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RULES WITHOUT ANALYSIS:
FEDERAL BANKING PROPOSALS UNDER
THE BIDEN ADMINISTRATION

Wednesday, January 31, 2024

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND MONETARY PoOLICY,
COMMITTEE ON FINANCIAL SERVICES,
Washington, DC.

The subcommittee met, pursuant to notice, at 10 a.m. in room
2128, Rayburn Office Building, Hon. Andy Barr [Chairman of the
Subcommittee] presiding.

Present: Representatives Barr, Posey, Luetkemeyer, Williams of
Texas, Loudermilk, Rose, Timmons, Norman, Fitzgerald, Kim,
Donalds, De La Cruz, Ogles, Foster, Waters, Sherman, Meeks,
Scott, Green, Beatty, and Casten.

Chairman BARR. The committee will come to order. Without ob-
jection, the Chair is authorized to declare a recess of the committee
at any time.

This hearing is titled “Rules Without Analysis: Federal Banking
Proposals Under the Biden Administration.” Without objection, all
members will have 5 legislative days within which to submit extra-
neous materials to the Chair for inclusion in the record.

I now recognize myself for 5 minutes to give an opening state-
ment.

OPENING STATEMENT OF HON. ANDY BARR, CHAIRMAN OF
THE SUBCOMMITTEE ON FINANCIAL INSTITUTIONS AND
MONETARY POLICY, A U.S. REPRESENTATIVE FROM KEN-
TUCKY

An onslaught of significant regulatory proposals has been put
forward, driven by Democrat-appointed regulatory officials who
have unfortunately injected politics into what used to be an inde-
pendent rulemaking process. Although Congress has repeatedly
asked, we have not seen any analysis of why the existing bank-cap-
ital framework needs to be overhauled or how the numerous regu-
latory proposals over the past year will work together, or not. Rules
without analysis lead to bad policy outcomes and invite mistakes
that will later be called “unintended consequences.”

The failure to properly analyze proposed rules and follow admin-
istrative procedures represents an abdication of responsibility on
the part of those who have made numerous significant, but under-
analyzed, new regulatory proposals.
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The most glaring example of this flawed approach to regulation
is the major, significant, unmotivated, and under-analyzed Basel
IIT Endgame. This proposal involves trillions of dollars in resource
allocations and will increase regulatory costs for about $22 trillion
in assets, or 80 percent of all U.S. banking assets.

Despite this substantial impact, the needed analysis seems to be
an afterthought and far too many elements of the proposal are ar-
bitrary and capricious.

Only recently have Federal bank regulators gathered data that
they should have been obtaining before they proposed the rule.
Only very recently have Congress and the American people been
told that the regulators will do a quantitative impact study, which
may be available after the Basel III Endgame proposal’s comment
period has ended. Whether comments will be accepted and, if so,
the timing of the comment period on this quantitative impact study
has not been made clear.

Members of Congress from both chambers and both sides of the
aisle have expressed significant concerns about effects of the Basel
III Endgame proposal, reflecting the lack of analysis that has been
performed to this very day.

Comments on the Basel III Endgame submitted by a wide range
of interests and from across the ideological spectrum also have ex-
pressed far-reaching and widespread concerns. Most comments ex-
press the same concerns we have heard in our committee, and in
this subcommittee, since the proposal was first put forward.

The banking system is well capitalized and resilient in stress
tests, leading to the question of why Democrat-appointed regu-
lators want to massively ramp up capital requirements and go far
beyond what Basel recommends, and our competitors are adopting.

The proposal has virtually nothing to do with the March 2023
banking turmoil, even though Democrat-appointed regulators have
unsuccessfully tried to use the March turmoil to justify massive
changes to the already gold-plated U.S. capital framework.

The Basel III Endgame proposal will reduce credit availability
and increase costs for consumers, homebuyers, businesses large
and small, manufacturers, municipalities, farmers and ranchers,
and more. The proposal will make U.S. institutions less competitive
globally and will chase activities outside of the regulatory perim-
eter for banks, posing threats to financial stability, the functioning
of capital markets, and the abilities to hedge risks.

The bottom line is that the Basel III Endgame proposal contains
fatal flaws across the board, and we know nothing about how it
would “holistically” interact with the numerous other significant re-
cent and prospective regulatory proposals. Those proposals include,
but are not limited to, Long-Term Debt requirements, the Commu-
nity Reinvestment Act, resolution planning requirements, debit
card interchange, or Regulation II, and whatever may be forth-
coming regarding liquidity requirements and stress testing.

My message to the boards at the Federal Reserve (Fed) and the
Federal Deposit Insurance Corporation (FDIC) is that merely “re-
calibrating” treatments of mortgages and green-energy tax credits
in the proposal and reducing the punitive and unjustified oper-
ational risk penalties in the proposal will not resolve our concerns
or fix the remaining significant problem areas in the proposal.
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There are far too many other fatal flaws that need to be ad-
dressed, including treatments of market risk, exposures to compa-
nies with public listings versus non-public listing, abandonment of
internal models, effective repeal-by-regulation of the tailoring law,
and the interplay with stress tests.

The Federal banking regulators should scrap their faulty Basel
IIT Endgame proposal and reevaluate what, if anything, may need
to be done. At most, the regulators need to start over, undertake
proper analysis, follow proper administrative procedures, and re-
propose a significantly different rule.

As things stand for the onslaught of regulatory proposals, the
regulators must provide proper quantitative analysis, follow the
Administrative Procedure Act, and stop using our regulatory sys-
tem to push a political agenda. After all, these agencies are meant
to be independent, and if they continue to act in a way that threat-
ens this, Congress will act.

Our regulators can and must start over and do better. There is
too much at stake.

The Chair now recognizes the Ranking Member of the Sub-
committee on Financial Institutions and Monetary Policy, the gen-
tleman from Illinois, Dr. Foster, for 4 minutes for an opening state-
ment.

OPENING STATEMENT OF HON. BILL FOSTER, RANKING MEM-
BER OF THE SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND MONETARY POLICY, A U.S. REPRESENTATIVE FROM IL-
LINOIS

Mr. FOSTER. Thank you, Chairman Barr, and thank you to our
witnesses for being here today.

Recent proposals from Federal banking regulators on the Basel
IIT Endgame, long-term debt, and the Global Systemically Impor-
tant Bank (GSIB) surcharge, aim to bolster the safety and sound-
ness of our banking system by ensuring that U.S. banks properly
manage and internalize the risks they take on. When I first joined
Congress in March 2008, we were on the edge of a financial crisis.
Excessive leverage and risk-taking by large U.S. banks and non-
banks put the global economy on the brink of collapse, and the re-
sult of this crisis was a Federal bailout, a debt the MIT Sloan
School estimated ultimately cost U.S. taxpayers nearly half a tril-
lion dollars.

While significant steps have been taken since 2008, including the
passage of the Dodd-Frank Act and the implementation of new cap-
ital rules, the financial landscape is constantly changing. Rapidly
developing financial technologies, growing geopolitical tensions,
and climate change present new risks, and we must be vigilant.

Today’s conversation will focus on the calibration of new regula-
tions proposed by prudential regulators. Simply put, there are costs
and there are benefits associated with raising the capital require-
ments on large banks. Well-capitalized banks are better able to
weather stress and continue lending during an economic downturn
without putting taxpayers at risk of funding another bailout.

On the other hand, higher capital requirements can increase the
cost of capital for these large banks, which will, to some extent, in-
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crease the cost of loans and potentially create economic incentives,
whose impacts may be difficult to predict.

In this whole discussion there is a part of it that you can cal-
culate and a part of it that you can probably not calculate. For ex-
ample, Vice Chair Barr has opined that the cost of capital for the
large banks will be increased by about three basis points, 0.03 per-
cent. Others have estimates that may be two times higher, but it
is a small fraction of a percent and so, that is the part you can cal-
culate.

The part that is difficult to calculate is how that will trickle
through the rest of the economy, what fraction of that increase in
the cost of capital will simply result in a transferring of business
out away from large banks to smaller banks or to non-banks, and
what the implications of the systemic risk to our banking system
will be of that sort of transfer. Banks will try to optimize their cap-
ital deployment in a different way as we change these rules, and
so they will move their business from one area to another. This is
the part that is difficult to calculate and was hopefully captured in
the data that is being collected by the regulators as they look at
the final update of this rule.

I remember during the lead-up to Dodd-Frank, as we were writ-
ing it, the banking sector argued that all these new requirements
would make the U.S. banks unprofitable and uncompetitive in com-
parison to other banks, and we have heard that effectively the cap-
ital levels have been higher for U.S. large banks than they have
for European and other competitors. However, since then, U.S.
banks have continued to earn record profits and increase their
market share around the world; so, I would be interested in the
witnesses’ take on why on all of these previous crying wolf on high
capital requirements has, from a sort of empirical sense, proven so
wrong.

For me the key issue is not the straightforward effect, but it is
the knockout effects, and those are difficult to predict. I have be-
come a great believer in unintended consequences of regulation,
and so this is the area that I have been mainly focusing on, trying
to understand how banks will change their business in response to
these changes in capital requirements, and that is what I will con-
tinue to be focusing my attention on there.

And I yield back.

Chairman BARR. Thank you. The gentleman yields back.

Today we welcome the testimony of Mr. Greg Baer. Mr. Baer is
the President and CEO of the Bank Policy Institute; Mr. Bryan
Bashur. Mr. Bashur is the Director of Financial Policy for the
Americans for Tax Reform; Mr. Randall Guynn. Mr. Guynn is the
Chair of Financial Institutions at Davis Polk; and Professor Jeremy
Kress. Mr. Kress is Assistant Professor of Business Law at the Ste-
phen M. Ross School of Business at the University of Michigan.
Congratulations on the national championship.

We thank each of you for taking the time to be here. Each of you
will be recognized for 5 minutes to give an oral presentation of your
testimony. Without objection, each of your written statements will
be made part of the record.

Mr. Baer, you are now recognized for 5 minutes for your oral re-
marks.
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STATEMENT OF GREG BAER, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, BANK POLICY INSTITUTE

Mr. BAER. Thanks. Chairman Barr, Ranking Member Foster, and
mﬁmbers of the subcommittee, thanks for the chance to be here
today.

If adopted, the capital rule proposed by the Federal banking
agencies would have a profound effect on the cost of credit for near-
ly every American business and consumer as well as on the resil-
ience of U.S. capital markets. Given those stakes, the proposal is
remarkable for its lack of analytical rigor and subversion of the use
of relevant data. In almost every case, the proposed risk weight for
a given asset is based on no historical experience, even where volu-
minous data is available. In most cases the proposal simply adopts
the risk weights negotiated by agency staff in Basel over 6 years
ago and then adds arbitrary surcharges. Finally, the proposal fails
completely to acknowledge that in the United States, and the
United States alone, a stress capital charge for most of the same
risks is already imposed by the Fed.

These failings violate both the procedural and substantive re-
quirements of administrative law.

For credit risk the agency has proposed to eliminate the ad-
vanced approach that employs more granular and adaptable bank
models, even though retention of those models was the core of the
2017 agreement, and they have, by all accounts, produced accurate
results for well over a decade, overseen by these same agencies.
Then proposal adds a massive new charge for operational risk,
which is estimated would add up to a capital requirement that is
3.5 times larger than the largest losses experienced by U.S. banks
in any year since 2003.

By our estimate, the total capital increase would be significantly
more than the 16 percent estimated by the agencies. For the larg-
est, most diversified banks it would be around 30 percent. The in-
crease for market risk would be an astonishing 75 percent.

As a bottom line, the proposal effectively finds that U.S. banks
are currently critically undercapitalized, something that no one in
the real world believes for a single moment.

Some examples are telling. For business loans, documented his-
torical experience suggests that a risk weight of 41 percent would
be sufficient, 30 percent for loans rated investment grades. Instead,
the proposal establishes a requirement of 100 percent, and 65 per-
cent only for firms rated investment grade and that have listed se-
curities—so two to three times what the data suggests is necessary,
and without explanation.

With regard to market risks, the proposal ignores completely its
overlap with the Federal stress test, which covers the same risks
for the same reasons. Again, there is nothing about the real-world
performance of U.S. banks to suggest that their trading operations
are critically undercapitalized, and the proposed rule actually
makes no attempt to do so.

Of course, in combination with a variety of other pending rules
the Basel proposal would effectively repeal the tailoring law passed
by Congress.

Now some who have no desire to engage with the details of the
proposal have argued that it is good because it simply means high-
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er capital, and higher capital is always good because well-capital-
ized banks lend more in crisis than undercapitalized banks. Of
course, they do, but they also do not reenter businesses that they
abandoned years earlier because of high capital requirements. Fur-
thermore, what the research actually shows is that they lend more
only if their high capital exceeds regulatory minimums, so that
they feel free to draw down on that capital. If the minimums rise,
as they sure would here, that will not happen.

By the same token, sport utility vehicles (SUVs) with 50 airbags
are safer in a crash than those with 4, so why not mandate 50? Be-
cause such cars would be very expensive, fuel-efficient, and no one
would build them ex-ante.

The real question is whether large U.S. banks are already suffi-
ciently well capitalized to continue lending under stress. We know
they are, as demonstrated by consistent post-crisis experience, in-
cluding the pandemic and Silicon Valley Bank (SVB), and through
performance under the Fed stress test, which has that as its ex-
plicit purpose.

To minimize the effect of the proposal, as the ranking member
notes, the Fed’s vice chair has argued that the proposal would, on
average, raise the cost of loans by only three basis points. As our
economists, I think, first documented, and it is now not disputed,
that estimate omitted over $1 trillion in operational risk-weighted
assets that at least a majority of which are attributable to lending.
More importantly, that 3 basis points is only an average. For some
assets, for example commercial real estate lending to large, listed
companies, the number would actually go down. For others it
would go up. We estimate for credit cards the number is 50 basis
points, or $250 per year in interest on a $5,000 balance. Of course,
banks will shift their business away from the assets that receive
the higher risk weights.

