461 et seq., and the 
International Banking Act, 12 U.S.C. 
3101 et seq. The Board has determined 
that all such disclosures, made in ac-
cordance with the rules and procedures 
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