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Why Credit
Stress Testing

IS Important

Targeted Risk Management: Identifies vulnerabilities in
concentrated loan portfolios

Protects Local Economies: Ensures stability and
continued service to the community during downturns

Meets Regulatory Expectations: Helps satisfy
increasing regulatory scrutiny on community banks

Builds Trust: Demonstrates sound risk management to
regulators and customers



Regulatory
Drivers

Dodd-Frank Act:
Mandated stress testing for
large banks to ensure they
can withstand economic
shocks

FDIC Guidance:
Encourages community
banks to use stress testing
as a best practice for
managing concentrated
risks

Federal Reserve & OCC
Guidance: Emphasize the
need for robust stress
testing, even for
community banks, to
ensure capital adequacy

Post-2023 Liquidity Crisis:
The recent crisis spurred
regulators to demand
stronger risk management
and stress testing from
banks of all sizes



https://www.fhfa.gov/supervision/dodd-frank-act-stress-tests#:~:text=Dodd%2DFrank%20Act%20stress%20testing,of%20severely%20adverse%20economic%20conditions.
https://www.federalreserve.gov/supervisionreg/dfa-stress-tests-2023.htm
https://www.federalreserve.gov/supervisionreg/dfa-stress-tests-2023.htm
https://www.fdic.gov/bank-examinations/stress-testing-credit-risk-community-banks
https://www.fdic.gov/news/financial-institution-letters/2023/fil23039.html

Scenarios

Baseline Scenarios: Adverse Scenarios: Severely Adverse

Representing normal Including moderate Scenarios: Including
economic economic deep recessions,
conditions downturns market shocks




Top-Down
Approach

n residential
y - first lien:
ommercial and industrial
Other construction loans and land loans
1-4 family residential construction loans
Multifamily (5 or more) residen

Revolving, open-end loans secured by

Automobile loans

Total

Impact On Earnings:

Preprovision Net Incom
Additional Pro
ss: Tax Expense (Benefit

Net After Tax Income
Impact On Capital:
Beginning Tier 1 Capital

Net Change in Tier 1 Capital

Ending Tier 1 Capital

* Analyzes the overall loan portfolio using broad
economic factors




* Assesses individual loans or specific loan segments

BOttO m = U p using loan-to-value ratios and debt service coverage
Approach

Base Case

Severe Risk




Enhance
Strategic
Decision

Making

Determine capital
allocation

Proactively manage
credit risk

Improve decision-
making around loan
origination and
portfolio
diversification
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