I should note all of this is occurring in a world where many U.S.
banks are trading at or below tangible book value, despite earning
profits, but markets do not look at profits. They look at return on
equity, where banks are at historical lows in the United States,
and where their performance has tailed just about every industry.

In light of all that, we urge the agencies to withdraw the pro-
posal, draft a new one, show their work, and seek public comment.

[Prepared statement of Mr. Baer follows:]
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House Financial Services Committee
Subcommittee on Financial Institutions and Monetary Policy
Rules Without Analysis: Federal Banking Proposals Under the Biden Administration
Testimony of Greg Baer, President and CEQ, Bank Policy Institute
January 31, 2024

Chairman Barr, Ranking Member Foster, and members of the Subcommittee, thank you
for the invitation to testify today. My name is Greg Baer, and I am the CEO of the Bank Policy
Institute, which is a research and advocacy group supported by banks with more than $100
billion in U.S. assets. As our membership comprises the full range of banks covered by the
recent capital proposal, I welcome the opportunity to testify today.

Our comment letters to the banking agencies set forth our concerns and suggestions for
improvement in considerable detail.' Today, I will attempt to summarize them.

Overview

If adopted, the capital rule proposed by the federal banking agencies would have a
profound effect on the availability and cost of credit for nearly every American business and
consumer, as well as on the resiliency of U.S. capital markets. The U.S. economy would suffer a
significant, permanent reduction in GDP and employment; U.S. capital markets would become
less liquid and therefore more dependent on non-bank intermediation in normal times and on
governmental support when those non-banks step away during times of stress. Given the stakes
involved, the proposal is remarkable for its lack of analytical rigor, its hostility to the use of
relevant data as opposed to pre-formed opinions, and its failure to consider both its costs and
benefits, not just to banks but to all corners of the U.S. economy.

At a macro level, the proposal contains no standard by which to determine what an
appropriate risk weight should be for the risks it proposes to capitalize, and therefore makes it
impossible to determine whether a proposed risk weight is too high or too low or whether the
costs of higher capital outweigh the benefits. This marks a departure from prior practice.

At a micro level, in almost every case the proposed risk weight for a given asset is based
on no identified data or historical experience and no economic analysis. In most cases, the
proposal simply takes as given the risk weights negotiated by agency staff in Basel in 2017 and
2019, which, in turn, are lacking in data or analysis, or at least any that has been made public.
Also, in many cases, the agencies not only take Basel risk weights as a baseline for the proposal,
but also add arbitrary surcharges on top of the Basel weights, again with very little explanation.
Finally, the proposal fails completely to acknowledge that in the United States, and in the United
States alone, a stress capital charge for most of the same risks is already imposed by the Federal
Reserve through its stress testing process.

! Comment Letter from the Bank Policy Institute and American Bankers Association (Jan. 16, 2024), available at

https://bpi.com/wp-content/uploads/2024/01/ABA-BPI-Basel-lll-Endgame-Comment-Letter-Final-
2024.01.16.pdf [hereinafter BPI/ABA Letter]
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The proposal ignores massive data on the performance of banks operating in the United
States, which should have formed the basis for the proposal. The agencies propose to eliminate
the Advanced Approaches to credit risk that employs more granular and adaptable bank models
even though retention of those models was the core component of the 2017 Basel agreement they
purport to be implementing and have by all account produced accurate results for well over a
decade of use. Perhaps not coincidentally those results argue for a significantly lower capital
charge than the agencies’ proposed Standardized Approach,

The proposal then adds to the heightened risk weights for credit a massive charge for
operational risk, which is not currently a component of the U.S. Standardized Approach,

In all these cases, respondents are denied any meaningful opportunity to provide
comment: we do not know the standard used to calibrate the risk weights; the proposal generally
provides no data or analysis to support the risk weights chosen; and the proposal fails to
acknowledge any overlap with existing rules, much less seek comment on how that overlap
should be reconciled.

If finalized, the principal consequence of the proposal would be a significant increase in
the overall capital requirements of large banks in the United States — and only the United States.
By the agencies’ own initial estimate, the proposal would require 16 percent more capital. Even
those numbers are clearly understated. While we await a revised impact analysis from the
agencies based on an after-the-fact data collection, a private sector analysis of the effect of the
proposal on GSIBs has shown that the Basel proposal when combined with a GSIB proposal
would increase their capital requirements by 30 percent” — about 50 percent higher than the
agencies’ estimate. The agencies have also estimated that the proposal would increase market
risk risk-weighted assets by an astonishing 75 percent.’

And as a bottom line, the proposal effectively finds that large U.S. banks are currently
critically undercapitalized — something no one in the real world believes for a moment.

The proposed rule fails as a matter of both administrative law and policy. Itis based on
no articulated standard and provides no evidence to support its requirements, and those
requirements are inconsistent with all evidence that we and other commenters can identify on our

*  See Comment Letter from the Financial Services Forum, American Bankers Association, Bank Policy Institute
and Securities Industry and Financial Markets Association (Dec. 22, 2023), available at

https://www.sifma.org/wp-content/uploads/2023/12 /Associations-Letter-re-B3E-Impact-on-U.S.-GS|Bs. pdf.

#  Even this estimate may be significantly understated. Whereas the agencies estimated an overall increase in
market risk RWAs for Category | and Il banks (which includes the 8 U.S. GS5IBs and Northern Trust) of 76.7
percent, a quantitative impact study of the GSIBs shows that the impact on GSIBs could be as high has 112%,
and would only be as low as 73 percent if banks were able to maintain current model approvals; as described
in multiple industry letters, current model approvals would be endangered under the more restrictive
qualification and approval requirements of the proposed market risk framework. See Comment Letter from
the International Swaps and Derivatives Association, Inc. and the Securities Industry and Financial Markets
Association (Jan. 16, 2024), available at https://www.sifma.org/wp-content/uploads/2024/01/ISDA-SIFMA-
Comment-Letter-January-16-2024-Basel-1ll-Endgame. pdf.
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own. The proposal must be withdrawn, reconsidered, and reproposed based on identified data
and cogent analysis.

The Proposed Rule Is at War with Reality

The costs imposed on the U.S. economy by the proposal are even more unacceptable
because incurring them is so unnecessary.

Since major reforms were instituted in the wake of the Global Financial Crisis, the level
of common equity tier 1 capital, the highest-quality capital, has increased nearly 3.5 times.
Other prudential enhancements since the crisis have further bolstered bank stability: banks hold
dramatically more liquid assets, have substantially expanded their risk management functions,
and have reduced risk across the board. Banks have weathered very large macroeconomic
shocks and market turmoil. Benefiting from diversification across both product and geographic
lines, they have proven themselves time and again to be amply capitalized.

Even by 2017, when the Basel agreement was reached, its authors concluded that no
further increases in capital were required. As Mario Draghi, Chairman of the Group of Central
Bank Governors and Heads of Supervision who oversaw Basel 111, stated: “The focus of the
exercise was not to increase capital. As a matter of fact, the GHOS almost a year ago endorsed
this review by the Basel Committee, provided it wouldn’t create a significant capital increase in
the aggregate of the banking system.” The Basel Committee’s impact study published at that
time concluded, “Finalization of Basel III results in no significant increase in overall capital
requirements,” and capital in fact was projected to slightly decrease for the 96 internationally
active banks in the data set in aggregate.

Since 2017, there also has been no evidence that U.S. banks hold insufficient capital
against the four risks addressed in the proposal. Much attention has focused, since March 2023,
on the case of Silicon Valley Bank, but it did not fail due to credit, operational, market or CVA
risk: its borrowers repaid their loans; it suffered no cyber-attack or other operational loss; and it
did not trade securities or hedge with derivatives. Its problems were liquidity and interest rate
risk. The proposal does not claim otherwise.

Further evidence of the adequacy of current capital levels comes from the Federal
Reserve’s own annual stress test, which the Federal Reserve has said provides “the public and
firms with credible, independent assessments of each firm’s capital adequacy under stress.”® For
2022, total loss absorbency on the balance sheet of the 33 banks included in the stress tests —
equity plus allowances for credit losses and eligible long-term debt of GSIBs — was in excess of
$2.8 trillion, while total net stress losses under that severely adverse scenario were
approximately $300 billion. Thus, absorbency was more than nine times net losses predicted
under a stress akin to the Global Financial Crisis and another Great Recession,

4 https://www.bis.org/bebs/b3/ghos 20171207 2.htm

Basel Committee on Banking Supervision, Basel lll Monitoring Report: Results of the Cumulative Quantitative
Impact Study 1 (December 2017) (https://www.bis.org/bcbs/publ/d426.pdf)

& 2023 Stress Test Methodology at 3.
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The agencies’ proposal is also at odds with innumerable statements from agency
principals themselves, detailed in our comment letter. The proposed rule and its implicit finding
that targe U.S. banks are significantly capitalized thereby constitutes a radical, unexplained break
with these prior statements and all the analysis and experience that supported them.

The Components of the Proposed Rule

Risk-based capital requirements are based on ratios that take a bank’s regulatory capital
as their numerator and risk-weighted assets as their denominator; the proposal largely focuses on
the latter and would fundamentally change how risk-weighted assets are calculated for nearly
every type of asset and exposure. The risk weight attached to each asset has a direct and
significant effect on whether a bank chooses to hold and how it prices that asset; collectively,
those risk weights drive the bank’s overall capital requirement and its ability to compete for
capital against other companies.

The proposed rule would establish a new standardized, government-devised approach to
establishing risk weights, which it names the “Expanded Risk-Based Approach.” That approach
covers four categories of risk: credit risk, operational risk, market risk and credit valuation
adjustment risk (the last basically being the risk of default by a derivatives counterparty).

Despite the clear function of these risk weights — to reflect an asset or exposure’s risk of
loss — the proposed rule includes no standard for determining what the appropriate risk weight
should be for credit risk and CVA risk and includes no standard for converting operational risk
into risk-weighted assets. There is no legal standard, no quantitative standard, and no qualitative
standard for “risk” in these contexts, leaving even the most basic aspects of the calibration of
these risk weights and risk weight methodologies unknowable.

The consequences of this omission are significant. If any such standard were identified, a
commenter could then assess that standard and provide data and analysis on two fundamental
questions: first, whether that proposed standard is appropriate for determining risk-based capital
requirements; and second, whether the proposed risk weights and risk-weighting methodologies
are consistent with that standard. But the proposal does no such thing.

The concept of a standard against which to measure risk is not novel or difficult. The
current Advanced Approaches to credit risk — the internal-models-based approach that the
proposal would eliminate entirely - uses as its standard of risk potential credit losses in a given
vear at a 99.9 percent confidence interval. Both the current U.S. operational risk capital rule and
the Basel II standard on which it was based rely on a clear empirical standard of operational risk:
a bank’s operational risk exposure is defined as equal to the 99.9th percentile of the distribution
of potential aggregate operational losses over a one-year horizon. The proposal replaces these
standards with no standard.

Legal and Policy Defects with Respect te Each Component
Even if the proposal contained an articulated standard against which to judge its risk

weights, it would remain arbitrary and capricious because it cites no data or information to
support the weights it assigns for each of its four risks. The proposal is thus inconsistent with
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both the procedural and substantive requirements of the Administrative Procedure Act.
Credit Risk
An overly punitive Standardized Approach

The failure to base capital charges for credit risk on data and analysis is remarkable given
the massive historical data available to the agencies, which could inform analysis on probability
of default and loss given default for all types of loans. For example, the proposal ignores all of
the following data sources:

s Banks report quarterly to the Federal Reserve on loss rates for auto loans, commercial and
industrial loans, commercial real estate loans, and a range of other exposure categories.” The
data includes delinquency and default rates.

e  OCC researchers have previously used a supervisory data set that includes comprehensive,
historical account-level data on credit cards, including detailed information on borrower
characteristics along with delinquency and default performance.?

e The Federal Housing Finance Agency houses the National Mortgage Database, which
includes loan-level information on default and loss experience as well as detailed property
and borrower characteristics; the Mortgage Bankers Association and private data vendors
maintain historical, segment-level databases on performance of commercial real estate loans.

e Credit rating agencies maintain robust databases of corporate credit performance.

¢ Most notably, large banks have been submitting data to the banking agencies to support the
risk weights across all portfolios under the Advanced Approaches since 2014.7 This
information contains detailed historical data.

Notwithstanding this enormous body of historical loss data — much of it directly used by the
agencies for other supervisory and regulatory activities — the proposed rule makes almost no
reference to any of these data sources and appears to have ignored them completely in
calculating the risk weights it proposes.

A proposal based on data and analysis would have produced very different risk weights.
To provide just a few notable examples:

7 Board of Governors of the Federal Reserve System, Capital Assessments and Stress Testing Information
Collection (Reporting Form FR Y-14Q), availabie at
hitps://www.federalreserve.gov/apps/reportingforms/Report/Index/FR_Y-14Q,

& See Florentin Butaru, Qingging Chen, Brian Clark, Sanmay Das, Andrew W. Lo and Akhtar Siddique, Risk and
risk management in the credit card industry, 72 §. of Banking & Fin. 218, 220.

9 See Federal Financial Institutions Examination Council, Regulatory Capital Reporting for Institutions Subject to
the Advanced Capital Adequacy Framework—FFIEC 101, available at
https://www.ffiec.gov/pdf/FFIEC_forms/FFIEC101_202309_f.pdf.
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For credit card loans, experience taken from regulatory reports supports a risk weight of 73
percent, whereas the proposal would impose an effective risk weight of 111 percent, to which
would be added a further operational risk charge — combining for a total risk weight of
approximately 140 — 190 percent, or roughly double what the actual risk requires.'’
Furthermore, credit card loans are subject to a further stress capital charge through the
Federal Reserve’s stress test, of which the proposal takes no account.

For other consumer loans, data from the Advanced Approaches supports a risk weight of 50
percent.!! The proposal would introduce a risk weight of 85 percent, which is 10 percentage
points higher than what U.S. agency staff agreed to in Basel and materially overstates the
actual credit risk, particularly for auto loans. These loans are also subject to a further stress
capital charge.

The proposal would impose new capital charges on unused credit card lines based on no
analysis and in conflict with historical data. (As a result, banks would likely reduce lines for
credit card holders, with particular harm to lower-income consumers who rely on unused
lines as an emergency source of funding and as a way to build a credit history.)

Risk weights for business loans are similarly overstated. According to FFIEC reports,
documented historical experience from 2014 to 2022 suggests that a risk weight of 41 percent
would be appropriate. Instead, the proposal establishes a general risk weight of 100 percent,
with a 65 percent risk weight available only to businesses that are both (1) rated investment-
grade by the bank and (2) have securities listed on a national exchange or have a parent that
does. The latter requirement would effectively impose a 100 percent risk weight on loans to
tens of thousands of creditworthy small and mid-sized businesses, as well as high credit-
quality mutual funds and pension funds that generally do not list securities on an exchange.'?

Whether with or without a listed security, historical analysis based on FFIEC data from 2014
to 2022, combined with the Advanced Approaches risk weight formula, shows that a
business rated investment-grade by a bank merits a risk weight significantly below 65
percent, and below the 41 percent for all business loans — something on the order of 30
percent.

Risk weights for mortgage loans would range from 40 to 90 percent, even before one
considers the impact of the separate operational risk charge and the Federal Reserve’s stress
test, which could add as much as 25 percent; for loans intended to be sold to government-

Paul Calem and Francisco Covas, The Basel Proposal: What It Means for Retail Lending, Bank Policy Institute
(Nov. 8, 2023), available at https://bpi.com/the-basel-proposal-what-it-means-for-retail-lendin

Id.

The proposal includes no analytical basis for the securities listing requirement. In fact, researchers using a
robust data set have demonstrated that the listing requirement does not result in more consistent internal
ratings across banks or lower credit risk, demonstrating that the requirement is arbitrary. See Francisco Covas
and Barbora Stepankova, Consistency in Risk Weights for Corporate Exposures Under the Standardized
Approach, Staff Working Paper — Bank Policy Institute (Jan. 2022), ilable at https://bpi.com/wp-
content/uploads/2022/01/Consistency-in-Risk-Weights-for-Corporate-Exposures-Under-the-Standardized-
Approach.pdf.
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sponsored enterprises, the effective risk weight could be as high as 140 percent.'
Documented historical experience based on data from FFIEC reports from 2014 to 2022
suggests an average risk weight of 25 percent is more appropriate. For GSE loans, the
assumed loss rates — even leaving aside the operational risk and stress test add-ons — are
higher than those for the worst losses in history — those originated from 2005 to 2008,

Elimination of a more advanced, internal-models-based approach

Compounding the effect of punitive standardized risk weights, the proposal would
eliminate the Advanced Approaches for credit risk for the largest banks.

Ending the use of internal models for credit risk would be a repudiation of the core
element of the 2017 Basel agreement that the agencies purport to be implementing.'* That
agreement’s most negotiated and prominent feature was the continued use of bank models
subject to an “output floor,” meaning models cannot collectively produce RWAs lower than 72.5
percent of those calculated using a standardized approach.

Ending the use of internal models for credit risk greatly increases the costs of over-
calibration of standardized risk weights. In every other major jurisdiction implementing the
2017 Basel agreement, those standardized risk weights are effectively discounted given that in
most cases internal models or external credit ratings (the use of which is not permitted in the
United States) will produce a significantly lower capital charge. Basically, the standardized
charges in that framework were intended to apply at a 72.5 percent discount and will continue to
do so in every other major country.

Put another way, having negotiated in Basel an output floor of 72.5 percent, the agencies
now propose a de facto output floor of 100 percent but only for U.S. banks, and with the
Standardized Approach that forms the basis of that output floor set even higher than the Basel
agreement in almost every major respect.

Even this formulation understates the impact: the 72.5 percent output floor is an average,
and that means some loans in other jurisdictions could receive risk weights significantly lower
than 72.5 percent of the risk weight the same loan would receive under the U.S. proposal. Thus,

3 See Paul Calem and Francisco Covas, The Basel Proposal: What It Means for Mortgage Lending, Bank Policy
Institute (Sept. 30, 2023}, available at https://bpi.com/the-basel-proposal-what-it-means-for-mortgage-
lending/.

1 See Laurie Goodman and Jun Zhu, “Bank Capital Notice of Proposed Rulemaking — A Look at the Provisions
Affecting Mortgage Loans in Bank Portfolios,” Urban Institute (Sept. 2023), available at
https://www.urban.org/sites/default/files/2023-09/Bank percent20Capital percent20Notice percent20of
percent20Proposed percent20Rulemaking.pdf.

15 The Basel framework contemplates the continued use of internal models for credit risk. Although the Basel
Committee provides that implementing only the Standardized Approaches would not, in and of itself,
constitute noncompliance with the Basel framework, see Basel Committee on Banking Supervision, High-level
summary of Basel Il reforms, 12 (Dec. 2017), available at
https://www.bis.org/bcbs/publ/d424 hlsummary.pdf, nothing in the Basel framework requires the
elimination of internal models for credit risk, and implementing the Basel standards in the United States in no
way necessitates the elimination of internal models for credit risk.
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for lower-risk activities, U.S. banks would be at a serious competitive disadvantage compared to
foreign peers, and U.S. borrowers will be seeing higher prices for business or consumer loans
compared to the rest of the world.

There is no evidence whatsoever that internal models for credit risk have led to a
systematic understatement (or overstatement) of risk at any bank. Since 2014, banks have used
internal models to gauge credit risk for capital purposes, subject to back-testing and model
approval from an independent risk function, an independent model validation group, internal
auditors and agency examiners.!® The virtue of internal models is that they are inherently more
granular and risk-sensitive than government-imposed, one-size-fits-all standardized
methodologies, and they can also be adjusted over time to reflect changing behavior.

Despite the fact that agency representatives spent years developing this component of the
2017 Basel Committee revisions, the proposal fails to consider this carefully crafted alternative.
Incredibly, the proposal does not mention the Basel Committee’s revised framework for internal
credit models at all. The proposal also contains no mention of the fact that every major banking
center abroad that has implemented the 2017 Basel Committee revisions, including both the
European Union and the United Kingdom, has chosen to implement the 2017 framework for
internal credit models.

The conclusion here is inescapable: the problem with internal models is not that they are
inaccurate, but rather that they produce lower capital charges than the agencies would prefer for
reasons other than accuracy. And they deprive the agencies of a monopoly in assessing credit
risk for capital purposes. All banks should have the option of using internal models subject to
the existing regulatory regime in order to ensure their accuracy.

Operational Risk

If the proposal were adopted without change, large U.S. banks would end up holding over
$300 billion in capital against so-called “operational risk™ — basically the risk of non-financial
loss, in theory through events like a cyber-attack but in practice through fines from the banking

*  The agencies nowhere acknowledge a rigorous model risk management regime that they themselves have
established. In 2011, the Federal Reserve and OCC issued their Supervisory Guidance on Model Risk
Management, which lays out the requirements that banks must follow for robust model development, testing,
governance, and independent validation. This 2011 supervisory guidance: (i} defines robust standards for
model development, documentation, testing, justification, empirical verification and outcomes analysis,
review, and governance of models; (i} requires that a competent independent model validation group validate
that all the requirements specified in the guidance have been met for every model a bank uses; and (iii)
mandates that banks’ internal audit groups assess the effectiveness of both the model development and the
independent validation. As a resuit of these requirements, internal models for credit go through numerous
reviews, with each review serving a different purpose. The guidance was expressly designed to mitigate
potential issues with model uncertainty, and by all accounts has served fit for that purpose. Since 2011, the
agencies have seen no cause to revisit that guidance and have made no public observation that it is flawed,
much less failing to such an extent that it must be abandoned entirely in favor of sole reliance on government-
set, standardized models. There has never been a public enforcement action against a bank for
underreporting its risk weights under the Advanced Approaches; nor have there been material losses reported
at banks attributable to credit risk modeling failures.
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agencies and civil litigation judgments. This capital charge is produced by creating more than
$3.5 trillion in phantom assets to represent operational risk — which, unlike credit and market
risk, is not based on actual assets held by banks, but instead on a bank’s income and operational
loss history ~ and then imposing a capital charge against those phantom assets. For capital
purposes, approximately 24 percent of banks’ collective risk-weighted assets would stem from

these phantom assets.

This requirement is massively overstated, and the agencies provide no basis for it in the

proposal.

The proposal ignores relevant data in calibrating the operational risk capital requirement.

The Federal Reserve collects historical data on operational risk losses for stress testing
purposes.!” Data going back to the first quarter of 2001 is available and is quite detailed,
including information on loss amounts, loss classifications, and loss descriptions, There is no
evidence that the agencies considered that data.

Furthermore, ORX — an operational risk management association ~ has collected a massive
data set on operational risk losses, which also extends back to the early 2000s.

The proposal also fails to acknowledge that U.S. banks are already required to capitalize for
operational risk through the Federal Reserve’s stress test. The proposed rule would create $2
trillion in phantom operational risk assets, and another $1.5 trillion in phantom assets already
results from the SCB that is calculated in the Federal Reserve’s annual stress test, whose
latest iteration imposed $188 billion in aggregate operational risk losses.™

The cumulative effect of these two operational risk capital charges leads to overall capital
requirements for operational risk that are 3.5 times larger than the largest losses experienced
by U.S. banks in the worst year since 2003. Nearly 25 percent of large U.S. banks’ total risk-
weighted assets would result from operational risk capital charges, whereas the average for
banks in other jurisdictions is nearly half that amount.

One source of the overstatement of operational risk is a material over-capitalization for the
risk arising from fee-related income. Unlike the calculation of the interest component and
the financial component of the business indicator for operational risk, the services component
does not offset revenues with expenses. There is also no upward limit on the size of the
services component; in contrast, for the interest component, there is a cap set at 2.25 percent
of interest-earning assets. This method of deriving operational risk RWAs disincentivizes
banks from diversifying their income streams away from net interest income and runs
counter to sound risk management practices.

The vastly overstated base operational risk charge in the proposal is, in turn, subjectto a

Data submitted confidentially under the FR Y-14Q data collection regime includes operational loss history, so
this dataset is not available to the public.

The $188 billion estimate of losses associated with operational risk events stemmed from the 2022 stress
tests, which included all banks subject to the proposal (Categories I-1V). The 2023 stress test yielded an
estimate of 5185 billion, reportedly for a subset of those banks (Categories 11},
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bank-specific “internal loss multiplier,” designed to assess whether that bank’s individual
operational risk loss history differs from the norm over the past ten years. It is worth noting
that by the time the rule is scheduled to take effect, crisis-era litigation settlements and
government fines will no longer be included in the ten-year lookback period. Thus, while
good policy would require the agencies either to make the multiplier symmetrical (also
giving favorable treatment for good operational loss history) or to eliminate it altogether (as
the EU and UK have done), it is not a major driver of the overstatement of operational risk
capital.

In sum, the current proposal with respect to operational risk capital should be thoroughly
reconsidered and re-proposed with a lower calibration, and once it is adopted, the operational
risk component of the Federal Reserve’s stress test should be eliminated, as there is no
conceptual or analytical basis for it.

Market Risk

The proposed rule would establish a standardized measure of market risk that produces
outsized increases in market risk capital despite no indication that firms have undercapitalized
those activities. According to the proposal, market risk RWAs are expected to rise 75 percent for
affected banks. The proposal requires market risks to be capitalized using either a standardized
approach — which, among other problems, does not sufficiently recognize the benefits of
diversification — or a models-based approach that determines a substantial part of the capital
requirement through a draconian stress test. Additionally, the eligibility requirements for the
models-based approach lack empirical support and have the potential to introduce volatility and
uncertainty into capital requirements, as banks could be forced to switch between applying
models-based and standardized approaches due to the inability to pass arbitrary tests.'”

The proposed rule also ignores completely its overlap with the Global Market Shock in the
Federal Reserve’s stress test. Both are intended to ensure a bank can endure a severe market
stress; both capture market risk losses; and both estimate those losses based on extreme tail
events. Further, both frameworks use market shocks calibrated based on similar historical loss
data; both constrain the effects of credit risk mitigation and portfolio diversification; and both
use similarly severe liquidity horizon assumptions. And the Global Market Shock already
overstates risk: a 2019 study suggests that several factor shocks have less than a 1-in-10,000
chance of occurring based on historical data.™® For several asset classes, the combined shocks
from GMS and the Basel standardized charge would far exceed those experienced in the most
severe shock that have ever happened over a six-month period. For BBB corporate bonds, the
GMS alone exceeds the most severe losses experienced over a six-month period for that asset
class since 2008, When GMS shocks are combined with the Fundamental Review of the Trading
Book, capital requirements for certain exposures can even exceed maximum potential loss.

See Greg Hopper, The New Profit and Loss Attribution Tests: Not Ready for Prime Time, Bank Policy Institute
(Dec. 14, 2023), available at https://bpi.com/the-new-profit-and-loss-attribution-tests-not-ready-for-prime-

time/#:~:text=In%20light%200f%20these%20fundamental, reporting%20and%20monitoring%20purposes’%200

nly.

* See SIFMA (August 2019) Global Market Shock and Large Counterparty Default Study, available at
https:/fwww.sifma.org/wp-content/uploads/2019/09/SIFMA-GMS-LCD-Study-FINAL.pdf.

10



17

Given the important role banks and their affiliated broker-dealers play in U.S. capital
markets, the proposed rule would do substantial damage. An unjustified increase in market risk
capital requirements would raise the cost of debt and equity financing while reducing market
liquidity. The increase in the costs of debt financing and hedging activities would translate to
increased prices for consumers as they purchase homes, automobiles or other goods and services
funded in capital markets.?! In addition, the proposal would reduce the liquidity of the U.S.
capital markets, which would drive up the cost of funding for American businesses.

Again, there is nothing about the real-world performance of U.S. banks to justify an
implicit finding that their trading operations are critically undercapitalized, and the proposed rule
makes no attempt to do so. It just makes up the risk weights without any tether to data or
analysis.

Derivatives Counterparty Risk

The treatment of default risk with derivatives counterparties is based on no historical data
or analysis. The proposal includes two new approaches for calculating this risk, neither of which
allows for the use of internal models. The shift away from internal models is expected to result
in an approximate 10 percent increase in risk-weighted assets for this risk — again, with no
evidence to suggest that current capitalization levels are insufficient.

Tailoring

The proposed rule, in conjunction with other rules proposed over the summer, would
have the practical effect of repealing the tailoring provisions of the Economic Growth,
Regulatory Relief and Consumer Protection Act of 2018, at least with respect to capital and
related requirements. Although the agencies certainly have the right to identify to Congress laws
with which they disagree, they lack the authority to override Congress and must implement all
statutory mandates. Although the regional banking turmoil of 2023 may merit some change to
the law, Congress has not enacted any such changes; rather, through their actions the agencies
have assumed the lawmaking process.

The proposed rule would largely apply the same capital requirements to banks in
Categories I through IV, namely by (i) requiring banks in Categories I through IV to calculate
RWAs in the same manner, including by requiring Category I1I and IV banks to move to the
dual-stack approach previously only required for Category I and II banks; (ii) requiring Category
111 and I'V banks to recognize unrealized gains/losses on available-for-sale debt securities and
most other elements of accumulated other comprehensive income (AOCI) in regulatory capital;
(iii) requiring Category 11l and IV banks to apply the capital deductions and minority interest

3 With respect to the increased costs of hedging that would result from the proposal, see David Murphy and
Sayee Srinivasan, Capital proposal: Endgame for a robust U.S. derivatives market?, ABA Banking Journal,
available at https://bankingjournal.aba.com/2023/11/capital-proposal-endgame-for-a-robust-u-s-derivatives-
market/ (“It is highly likely that banks will react to these proposals, if finalized, by increasing fees for providing
market access, reducing the amount of risk that they allow clients to transfer, and refusing to provide access
at all to the least profitable clients.”).
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treatments that currently apply to only Category I and II banks; (iv) applying the supplementary
leverage ratio and countercyclical capital buffer to Category IV banks; and (v) requiring all
Category I through IV banks - regardless of the extent of their trading activities — to calculate
market RWAs under the revised market risk capital rule. Some of these changes conceivably
could be justified as a reaction to events of March 2023; the majority, however, bear no relation.
Furthermore, even where change is deemed necessary, the agencies have failed to tailor
requirements and instead have opted to treat mid-sized banks the same as GSIBs. In particular,
the requirement for Category IV banks to apply a dual-stack approach — meaning those banks
must calculate their capital ratios using both the current U.S. Standardized Approach and the
Expanded Risk-Based Approach, with the lower of the two being the binding capital requirement
— would impose undue costs and burdens without a commensurate supervisory or policy benefit.

The proposed rule also has a disproportionate impact on the U.S. operations of foreign
banks, which are particularly hard hit by the punitive risk weights imposed on fee income. The
proposed GSIB surcharge rule could also subject many of them to heightened regulation even
though they are in general shrinking their U.S. footprints at least in part because of the existing
level of regulation.

Regulatory Overla

The proposal would result in significantly higher effective capital requirements for most
covered banks with respect to market risk (primarily associated with trading assets and activities)
and operational risk. The proposal does not consider the possibility that these significant
increases to the capital requirements for both types of risk would lead to redundancy, in whole or
in part, with the capital required for these same risks through the Federal Reserve’s stress tests.

Market risk

As defined by the Federal Reserve, market risk is “the risk of loss on a position that could
result from movements in market prices”** Both the existing Global Market Shock (GMS)
component of the Federal Reserve’s stress testing framework and the proposed rule are designed
to measure and capitalize this risk. Their designs bear striking similarities: both assess a bank’s
ability to withstand a period of extreme market stress over a long duration; both shock trading
positions at high confidence levels; and both have bigger shocks for asset classes with longer
assumed liquidation periods.* Analysis based on publicly available data demonstrates that the
proposal’s approach to market risk and the GMS are duplicative — that is, they are expressly

%  See 12 C.F.R.§ 217.202.

2 The stated purpose of the stress capital charge is to ensure that banks have sufficient capital to “both absorb

losses during times of economic stress and continue to lend to households and businesses and meet their
obligations.” Stress Testing Policy Statement, 84 Fed. Reg. 6664, 666667 (Feb. 28, 2019), available at
https://www.govinfo.gov/content/pkg/FR-2019-02-28/pdf/2019-03503.pdf. Pursuant to a codified Federal
Reserve policy statement, the “severely adverse scenario” is designed to reflect “conditions that characterized
post-war U.S. recessions,” and its Global Market Shock component is designed to reflect “large, previously
unanticipated moves in asset prices and rates.” 12 C.F.R. 252, Appendix A. The stress test is therefore
designed to assess tail risk.
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designed to capture the same market risks of a single set of trading positions, with the results that
these market risks must effectively be capitalized twice.

QOperational risk

Similar issues arise in the context of the proposal’s treatment of operational risk relative
to the capitalization of that risk under the Federal Reserve’s stress testing framework.
Specifically, large banks are already required to hold capital for operational risk through the
Federal Reserve’s annual stress tests, which the Federal Reserve designs both to reflect aggregate
operational-risk losses for the industry over the stress test projection horizon and to account for
“large and infrequent operational-risk losses” that may be incurred by a firm.> Therefore,
combining the new Standardized Approach for operational risk with the stress test capital charge
would lead to a substantial overstatement of capital requirements for operational risk.*®

Systemic risk

For GSIBs, the inflated higher risk-weighted assets from the Basel proposal would feed
into the GSIB surcharge score under the approach adopted by the U.S. agencies. Thus, with this
multiplier effect, GSIBs will be considered more systemically important and incur a higher
capital charge, even as their risk is unchanged. The proposal takes no account of this effect and
fails to consider alternatives to offset it — for example, recalibrating the surcharge to reflect
economic growth since the framework was finalized in 2015.

Resolution risk

The purposes of the Basel proposal overlap with the agencies’ current long-term debt
proposal, which would generally apply long-term debt requirements to larger banks (other than
U.S. GSIBs currently subject to the TLAC rule). The long-term debt proposal seeks to ensure
additional funds are available to banking organizations to aid their resolution and protect
uninsured depositors.*” Although the contemplated capital increases under the Basel proposal
should reduce the need for long-term debt, given that increased capital can also absorb losses for
a distressed bank and protect uninsured depositors, the rules are actually designed to increase
concurrently. Indeed, the long-term debt proposal is calibrated based on RWAs that the Basel
proposal may increase by $2.2 trillion.”® Although the long-term debt proposal states that the
Basel proposal would, therefore, “lead mechanically to increased requirements for [long-term

*  Greg Hopper, Why is the FRTB Expected Shortfall Calculation Designed as It Is?, Bank Policy Institute (May 23,
2023), available at https://bpi.com/why-is-the-frtb-expected-shortfall-calculation-designed-as-it-is/; Greg

Hopper, How Can The Global Market Shock More Effectively Compl t The Fund tal Review of the
Trading Book?, Bank Policy Institute (May 30, 2023), available at https://bpi.com/how-can-the-global-market-

shock-more-effectively-complement-the-fundamental-review-of-the-trading-book/.

3 See 2023 Stress Test Methodology, at 23.

Francisco Covas, About Excessive Calibration of Capital Requirements for Operational Risk, Bank Policy Institute
(Oct. 20, 2023), https://bpi.com/about-excessive-calibration-of-capital-requirements-for-operational-risk/.

Long-Term Debt Requirements for Large Bank Holding Companies, Certain Intermediate Holding Companies of
Foreign Banking Organizations, and Large Insured Depository Institutions, 88 Fed. Reg. 64,524 (Sep. 19, 2023).

See Regulatory Capital Rule: Large Banking Organizations and Banking Organizations With Significant Trading
Activity, 88 Fed. Reg. 64,028, 64,168 (Sept. 18, 2023).
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debt] under the [long-term debt] proposal,” the agencies cannot provide a robust cost-benefit
analysis accounting for the ultimate impacts of the Basel proposal. Until the Basel proposal is
finalized, neither the agencies nor the public have the information to fully assess the benefits and
costs of the two proposals.®’?

Correlation of Risks

The proposal would impose capital charges for credit risk, operational risk, market risk,
and CVA risk on a purely aggregate basis. That is, it assumes that all such risks would arise and
impose losses on covered banks at the same time, effectively assuming that all such risks are
perfectly correlated. Under a 99.9-percent confidence-interval assumption, it would mean that, if
credit risk losses are in the 0.1-percent tail of the distribution of credit losses, the same is true for
market risk losses, operational risk losses, and losses associated with credit quality of banks’
derivatives counterparties, This assumption is flatly inconsistent with all available evidence,
which implies a fatal problem with the proposal that it does not acknowledge, let alone
thoughtfully consider and resolve,

In particular, the proposal presents no historical evidence of operational risk losses being
correlated with financial risks. Fines or judgments against banks for anti-money laundering and
sanctions compliance, antitrust violations and consumer credit practices — which now make up
the largest operational risk loss events — would appear entirely uncorrelated with credit and
market loss events. The only case where there appeared to be some correlation involved
penalties for mortgage practices in connection with the credit losses of the Global Financial
Crisis. However, in reality, there was low correlation because the actual litigation losses were
generally recognized several years later.

As Governor Waller explained in his dissent from the proposed rule:

[T]here is no discussion on why operational risk capital needs to be an
additional charge as opposed to just using the existing capital stack to
absorb operational losses. Having an additional layer of operational risk
capital would make sense if large operational risk losses tend to occur
contemporaneously with credit and market losses. But there is little
evidence of that. For example, some of the largest operational risk
expenses U.S, banks have incurred were those owing to fines and lawsuits
associated with mortgage underwriting and securitization leading up to
the 2008-09 financial crisis. But banks didn't incur those losses until

#  Additionally, the long-term debt proposal would likely be three times more costly than the agencies estimate,
after factoring in the interactions of the debt proposal with current regulation, market practice, and banking
organizations’ current debt shortfalls. See Haelim Anderson, Francisco Covas and Felipe Rosa, The Long-Term
Debt Proposal and Bank Profitability, Bank Policy Institute (Dec. 7, 2023), https://bpi.com/the-long-term-debt-
proposal-and-bank-profitability/. The agencies estimate a total funding cost of $1.5 billion; a more accurate
estimate is $4.9 billion. The agencies estimate a 3-basis-point decline in net interest margin (NIM); a more
accurate estimate is a 10-basis-point decline in NIM. The agencies’ assumptions would lead to a 26-basis-
point decline in return on average tangible common shareholders’ equity (ROTCE); a more accurate estimate is
an 80-basis-point decline in ROTCE. These significant costs would burden banks at the same time that they
must grapple with the costs of the Basel proposal.
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years after the financial crisis because it takes time to recognize fiduciary
failings, bring forward legal claims, and adjudicate those claims. That is
typical for these sorts of losses, which often stem from litigation. An
important question, therefore, is why do banks need to sideline separate
buckets of operational risk, credit risk, and market risk capital when those
risks are unlikely to manifest at the same time? It is similar to asking
individuals to establish separate emergency funds for shocks to their
income, such as losing their job, and shocks to their expenses, like a fire
in their house or their car breaking down. Households understand it is
exceedingly unlikely that they will experience a month where all these
shocks hit simultaneously, so their emergency funds are less than the sum
of those individual expected expenses.*”

Below is a graphical illustration of this point from our comment letter, showing the history of
actual operational and credit losses since 2003; the correlation is weak to non-existent.

Timing Mismatch Between Operational Risk and Credit Risk
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The proposal’s counterfactual assumption of perfect correlation also represents a marked
and unexplained change in policy. In prior rulemakings, the agencies have expressly declined to
add incremental operational risk capital charges to risk-weighted assets calculated using

3 Statement by Christopher J. Waller, Governor, Board of Governors of the Federal Reserve System, on the

Proposed Amendments to the Capital Framework (July 27, 2023), available at
https://fwww.federalreserve.gov/new nts/pressrel fwaller-st 1t-20230727.htm,
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standardized risk weights on the following grounds: “Because the general risk-based capital
rules include a buffer for risks not easily quantified (for example, operational risk and
concentration risk), [banks subject to the Standardized Approach] would not be subject to an
additional direct capital charge for operational risk.”*' The proposal would continue that
approach for the existing Standardized Approach that would apply to all smaller banks and act as
a “floor” for larger banks subject to the proposal.

Any operational risk capital charge needs to be discounted very substantially, and there is
a strong case for eliminating it altogether. And there is no case for retaining a second charge in
the stress test if one is adopted for Basel purposes.

The Role of Basel

Nearly the entirety of the proposal relies in whole or in part upon decisions made by the
Basel Committee in 2017 and 2019. Yet almost none of the various requirements and associated
methodologies and other details based on the Basel Committee’s standards is accompanied by
any associated analysis, reasoning, or evidentiary support required of the agencies themselves as
part of the U.S. rulemaking process under the APA. The Basel Committee’s deliberations and
decision making occurred wholly outside the U.S. administrative law framework. Furthermore,
to the extent that the Basel Committee agreement was based on analysis, that analysis was
conducted almost a decade ago, averaged results among quite different banks around the world,
and included no analysis of the impact on smaller U.S. banks to which the proposal would apply.
While promoting international consistency in capital regulation may benefit U.S. public policy in
certain respects, it does not excuse the agencies from the basic obligation under U.S. law to
independently explain and justify the proposal in its own right.

As Director McKernan of the FDIC noted in dissenting from the proposed rule:

As the complexity of the capital framework mounts, we are asked to defer
more and more to the technical work of, and the backroom deals made at,
the Basel Committee. In the case of the Basel 11l standards, the Basel
Committee has made some key decisions with little or no explanation,
That then leaves the U.S. bank regulators unable to defend or perhaps
even understand important aspects of the Basel III standards that we are
now proposing to implement.

In sum, an agreement reached by agency staff in 2017 is no policy or legal excuse for
failing to produce data and analysis to justify a U.S. rule,

Summary

We urge the agencies to withdraw this proposal, draft a new one, show their work, and
seek public comment.

31 Risk-Based Capital Guidelines; Implementation of New Basel Capital Accord, 68 Fed. Reg. 45900, 45902 (Aug.
4, 2003).
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Chairman BARR. Thank you. Mr. Bashur, you are now recognized
for 5 minutes.

STATEMENT OF BRYAN BASHUR, DIRECTOR OF FINANCIAL
POLICY, AMERICANS FOR TAX REFORM

Mr. BASHUR. Chairman Barr, Ranking Member Foster, and mem-
bers of the subcommittee, thank you for the invitation to testify
today. My name is Bryan Bashur, and I am the Director of Finan-
cial Policy at Americans for Tax Reform (ATR). ATR is a nonprofit,
501(c)(4) taxpayer advocacy organization that opposes all tax in-
creases and supports limited government, free market policies. In
support of these goals, ATR opposes heavy regulation and taxation
of financial services. ATR was founded in 1985, at the request of
President Ronald Reagan.

I am here today to talk about the proposed bank capital rule,
which is based off the Basel Committee on Banking Supervision’s
Basel III Endgame framework.

In November, this subcommittee discussed how the Basel Com-
mittee, among other international organizations, has directly influ-
enced U.S. banking regulation. Now, the discussion will specifically
revolve around a proposal that circumvents congressional intent,
abuses regulators’ discretion, and is arbitrary and capricious.

The Federal Reserve, Federal Deposit Insurance Corporation, Of-
fice of Comptroller of the Currency are proposing to heighten regu-
lations on banks with at least $100 billion in consolidated assets.
The proposal would force large banks to build up more capital
through retained earnings and additional stock issuances without
any input from Congress.

These new rules will make borrowing more expensive, hamper
dividends and share repurchases, and reduce the availability of
credit cards and mortgage loans, activities and services the govern-
ment should not be micromanaging. Banks should remain private
and not regulated to such an extent that they resemble heavily reg-
ulated utilities or other quasi-governmental entities.

The Basel Committee’s influence on banking regulation across
the globe has created a regulatory structure that circumvents Con-
gress. This is evidenced by the proposal’s direct repudiation of the
bipartisan Economic Growth, Regulatory Relief, and Consumer Pro-
tection Act. Congress passed this legislation with the intent to tai-
lor regulation for bank holding companies. The proposal eliminates
and replaces the tailored regulation from S. 2155 by applying uni-
form regulations to all banks with more than $100 billion in assets.

For example, the proposal expands the inclusion of accumulated
other comprehensive income for available-for-sale securities to cap-
ital calculations for Category III and IV banks. Category III and IV
banks would also be required to calculate their capital based on
both the new expanded risk-based approach and the existing stand-
ardized approach, and then measure compliance based on the more
stringent of the two ratios. The supplementary leverage ratio and
the countercyclical capital buffer would also be expanded to apply
to Category IV banks.

The proposal also largely eliminates the use of banks’ internal
models without any empirical analysis justifying this prohibition.
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The blanket application of these requirements defeats the purpose
of S. 2155.

This proposal is arbitrary and capricious, an abuse of discretion,
and exceeds the statutory bounds with which the regulators are
supposed to operate.

Regulators may not expand their authority merely because they
believe their preferred approach would be better policy. The regu-
lators claim to have broad statutory authority to amend capital re-
quirements at will. However, Congress does not alter the funda-
mental details of a regulatory scheme in vague terms or ancillary
provisions. It does not, one might say, hide elephants in
mouseholes. Congress made it clear in S. 2155 that there needs to
be a regulatory structure that is best tailored to banks with dif-
ferent services and operations. The proposal dismisses Congress’
intent and moves ahead anyway.

Regulators are justifying the uniform application of capital regu-
lations to banks in categories I, II, III, and IV by referring to “re-
cent events” or the collapses of Silicon Valley Bank, Signature
Bank, and First Republic Bank. However, these banks’ failures
cannot and should not be attributed to all U.S. banks with more
than $100 billion in assets.

The capital requirements dictated by the regulators have not
been condoned by Congress and are arbitrary and capricious under
the Administrative Procedure Act.

The proposal is a classic example of the government intervening
in the operations of private companies by mandating how they
must organize their balance sheets. If finalized, the proposal has
the potential to reduce the availability, or increase the cost of cred-
it for auto loans, credit cards, small business loans, and mortgages.
One paper describes how the regulators’ unbridled quest for more
stringent capital requirements can make capital allocation more ex-
pensive. According to the paper, “All else equal, making regulated
banks less risky may actually raise their cost of capital, with con-
sequent implications for investment and growth.”

At the end of the day, major questions and policy decisions need
to be left to Congress. Unelected bureaucrats should not be in the
business of creating the law.

Thank you again for inviting me to this hearing. I look forward
to answering your questions.

[Prepared statement of Mr. Bashur follows:]



25

MAERICANS
TAX REFORM

Testimony of Bryan Bashur
Director of Financial Policy
Americans for Tax Reform

Before the
U.S. House Committee on Financial Services
Subcommittee on Financial Institutions and Monetary Policy

“Rules Without Analysis: Federal Banking Proposals Under the Biden Administration™
January 31, 2024

Chairman Barr (R-Ky.), Ranking Member Foster (D-I11.), and members of the subcommittee,
thank you for the invitation to testify today. My name is Bryan Bashur, and | am the Director of
Financial Policy at Americans for Tax Reform (ATR). ATR is a nonprofit, 501(c)(4) taxpayer
advocacy organization that opposes all tax increases and supports limited government, free
market policies. In support of these goals, ATR opposes heavy regulation and taxation of
financial services. ATR was founded in 1985 at the request of President Ronald Reagan.

I am here today to talk about the proposed bank capital rule, which is based off the Basel
Committee on Banking Supervision’s (Basel Committee) Basel 111 Endgame framework.

In November, this subcommittee discussed how the Basel Committee, among other international
organizations, has directly influenced U.S. banking regulation. Now, the discussion will
specifically revolve around a Proposal that circumvents congressional intent, abuses regulators’
discretion, and is arbitrary and capricious.

The Federal Reserve (Fed), Federal Deposit Insurance Corporation (FDIC), and Office of the
Comptroller of the Currency (OCC) are proposing to heighten regulation on banks with at least
$100 billion in consolidated assets. The Proposal would force large banks to build up more
capital through retained earnings and additional stock issuances without any input from
Congress.

These new rules will make borrowing more expensive, hamper dividends and share repurchases,’
and reduce the availability of credit cards and mortgage loans—activities and services the
government should not be micromanaging, Banks should remain private and not regulated to
such an extent that they resemble heavily regulated utilities, or other quasi-governmental entities.

! https://www wsj.
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The Basel Committee’s influence on banking regulation across the globe has created a regulatory
structure that circumvents Congress. This is evidenced by the Proposal’s direct repudiation of the
bipartisan Economic Growth, Regulatory Relief, and Consumer Protection Act (PL. 115-174).2
Congress passed this legislation with the intent to tailor regulation for bank holding companies.
The Proposal eliminates and replaces the tailored regulation from P.L. 115-174 by applying
uniform regulations to all banks with more than $100 billion in assets. For example, the Proposal
expands the inclusion of accumulated other comprehensive income (AOCI) for available-for-sale
(AFS) securities to capital calculations for Category III and IV banks. Category III and IV banks
would also be required to calculate their capital based on both the new expanded risk-based
approach and the existing standardized approach, “and then measure compliance based on the
more stringent of the two ratios.”® The supplementary leverage ratio (SLR) and the
countercyclical capital buffer (CCyB) would also be expanded to apply to Category IV banks.
The Proposal also largely eliminates the use of banks’ internal models without any empirical
analysis justifying this prohibition. The blanket application of these requirements defeats the
purpose of PL. 115-174. Congress did not intend for all banks with more than $100 billion in
assets to be subjected to the same rules uniformly. The application of these new rules is a direct
rejection of congressional intent. According to the FDIC Vice Chairman, the proposal is a
“repudiation of the intent and spirit of " PL.115-174.%

This Proposal is arbitrary and capricious, an abuse of discretion, and exceeds the statutory
bounds with which the regulators are supposed to operate.’ Regulators may not expand their
authority merely because they believe their “preferred approach would be better policy.”® The
regulators claim to have broad statutory authority to amend capital requirements at will.
However, Congress “does not alter the fundamental details of a regulatory scheme in vague
terms or ancillary provisions—it does not, one might say, hide elephants in mouseholes.””
Congress made it clear in P.L. 115-174 that there needs to be a regulatory structure that is best
tailored to banks with different services and operations. The Proposal dismisses Congress’s intent
and moves ahead anyway.

The Proposal’s insistence on applying uniform rules to all banks with more than $100 billion in
assets contravenes PL. 115-174 and is inconsistent with previous rules. Other rules have been
vacated because the agency “failed adequately to justify departing from its own prior
interpretation.”®

Regulators are justifying the uniform application of capital regulations to banks in categories I,
11, I11, and IV by referring to “recent events” or the collapses of Silicon Valley Bank (SVB),

for-banks/,

4 hitps://www. fdic. gov/news/speeches/2023/spjul2723b. html.

* hitps:/fwww justice. gov/sites/defanlt/files/jmd/legacy/2014/05/0 Lact-pl 79-404 pdf.

& Virginia Dep't of Med. Assistance Servs. v. United States Dep't of Health & Human Servs., 678 F.3d 918, 400 U.S,
App. D.C. 319(D.C. Cir. 2012).

7 Whitman v. American Trucking Associations, Inc., 531 U.S. 457 (2001).

# Goldstein v. S.1.C, 451 F.3d 873 (D.C. Cir. 2006).
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Signature Bank (Signature), and First Republic Bank (FRB).” However, these bank failures
cannot and should not be attributed to all U.S. banks with more than $100 billion in assets.

The capital requirements dictated by the regulators have not been condoned by Congress and are
arbitrary and capricious under the Administrative Procedure Act (APA).

The U.S. government has issued regulations for U.S. banks that are based on a framework
designed by a coalition of global regulators. It is concerning that U.S. regulators are taking
international guidelines and imposing them on banks and ultimately the American public.
Consumers will have to pay higher costs that are passed down through more expensive
borrowing or banking services more generally. The executive branch hijacked the rulemaking
process by circumventing Congress. The executive branch enforces the law, it does not create it.
In this case, the Biden administration is ignoring checks and balances to notch a win.

The Proposal is a classic example of the government intervening in the operations of private
companies by mandating how they must organize their balance sheets. If finalized, the Proposal
has the potential to reduce the availability, or increase the cost of credit for auto loans, credit
cards, and mortgages. One paper describes how the regulators’ unbridled quest for more stringent
capital requirements can make capital allocation more expensive. According to the paper, “[a]ll
else equal, making regulated banks less risky may actually raise their cost of capital—with
consequent implications for investment, growth, and the development of a shadow banking
sector,” 1"

At the end of the day, “major questions”'! and policy decisions need to be left to Congress.
Unelected bureaucrats should not be in the business of creating the law.

Burdens of the Proposal

The Proposal, in some cases, is stricter than the final Basel 11l framework. For example, the
Proposal uses more punitive calculations for residential mortgages held by banks. The
calculations are 20 percent higher than Basel 111 even though the proposal contains no “evidence
to support the sizing of the surcharge.”'? These burdensome requirements could weaken U.S.
bank competitiveness with foreign-owned banks, or force banks to look for merger opportunities
to offset cost increases.

The Urban Institute published a paper highlighting how the new rules harm minority
homeowners trying to acquire a mortgage from a bank.'* According to the report, the capital
requirements are too high across the board for single-family residential mortgages. The enhanced
regulations are especially burdensome for low-and moderate-income (LMI) borrowers with loans
exhibiting high loan-to-value (LTV) ratios. The report estimates that “[o]n a $200,000 mortgage
with an LTV ratio from 90 to 100 percent,” borrowers would pay “an extra $33 a month.”'*

788 FR 64032

1% hitps://www . hbs.edw/ris/Publication%20Files/Wurgler Paper 78db6340-ae41-4630-8¢25-d990b54717 1b.pdf.
" West Virginia v. Environmental Protection Agency, 597 US. _ (2022),
12 Swww fdic govinew 023/spiul2723 .

'3 https://www urban.org/sil fault/files/2023-
09/Bank%20Capital%20Notice%200f%20Proposed?20R ulemaking, pdf,
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The competitive nature of the U.S. banking sector is what makes lending costs so sensitive to
increased capital requirements. One study found that if a bank is “forced to adopt a capital
structure that raises its cost of funding relative to other intermediaries” by as little as 0.2% then it
may “become much less profitable” or “lose most of its business.” !

The Proposal also imposes stringent leverage evaluations for banks that previously did not have
to comply. The new mandate will force banks to limit funding for credit cards or reduce exposure
to securitizations that fund auto loans and mortgages. One paper from Columbia Business School
found that relaxing, instead of expanding, the supplementary leverage ratio (SLR) would allow
banks to expand credit “during economic downturns. ™%

Bill Dudley stated in an opinion piece that “[e]quity costs more than deposits or subordinated
debt, so banks and their securities units will pass that on in the form of higher lending rates,
higher trading costs and reduced market liquidity.”!” Dudley went on to say there are other ways
to enhance stability. For example, “[b]etter and more timely supervision could have prevented
the failure of Silicon Valley Bank: Supervisors identified the risks well ahead of time, but simply
failed to act quickly or forcibly enough.”'®

Regulators are unilaterally harnessing more power to control how banks construct their capital
structure. The new rules could force banks out of some activities and into other activities—such
as when mortgage lending largely shifted to nonbanks. This is a prime example of the federal
government distorting the allocation of capital.

Regulators are embedding short-term securities’ valuations in capital requirements even though
almost all of SVB’s bond portfolio consisted of long-term securities.' Simple accounting
tweaks, such as marking-to-market all of a bank’s securities can offer transparency to bank
shareholders, bondholders, and depositors without the need to account for unrealized gains and
losses on short-term securities in bank capital.>” SVB’s depositor base combined with the Fed’s
lackluster monetary policy put the bank in a unique position to fail.

According to Allan Meltzer, in the past, increasing reserve requirements would result in a “steep
monetary contraction.”?' Reserve requirements require banks to hold onto a certain amount of
“liquid assets.”?? Similarly, capital requirements require banks to hold onto a certain amount of
retained earnings, or issue new stock to absorb potential losses. The Proposal amends the
parameters for assets banks can hold, which will constrain the amount of investments or

it-insurance-svb-signature-cfdd2b37.
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financing banks can make, whether it is in bonds, mortgages, or credit cards. This directly affects
American households and consumers. The government should be limited in its ability to mandate
how banks should structure their balance sheets. Enhancing regulatory authority, as proffered in
the Proposal, would only further entrench the federal government’s foothold in banks—forcing
them to operate as quasi-governmental entities.

Internal Models

The Proposal arbitrarily, and without direction from Congress, removes the usage of internal
models for calculating credit and operational risk for Category I and Il banks. The Proposal
“would remove the use of internal models to set credit risk and operational risk capital
requirements (the so-called advanced approaches) for banking organizations subject to Category
Tor II capital standards.”*

The Proposal would also “revise the calculation of single-counterparty credit limits by removing

the option of using a banking organization’s internal models to calculate derivatives exposure

amounts and requiring the use of the standardized approach for counterparty credit risk for this
24

purpose.

Banks may use internal models for calculating market risk, but the models may only be used by
“trading desks for which a banking organization has received approval from its primary Federal
supervisor.”?* Additionally, banks must show that their models are “acceptable” otherwise they
would have to use a standardized approach.* This provides the regulators with seemingly
unlimited discretion to critique internal models. Regulators, however, do not have “unbridled”
discretionary authority.?” In fact, regulators “must be able to articulate a correlation between the
action taken and the reason given for the action. Reasons which are in substance mere rhetoric
are not sufficient and indicate arbitrary action.”®

Regulators would still control the internal models that banks may continue to use for market risk
calculations. In footnote 232, the regulators explain that the separate capital calculations between
trading desks using internal models and others using the standardized approach “could
unnecessarily increase capital requirement(s].”® This begs the question of why introducing a
standardized approach is necessary in the first place. The introduction of the complicated
requirements for using internal models to calculate market risk is unnecessarily convoluted and
fails to prove what benefits come from this new methodology. The Proposal offers no substantive
justification for the limits on internal models.

If a trading desk’s internal models are approved, regulators could still unilaterally disqualify
them from being used to calculate the necessary capital ratios. The Proposal states that:

23 88 FR 64031

*1d,

25 88 FR 64032

*1d.

¥ First Nat. Bank, Bellaire v. Comp. of Currency, 697 F.2d 674 (5th Cir. 1983).
= Jd.

2788 FR 64093, n, 232
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a banking organization's primary Federal supervisor could determine that the desk no
longer complies with any of the proposed applicable requirements for use of the models-
based measure _for market risk or that the banking organization's internal model for the
trading desk fails to either comply with any of the applicable requirements or to
accurately reflect the risks of the desk's market risk covered positions.>

This is arbitrary and a gross abuse of the regulators’ discretion.

The Proposal would also “eliminate references to model-based approaches™ for credit risk
mitigation for securitization exposures.’' Regulators will also “not include an internal models
approach” for equity exposures.’? Instead, the Proposal expects banks to calculate most of the
equity exposure under the market risk calculations, which offer strictly regulated internal models.
Regulators are provided so much authority to limit the usage of internal models for market risk
calculations that they could prove to be no less burdensome than the standardized approach.

Standardized models, instead of internal bank models, hand more power to regulators to
determine the quantity and breadth of capital banks must hold. The Proposal has not determined
through quantitative analysis that the benefits of standardizing these models would outweigh the
cost to banks and the broader economy as a result of higher capital requirements.

Based on some academic literature, the variability in internal models appears to be mixed.** The
uncertainty in variability does not justify the elimination of internal models to calculate risk
charges. When discussing the variability of internal models, the Proposal admits that “severe
credit risk and operational risk losses can occur infrequently.”** It also cites a Basel Committee
report discussing internal model variability without any other justification to bolster its
argument.*® Blind consideration of the Basel Committee’s recommendations and beliefs ignores
congressional intent as statutorily mandated in P.L. 115-174.

Quitput Iloor

The Proposal restricts the benefits of using internal models for calculating risk. According to the
Proposal, the output floor is 72.5 percent.*® This number is the summation of a bank’s risk-
weighted assets (RWAs) under the expanded approach plus RWAs calculated using the
standardized measure for market risk.*” The calculation subtracts out “adjusted allowance for
credit losses that is not included in tier 2 capital and any amount of allocated transfer risk
reserves.”** The output floor is designed to restrict banks’ usage of internal models for market

3188 FR 64108

3188 FR 64073, n. 146

3288 FR 64074
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risk calculations, even though the banks would better understand their own market exposure.*
The Proposal offers no substantive justification for the limits on internal models.

The Proposal states that removing the usage of banks’ internal models for certain calculations
“would increase capital requirements in the aggregate.”*” According to the Proposal, the
regulators’ economic analysis finds that the benefits of higher capital requirements outweigh the
costs. However, the economic analysis conducted in the Proposal is incomplete and fails to
adequately prove that the benefits outweigh the costs. This is underscored by the fact that in
October 2023 the regulators began accepting new data on the potential impact of higher capital
requirements. ! Without inputting this new data into its analysis, the Proposal’s determination
that benefits outweigh the costs is presumptuous and erroneous.

Credit Risk

The proposal wrongly eliminates the use of internal credit risk models and creates a new
expanded approach without any empirical evidence to justify the changes.

Reinsurance Credit Risk Transfers

Credit insurance is a private-sector option that allows banks to alleviate capital burdens.
Allowing banks to participate in credit risk transfers (CRTs) to ameliorate the burdensome effects
of higher capital requirements is a step in the right direction.

Under the Proposal banks should be explicitly authorized to use insurance and reinsurance CRTs
to oftload asset risk and alleviate the burden of the new capital requirements. The Proposal
should allow insurance and reinsurance contracts to be considered as “eligible guarantees™ while
reinsurers should be considered “eligible guarantors.”

The Proposal should not erect regulatory barriers that would prevent banks from using insurance
or reinsurance as an option. For example, lowering the risk weight for corporate exposures or
even exempting reinsurance from the 100 percent risk weight could be an alternative option.
One paper discusses the potential benefits of expanding government-sponsored enterprise (GSE)
CRT exposure to reinsurance,** The same benefits could be afforded to the banking sector, if the
regulatory framework adequately authorizes it.

Other countries already allow their banks to use insurance and reinsurance CRTs, putting banks in
the U.S. at a competitive disadvantage.

Consumers, taxpayers, and banks do not need another financial crisis that results in another era of
taxpayer-funded bank bailouts. They need tailored regulation that reduces risk and volatility, and
gives consumers access to affordable capital—all of which the private sector can offer.

* https://www.maverbrow n.com/en/perspectives-events/publications/2023/07/overhaul-of-regulatory -capital-

requirements-proposed-by-us-banking-regulators#TwentyFour.
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The Proposal should abide by the statutory mandates in P.L. 115-174 by tailoring regulations and
ensuring that banks have the option to use private-sector alternatives to mitigate capital burdens
while also enhancing capital allocation to all reaches of the U.S. economy.

Corporate Fxposures

In general, the Proposal wrongly favors public company exposure over private business
exposure. The Proposal bases this on the fact that public securities are subject to more “enhanced
transparency and market discipline.”** This would unnecessarily discourage exposure to small
businesses and divert capital to larger publicly traded companies. The Proposal’s economic
analysis lacks any discussion of the diversion of capital that would occur due to government
intervention. Regulators should remove any provisions that would make it more difficult for
banks to provide capital to small businesses and privately-owned businesses.

The 65 percent risk weight is limited to publicly traded businesses with investment grade debt.
This unnecessarily excludes private businesses. Exchange-traded fund (ETF) shares that are
publicly listed would qualify for the 65 percent risk weight, while mutual funds would be treated
more harshly with the 100 percent risk weight because their shares are not publicly traded. UK+
and EU* proposals do not contain the same requirement that shares be publicly listed for special
treatment. In this case, the U.S. government is picking winners and losers.

Market Risk

The Proposal will allow banks to use internal models to set market risk capital requirements, but
“[t]he proposal would limit the use of models to only those trading desks for which a banking
organization has received approval from its primary Federal supervisor.”7 Moreover, regulators
designed the Proposal to hand themselves unbridled discretion to alter a bank’s market risk
capital requirements:

Specifically, as part of the proposal's reservation of authority provisions, the primary
Federal supervisor may require a banking organization to maintain an overall amount of
capital that differs from the amount otherwise required under the proposal, if the primary
Federal supervisor determines that the banking organization's market risk capital
requirements under the proposal are not commensurate with the risk of the banking
organization's market risk covered positions, a specific market risk covered position, or
categories of positions, as applicable.*®

The regulators have unilaterally decided to authorize themselves to adjust market risk capital
requirements at will. This abuse of discretion would likely violate the APA, especially since this
regulation is uniform and would not be tailored to certain banks. In fact, this could apply to

88 FR 64054
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banks with less than $100 billion in assets if the bank’s trading assets and trading liabilities are at
least $5 billion or at least 10 percent of its total assets.*” The claim that only banks with more
than $100 billion in assets would be affected by the Proposal is erroneous.*

The Proposal offers no substantive empirical evidence on how it will affect trading activity.
However, the Proposal admits that “higher capital requirements on trading activity may also
reduce banking organizations’ incentives to engage in certain market making activities and may
impair market liquidity.”®' At the same time the Proposal states that empirical studies relating
capital requirements to trading activity are “limited” and “mixed.”*? The Proposal concludes that
higher capital requirements on trading and market liquidity “remains a research question needing
further study.”* It remains to be seen how the regulators can justify increasing capital ratios for
trading activity when they clearly admit they are unsure of the effect it may have on capital
markets. Regulators are putting the cart before the horse.

The capital requirements in the Proposal could significantly reduce liquidity in markets and harm
retirement plan returns. A prime example of this is the negative effects on collective investment
trusts (CITs). National and state-chartered CITs hold approximately $7 trillion in assets* and
“nearly 30 percent of all assets in defined contribution plans.”* Instead of making it more
difficult to subscribe to CITs, regulators should further enable employees with retirement plans
to access CITs. Congress indicated its support for expanding the availability of CITs when the
House Committee on Financial Services passed the bipartisan Retirement Fairness for Charities
and Fducational Institutions Act of 2023 (H.R. 3063).%

Pension funds, mutual funds, and CITs will be negatively affected by the new capital calculations
for market risk because banks will be less likely to add exposure to assets that will compel them
to raise significantly more equity. Ultimately, these costs get passed down to college savings
plans, pension plans, and defined contribution plans.

Operational Risk

The Proposal adds a standardized calculation for determining operational losses.’” This differs
from the status quo, which allows banks to use internal models to determine operational risk.
Calculating operational risk will include factors in the services component of the business
indicator such as income and expenses from fees and commission business (e.g., interchange
fees, fiduciary fees, fees and commission from securities brokerage, underwriting fees, wire
transfer fees, charges on deposit accounts, annuity sales, and underwriting income from
insurance and reinsurance activities).”® Insurance income is counted here even though it is not

288 FR 64032
9088 FR 64095
188 FR 64170
2 1d.

388 FR 64171

5

5788 FR 64082
€ §8 FR 64084, n. 184



34

counted in the Basel framework.*® All of these services are arbitrarily categorized into the same
“services component” regardless of the risk each service exhibits.

Operational risk charges do not differentiate between the different types of bank services offered,
including fee-related services. Banks with lots of fee-related activity will face higher capital
charges than banks without fee-related activity. However, the Proposal does not provide any
empirical evidence substantiating a need for these changes. Moreover, this failure to differentiate
between banks that provide fee-based services versus those that do not stands in contrast to 12
USC §5365, which states that the Fed is required to “differentiate among companies on an
individual basis or by category” when setting “more stringent prudential standards.”®” The broad
and uniform application of operational risk fails to take into consideration the variety of services
offered by banks and how they differ functionally. This is a gross abuse of regulatory overreach.

The Proposal also arbitrarily expands the “enhanced public disclosure and reporting
requirements” to apply to Category 111 and IV banks.®' There is no explanation for expanding
these requirements other than to provide “consistency” and “promote transparency” for all banks
with more than $100 billion in assets.5 This appears to be an abuse of the regulators’ authority
and contravenes other parts of statute that clearly intends to impose differentiating regulations on
banks with more than $100 billion in assets.

The stress capital buffer (SCB) also includes operational risk, which is duplicating risk charges
applied in the Proposal. The duplicative nature of the operational risk charges and the fact that is
deviates from the Basel framework exposes the arbitrary and capricious nature of operational
risk charges. In fact, regulators have previously “indicated that the standardized approach
implicitly considers operational risk in the calibration of risk weights for credit risk.”®

New capital charges for credit cards will likely restrict lines of credit, which may negatively
affect consumers’ credit scores® and potentially increase borrowing costs. Higher capital charges
may result in a reduction in credit allocation, which in turn would reduce consumption, and
consequently diminish interchange fee revenue that is used to fund rewards programs and
consumer privacy protections, such as tokenization. Notably, applying the SLR to Category IV
banks would disincentivize these banks from offering additional lines of credit because “the
undrawn portion of lines of credit” is considered an off-balance sheet activity that would be
included in the denominator of the SLR.%

The Proposal put the cart before the horse by expanding the application of operational risk
charges. After the Proposal’s comment period closed, the Fed’s Vice Chair for Supervision
admitted that there is “a lack of good data” to be able to “quantify cyber risk.”%® Regulators
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issued the Proposal before it had collected all relevant data and conducted the necessary analyses
to fully understand the operational risk charge’s effect on the financial markets. It was not until
October, three months into the notice and comment process, that the regulators began to gather
more relevant data. This flies in the face of the structured notice and comment process as
outlined in the APA.

From an accounting standpoint operational risk is fundamentally duplicative and unnecessary.
For example, when conducting a quality of earnings report during pre-sale due diligence an
accountant would categorize a lawsuit as a non-recurring event that is “unlikely to repeat” and
“can be removed from the financial statements.”®” The Proposal’s inclusion of timing losses,
which are temporary financial statement errors that can be fixed, as operational losses conflict
with concrete accounting standards.®® Consequently, this calls into question the validity of
operational risk charges.

Custodied Assets

Staftf Accounting Bulletin (SAB) 121 would require banks to treat crypto assets held in custody
as a liability on their balance sheet, with a corresponding asset.®” Since banks must hold capital
against any assets on their balance sheets, the capital requirements, even as they exist without
finalizing the Proposal, would make it prohibitively expensive to custody these assets. The
Proposal would worsen this by imposing an operational risk capital charge that is based on a
bank’s income, rather than assets, including fee-related income. Any fees generated from
custodial services for all assets (including crypto assets) would increase a bank’s operational risk
capital charge. To the extent a bank can profitably custody crypto assets despite the operation of
SAB 121, the Proposal’s operational risk charge would erode or eliminate this profitability.
Regulators should not hamstring new business opportunities that offer inherently safe and sound
services that could benefit households or institutions.

Supplementary Leverage Ratio

Expanding the SLR could deter banks from engaging in the market for Treasury bonds.
According to one article by the Fed, the SLR affects Treasury intermediation by affecting banks’
“willingness and ability to intermediate in Treasury markets, especially during periods of
increased demand for intermediation.”™ Banks have not “expanded their trading capacity at
anywhere near the magnitude of the growth of the market itself” because of the introduction of
the SLR.™! This is what led the Fed to alleviate the burdens of the SLR in March 2020 by
exempting Treasuries from the SLR calculation.” Yet, without any economic justification,
regulators are expanding the application of the SLR to all banks with more than $100 billion in
assets. This uniform application of the SLR could significantly hamper Treasury bond
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intermediation.”™ The arbitrary expansion of the SLR without any substantive justification is an
abuse of the regulators’ discretion.

Treasury Bonds

In general, the Proposal would make it more difficult for banks to hold assets on their balance
sheets. The colossal issuance of Treasury bonds to fund exorbitant federal government spending
and service current debt issuances is hard for the market to absorb.™ Regulations, and the
stringent capital requirements in the Proposal, will “make it more expensive for banks to
intermediate in government bond markets.””* As a result, hedge funds are performing “basis
trades,” or buying Treasuries and selling futures contracts with underlying Treasury bonds by
“borrowing in the repo market to finance the trade and provide leverage”’—all in order to earn
the difference on the bid-ask spread.” This is the market’s reaction to a government-imposed
restriction on banking activity. U.S. debt needs investors or else the federal government will not
be able to fulfill its current debt obligations and make discretionary and mandatory payments in
defense and nondefense sectors.

Now, regulators are scrutinizing hedge funds for finding innovative ways to make money off
Treasury bond trades for their investors.” If regulators remove incentives for hedge funds and
broker-dealers to buy U.S. debt, then it is less likely these entities will want to actively trade
Treasury bonds or repurchase agreements. Adding more “margin requirements and fees” by
requiring more Treasury bonds to be centrally cleared will likely deter investment to some extent
or “inadvertently increase system-wide risks.”” The provisions in the Proposal coupled with the
new central clearing of Treasury bonds, and the overall scrutiny of basis trades are putting the
U.S. Treasury market between a rock and a hard place. The Proposal could put taxpayers at risk
of higher costs and result in less liquidity in the Treasury bond market.*

SVB’s bond portfolio consisted of mostly held-to-maturity (HTM) securities.®! In March 2022,
SVB’s “HTM portfolio represented roughly 46 percent of its total assets.”** The aggressive
increase in interest rates plunged the value of the HTM securities. Additionally, SVB’s weak
“corporate governance and risk management” ultimately lead to its demise. ™ However, the
Proposal would require Category I1I and I'V banks “to include all AOCI components in common
equity tier 1 capital, except gains and losses on cash-tflow hedges where the hedged item is not
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recognized on a banking organization’s balance sheet at fair value.”** SVB’s HTM securities
“would not have been affected” by this requirement.®* It is hard to imagine how this new capital
requirement would offer any perceived benefit to the banking sector when it is the accounting
classification of HTM securities that masked the true nature of SVB’s financial situation. Instead,
accounting adjustments that more clearly reflect the mark-to-market value of every bank security
could prove to be a less onerous yet more viable option for stemming deposit outflows.*

Countercyclical Capital Buffer

Under the Proposal, the countercyclical capital buffer (CCyB) would apply to Category IV banks
without any empirical evidence and quantitative analysis to justify this change. In the event
CCyB is raised from zero percent, new capital charges that apply to the biggest banks will now
equally apply to all banks with more than $100 billion in assets. This change should not be made
without the proper data to justify that the benefits outweigh the costs. Moreover, the new
application of the CCyB is another example of blanket regulation that contravenes P.L. 115-174.

Regulatory Capital Deductions

The Proposal would require Category I1I and IV banks to apply stricter capital deductions for the
deferred tax assets (DTAs) and mortgage servicing assets (MSAs) they hold:

Under the proposal, banking organizations subject to Category IIf or IV capital
standards would be required to deduct threshold items from common equity tier 1 capital
and apply other capital deductions that are currently applicable to banking organizations
subject to Category [ or Il capital standards instead of the deductions applicable to all
other banking organizations, thereby creating alignment across all banking organizations
subject to the proposal.®

This would apply capital deductions uniformly across banks with $100 billion in assets—a direct
contravention of the tailoring provisions explicitly provided in PL. 115-174. There is no explicit
justification for this amendment. It is probable that the Proposal implicitly assumes the collapse
of SVB is a reasonable justification for the uniform application of these new provisions, and
other provisions through the Proposal. However, as discussed below, using SVB’s collapse as an
excuse for blanket regulation of all regional banks is unjustified due to SVB’s foibles.

Credit Valuation Adjustment Risk

Category I1I and IV banks would no longer be able to calculate derivatives exposure using an
internal model—the capital ratios must be calculated using the standardized approach for
counterparty credit risk (SA-CCR).* All banks with at least $100 billion in assets “would be
required to use SA-CCR to calculate regulatory capital ratios under the standardized approach,
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expanded risk-based approach, and supplementary leverage ratio.”® The Proposal offers no
empirical evidence to suggest this would eminently improve the derivatives market. This is also
another example of regulators uniformly applying regulations, which directly conflict with the
intent of PL. 115-174,

The airline industry may be negatively impacted by these rule changes. The Proposal “would
make it more expensive for banks to do clearly useful things, like helping airlines”” use
derivatives to hedge jet fuel prices:

Airlines have a distinctive operating cost structure in which jet fuel accounts for about
30%40% of operating expenses resulting in significant financial risk exposure. Any
fluctuations in jet fuel prices can lead to distressing financial repercussions for airlines,
also because substantial competition with low cost carriers prevents simply passing on
cost increases to customers. Historically, airlines deployed financial hedging to manage
the risk exposure of jet fuel prices’ volatility. Financial derivatives such as future
contracts or options can enable airlines to attaint future jet fuel requirements at a fixed
prearranged price, lessening risk vulnerability to instabilities in jet fuel market spot
prices.”!

Agricultural end-users are also likely to be harmed by the Proposal. The requirements for
derivatives clearing may limit the services provided to the U.S. agricultural sector. One report
from the U.S. Department of Agriculture estimated “that 94 percent of futures trading by
farmers, and 87 percent of options trading, was on corn and soybean contracts.””?> Corn and
soybean farmers should not have to absorb the cost increases that will result from the Proposal.

Regardless of the method used to calculate the capital requirements for credit valuation
adjustment (CVA) risk, regulators still maintain full discretion to alter the ratios at will.
According to the Proposal, “the primary Federal supervisor could require the banking
organization to maintain an amount of regulatory capital that differs from the amounts required
under the basic measure for CVA risk or the standardized measure for CVA risk.”* This self-
appointed limitless discretion to alter the requirements is arbitrary and lacks any substantive
justification.

Securitizations
Bankruptcy remoteness prevents the special purpose vehicle (SPV) sponsors from aftlicting

investors if the sponsor happens to collapse.®* It appears that all asset classes for securitizations
are treated the same under the Proposal:
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asset-backed commercial paper, auto loans/leases, RMBS, credit cards, commercial
mortgage-backed securities, collateralized loan obligations, collateralized debt
obligations squared, small and medium enterprises, student loans, other retail, and other
wholesale®”

The risk weights for the securitizations are multiplied by 8 percent. This is ignoring the fact that
securitizations of these assets have different risk exposures. Moreover, there is a lack of
empirical evidence to treat these securitizations uniformly. This arbitrary requirement is
questionable.

Priv redi

Private credit funds are a market solution to a government-imposed headache. Private funds
filling the financing void is just an example of the free market working to solve the problem the
government created in the first place.”® Government regulation in the form of Basel frameworks
and the Dodd-Frank Wall Street Reform and Consumer Protection Act started to force banks to
offload assets from their balance sheets to comply with government rules.®” This is happening
again now that the regulators have proposed even stricter capital requirements. For example, it
was reported that JPMorgan Chase is securitizing its loan portfolio to comply with the new
rules.” Government regulation is distorting the market by shifting assets to different corners of
the financial markets. The full spectrum of costs, benefits, and circumstances should be
considered before finalizing a rule of this magnitude.

Silicon Valley Bank

Since 2011, the Government Accountability Office (GAO) has been sounding the alarm over the
federal financial regulators’ reluctance to elevate supervisory actions when it is necessary to
stymie irresponsible bank behavior. This is relatively concrete evidence that the recent bank
failures were not, as the self-evaluation from the Fed asserted, a result of bipartisan legislation
enacted in 2018 that tailored bank regulation.” Rather, the bank failures are a result of the
regulators’ continued failure to enforce regulations that are already on the books.

In the past, Congress has passed legislation that has further subjected the banking sector to a
dizzying array of federal regulations. Fortunately, in 2018, Congress passed the bipartisan
Feonomic Growth, Regulatory Relief, and Consumer Protection Act (EGRRCPA) to support
regional and midsize banks so that they were not subjected to the same stringent rules as the
largest banks in the U.S.

In the wake of the 2023 bank failures, the EGRRCPA and the prior Administration’s alleged
disempowerment of supervisors were immediately blamed for the failures. However, SVB was
already well-regulated. For example:
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* SVB was already subject'™ to various enhanced prudential standards under the Fed’s
Regulation Y'Y, including a requirement to perform internal liquidity stress tests and
maintain a contingency funding plan to address potential runs by its depositors.'”! The
fact is that SVB failed its internal liquidity stress test for a 30-day stress period and Fed
examiners failed to follow up adequately.

* SVB was already required to have a risk committee and a chief risk officer to report and
resolve any “risk-management deficiencies in a timely manner.”'” SVB had neglected to
fill the chief risk officer position for a period of eight months, and by the Fed’s own
admission, Fed staff could have issued a violation citing Regulation Y'Y, but they chose
not to.'%? Clearly, regulations were not the problem; rather, it was the failure to enforce
the rules already on the books that led to SVB’s receivership.

+ SVB was not subjected to the liquidity coverage ratio (LCR), but it was required to
undergo quarterly internal liquidity stress tests. The Fed was aware of these tests and had
access to the results but failed to act appropriately. Even if SVB was subject to the LCR,
it would have resulted in SVB holding even more high-quality liquid assets (HQLA),
such as Treasury bonds. However, it is difficult to see how holding more HQLA would
have saved SVB when it faced a substantial liquidity crisis caused by the losses
associated with its inventory of devalued Treasury bonds and agency mortgage-backed
securities.

« Itis worth noting the market value of SVB’s bond portfolio declined because of the Fed’s
rapid interest rate hikes. This exposed SVB to substantial interest rate risk (IRR), which
ultimately put SVB in a position where it could not liquidate enough assets to fulfill its
customers’ deposit withdrawals. As outlined in SVB’s annual SEC filing, the bank was
required to submit annual comprehensive capital analysis and review plans to the Fed and
undergo stress testing every other year.'® FDIC regulations also required SVB to submit
a resolution plan. SVB submitted a plan in December 2022.

The real source of SVB’s demise was the Fed’s failure to promptly supervise and enforce rules
on SVB. According to the GAQO’s preliminary report on SVB and Signature, the GAO warned
the FDIC and the Fed about issues with properly escalating “supervisory concerns” as early as
2011.'% The prompt corrective action framework, “which was designed in 1991 to improve
regulators” ability to identify and promptly address deficiencies at depository institutions and
minimize losses to the Deposit Insurance Fund—did not result in consistent actions to elevate
concerns.”

In 2011, the Federal Reserve’s Office of the Inspector General (O1G) also released a report
highlighting the Fed’s inadequate escalation of supervisory actions.' The report examined the
failures of state member banks from 2009 to 2011. The OIG determined that “examiners
identified key safety and soundness risks, but did not take sufficient supervisory action in a
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timely manner to compel the Boards of Directors and management to mitigate those risks. In
many instances, examiners eventually concluded that a supervisory action was necessary, but that
conclusion came too late to reverse the bank’s deteriorating condition.”'” The O1G also pointed
out how the Federal Reserve Bank of Chicago was too slow in escalating its supervisory actions
against Irwin Union Bank and Trust (IUBT).

In a 2015 report, GAO critiqued regulators again.'”™ The 2015 report found that “regulators could
have provided earlier and more forceful supervisory attention to troubled institutions” in the
1980s savings and loan crisis and the 2008 financial crisis.

The Fed was making the same mistakes several years prior to the passage of EGRRCPA.
Supervisory failures contributed to SVB’s collapse, not tailoring bank regulation. Even the most
recent OIG report pointed out that the EGRRCPA’s impact was significantly more limited.'”

Lastly, the Fed did not prioritize supervision of the actual financial risks embedded in SVB’s
IRR. The Fed’s report on SVB admits that the Fed deferred an IRR exam “to the third quarter of
2023 in order to prioritize governance and liquidity exams.” The report goes on to say that the
Fed “should have conducted comprehensive IRR and investment portfolio reviews, with
adequate resources, and communicated findings through [matters requiring immediate
attention].”

Small Businesses

The Proposal claims that the regulators do not have to analyze the effects of the new regulations
on small entities. However, under federal statute, small entities are broadly defined, and are not
restricted to small banking organizations.""” Under Section 3 of the Small Business Act, a small
business concern is defined as “including but not limited to enterprises that are engaged in the
business of production of food and fiber, ranching and raising of livestock, aquaculture, and all
other farming and agricultural related industries, shall be deemed to be one which is
independently owned and operated, and which is not dominant in its field of operation.”!!! In the
code of federal regulations, a small business concern is defined as “a concern, including its
affiliates, that is independently owned and operated, not dominant in the field of operation in
which it is bidding on Government contracts, and qualified as a small business under the criteria
in 13 CFR Part 121 and size standards in this solicitation.”'"* The broad definitions could imply
that the regulators need to determine the significant economic impact of higher capital
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requirements on small business lending. Currently, the Proposal does not provide a quantitative
analysis of the economic impact on small business lending.

Banks with less than $100 billion in assets could see costs go up because market risk could apply
to them because of the “boundary between the trading book and banking book.”!"* Additionally,
smaller banks rely on larger banks for services that will be subjected to increased operational risk
charges, such as “hedging derivatives, securities brokerage, credit card processing, loan
servicing, and billing/payment services.”''* These new costs may be passed down to smaller
banks.

Some community banks rely on larger banks to issue credit cards. For example, “many
community banks that offer credit cards do so through an agent relationship with an issuing
bank. For many that is TCM Bank, operated by the Independent Community Bankers of
America.” "% If costs to issue revolving credit go up this could negatively impact community
bank customers.

Under the Proposal, the new 65% risk-weight for “investment-grade” corporate debt only applies
to publicly traded companies.''® Private companies are excluded from the relaxed risk weights.
This makes it more expensive, and less likely, for banks to extend credit to private businesses.
Small private businesses do not have access to capital markets like publicly traded companies.
This is a quintessential example of the federal government picking winners and losers.

Consumer Finance

The provisions in the Proposal are already forcing banks to rethink how they will allocate credit
to consumers. According to the Financial Times at least one bank has already threatened to end
revolving lines of financing for “credit card customers,”"”

In aggregate, potential federal regulations on the credit card market could devastate access to
short term lines of credit for millions of Americans. Higher capital requirements for credit cards
in conjunction with new Consumer Financial Protection Bureau (CFPB) regulations on credit
card late fees,''® and threats from Congress to further regulate credit card routing,'"” aim to
enervate the credit card market to a point where the product will be significantly more expensive
for small businesses and consumers to access lines of credit. The Proposal’s economic analysis
does not consider the collective impact of these regulations. In fact, the costs the Proposal will
impose on credit card lending are not discussed at all. The economic analysis only observes
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lending services as a whole. This falls short of what is necessary to provide an apt assessment of
the implications of higher capital requirements on the credit card market.

Economic Analysis

The Proposal lacks a substantive cost-benefit analysis. Ignoring costs contravenes court
precedent that found “[n]o regulation is “appropriate” if it does significantly more harm than
good.”"?” The Proposal’s economic analysis fails to justify the heightened capital requirements.
According to the Committee on Capital Markets Regulation, “[w]hile the analysis acknowledges
that the Proposed Rule’s capital increases could reduce banks’ lending and capital markets
activities, it does not quantify those reductions or the resulting economic costs. Nor does the
analysis substantiate or quantify the Proposed Rule’s purported benefits for financial stability.
The Proposal also fails to adequately explicate the potential increase in costs for activities such
as “custody and asset management.”'?2 The Congressional Research Service (CRS) notes that:

=121

if regulators raise risk weights to be higher than is commensurate with the activity s
actual risk, then banks would be too disincentivized to engage in an activity, and
economic efficiency would fall (or the activity would migrate out of the banking
system).'?

Economic impact data should have been collected and analyzed prior to issuing the Proposal.
Collecting the economic data during the comment period'?* and then releasing the results for
comment after the comment period has closed is not in line with the APA notice and comment
process. In fact, “[t]he process of notice and comment rulemaking is not to be an empty charade.
It is to be a process of reasoned decision-making. One particularly important component of the
reasoning process is the opportunity for interested parties to participate in a meaningful way in
the discussion and final formulation of rules.”!*

The knock-on effects of increasing the amount of capital banks must hold will lead to a
significant increase in prices throughout the economy. Businesses “tend to pass on cost increases
far more quickly than cost reductions.”'2® As the cost of borrowing increases, or services cease to
exist, due to government-mandated capital controls, businesses will likely pass down these costs
to consumers. This effect that “[o]utput prices tend to respond faster to input increases than to
decreases” is widely observed in the producer and consumer goods markets.'?” The Proposal has
not analyzed the cumulative effects of new capital requirements on the broader economy at a
granular level, The dearth of a proper economic analysis using quantifiable data is grounds for
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the withdrawal of the Proposal because it fails to conform with the provisions outlined in the
APA.

The analysis admits that it does not consider the Proposal’s effect on the SCB.'** The SCB
maintains a floor of 2.5 percent of RWA, which would consequently rise because the Proposal
increases RWAs. The full analysis is incomplete and needs further evaluation before any rule can
be finalized.

The Proposal fails to show the calculations and methodology used to determine certain estimates
in the economic analysis.'?® For example, the Proposal estimates that RWAs “associated with
banking organizations’ lending activities would increase by $380 billion for holding companies
subject to Category I, 11, 111, or IV capital standards.”'* The Proposal claims that the benefits
will outweigh the costs and cites a few academic papers.'*! However, the papers do not
specifically analyze the provisions of the Proposal and how they would affect bank lending
activity.

The burdens of the Proposal “would slightly decrease marginal risk-weighted assets attributable
to retail and commercial real estate exposures.”'*? Limiting retail exposure would potentially
include a situation where banks limit offerings or increase costs for certain consumer finance
products such as auto loans, credit cards, bank accounts, money transfers, and student loans. The
Proposal is also admitting that the heightened capital requirements would force banks to reduce
their exposure to loans originated to “small-and medium-sized businesses.”'** The provisions in
the Proposal would require banks to hold more capital to account for RWA exposure to retail and
commercial real estate exposure. Banks could either hold onto these exposures or release them
and let a nonbank service these products. Either way, the federal government is distorting the
market for retail lending and commercial real estate.

The Proposal fails to incorporate an economic analysis of trading activity that would justify the
higher capital requirements. The evidence of benefits is few and far between. The analysis states
that “existing empirical studies on the relationship between capital requirements and market
liquidity are limited and empirical evidence on causal effects of higher capital requirements on
liquidity is mixed.”'** Additionally, more stringent “capital requirements on market making
activity and market liquidity remains a research question needing further study.”'** This does not
prove that the benefits of the Proposal outweigh the costs. In fact, “the agency must examine the
relevant data and articulate a satisfactory explanation for its action, including a ‘rational
connection between the facts found and the choice made.””'*® The analysis is incomplete and
thus deviates from the appropriate notice and comment process in the APA.

1% 88 FR 64169, n. 465
1% hitps://punchbow
1388 FR 64169
U d., n. 469
132 88 FR 64170

1% 88 FR 64039

134 Id.

13 88 FR 64171

13 Motor Vehicle Mfrs. Ass'n v. State Farm Mutual Automobile Ins. Co., 463 U.S. 29 (1983).
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The regulators need to tread carefully or risk exposing their arbitrary Proposal to future
litigation. The Proposal is economically significant and needs clear congressional authorization
pursuant to the major questions doctrine.'*” Currently, the Proposal is an abuse of regulators’
discretion and deviates from congressional intent. P.L. 115-174 clearly intends for regulators to
tailor and differentiate regulation among banks. Instead, the Proposal’s regulatory uniformity
contradicts statute. The regulators also fail to analyze both the holistic and granular impacts on
the broader U.S. economy.

Appendix A: Risk-Based Capital Surcharges for Global Systemically Important Bank
Holding Companies; Systemic Risk Report (FR Y-15)

The regulators are also proposing to make changes to the global systemically important bank
holding company (GSIB) surcharge. '*® This requirement to hold extra equity capital only applies
to Category I banks.

The Proposal is expanding the definition of “financial institution” to include “savings and loan
holding companies, private equity funds, asset management companies, and exchange-traded
funds.”™"* The arbitrary decision to add these entities to the expanded definition could deter
investment in small businesses and limit the availability of funding through private credit
vehicles. Committing capital to private funds would increase a GSIB surcharge and require
banks to hold more capital. Although footnote twenty-three states that private equity fund
portfolio companies would not be included in the new definition unless they meet the definition
of “financial institution,” the fact that private equity funds are roped into the definition could
deter GSIBs from committing capital to private credit funds,'* or other funds dedicated to
managing small private companies. Ultimately, pension funds and their beneficiaries will feel the
reverberations of reduced returns if deals fail to execute due to GSIB’s reluctance to commit
capital.

All exchange-traded funds (ETFs), except bond ETFs, are added to the new definition of
“financial institution.” This will reduce bank capital investment in ETFs managed by other asset
management firms, but also stymie investment in a GSIB’s own ETF portfolio. Ultimately, this
reduces liquidity in capital markets. The Proposal fails to offer a substantive and empirical
assessment for why the definition needs to be expanded to include ETFs,

137 West Virginia v. EPA,
138 AW 2OV

139 88 FR 60391
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Regarding asset management, the Proposal ignores the concept of bankruptcy remoteness for
managing assets held in a special purpose vehicle (SPV). It also could have a detrimental effect
on the efficacy and returns for bank loan funds offered by asset management firms, Bank loan
funds have proven to pose as a durable hedge against the Fed’s interest rate hikes. According to
Morningstar, “[o]ver a 12-month trailing period ending Aug, 9, the average bank-loan fund has
returned 7.1% while the overall bond market has lost 2.9% .74

The Proposal also wants to amend the calculation to include the agency model, or a GSIB’s
guarantee of a client performance during over the counter (OTC) derivatives transactions, This
may deter GSIBs from acting as derivatives clearing intermediaries under the agency model.

The inclusion of securities not listed on an exchange or registered with the SEC would
negatively impact investment in private companies. Small private business with less than 500
employees would be impacted. Moreover, the number of private companies far outstrips the
number of public companies in the U.S.'*? In fact, 87 percent of U.S. businesses with more than
$100 million “in revenue are private.”'*

Certificates of deposit (CDs) are low risk and pose little redemption risk because of the penalty
depositors face if they withdraw their funds before the maturity date.'** Even transferable CDs
pose little risk and offer “higher returns.”'** The justification for including any type of CD in a
GSIB’s surcharge calculation is tenuous at best.

Applying derivatives to the calculation for cross-jurisdictional activities would likely include
credit-linked notes (CLNs). This is noted by the Proposal when it states that the omission of
derivatives from this calculation may “present opportunities for a banking organization to use
derivatives to structure its exposures in a manner that reduces the value of its systemic indicators
without reducing the risks the indicator is intended to measure.”'* However, the Proposal fails to
highlight that the regulators’ proposed increase in capital requirements is what is forcing banks to
lean on CLNs “to reduce regulatory capital charges on the loans they make.” '

Moreover, the Proposal dismisses the structural benefits of CLNs and other synthetic
securitizations. In some cases, these instruments utilize SPVs, which maintain the advantage of
bankruptcy remoteness. The Fed pointed out that “a Board-regulated institution transfers the risk
of a reference portfolio of on-balance sheet exposures to a special purpose vehicle using a
guarantee or credit derivative. The special purpose vehicle issues credit-linked notes to investors,
and the Board-regulated institution takes the cash proceeds of the notes as collateral supporting
the special purpose vehicle’s performance on the guarantee or credit derivative.”'*® The Fed has
even admitted that directly issuing CLNs “is similar to practices commonly used for mitigating

5 . .
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credit risk that the Board recognizes in its capital rule.”'*” The Fed goes on to say that “[tJhrough
a directly issued credit-linked-note transaction, firms can, in principle, transfer a portion of the
credit risk on the referenced assets to the credit-linked-note investors at least as effectively as the
synthetic securitizations that qualify under the capital rule.”'*° The Proposal should explicitly
authorize the usage of capital markets-based tools to mitigate credit risk.

The Proposal includes reciprocal or “sweep” deposits in the short-term wholesale funding
indicator.'*! This would hamper the usage of reciprocal deposits, which offers a service to spread
deposits around to various participating banks, including community banks, to ensure depositors’
funds stay under the $250,000 deposit insurance limit. Reciprocal deposits should be removed
from the short-term wholesale funding indicator because they are fundamentally different from
brokered deposits.

Additionally, the vilification of short-term wholesale funding is unwarranted. In 2021 the Fed
published a study showing how “[g]lobal banks mainly use” short-term wholesale funding “to
finance liquid, near risk-free arbitrage positions.”!*?

The Proposal admits the cost of compliance would compound the increase in capital
requirements found in the bank capital rule. The provisions in the Proposal would amount to a
“$13 billion aggregate increase in the risk-based capital requirements of domestic GSIBs.”!*

The arbitrary and capricious nature of the Proposal calls its validity and legality into question.

ppen 1x B: Lmlg—Term Debt Reqmmmenls for Large Bank Hnldmg Comgames, Certain
f niz

Degosutog Institutions

The regulators are proposing that non-GSIB bank holding companies (banks) “issue and
maintain minimum amounts of long-term debt.”"** Ostensibly, this would mitigate the risk of
uninsured deposits withdrawing from banks that rely on their deposits.'** However, this would
also leverage banks and propagate bank instability.'*® A new government-imposed “substantial
layer of liabilities” ahead of uninsured deposits would further subject banks to more regulatory
oversight and scrutiny.'*” Imposing long-term debt (LTD) on banks is also akin to additional
deposit insurance'*® because it introduces a new moral hazard for uninsured depositors.'*® If the
LTD reduces “the likelihood™ of uninsured depositors from withdrawing it would not only
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increase a bank’s debt load but also signal to all depositors that their funds will be safe even if
bank management takes greater risks.!'®® Introducing a new moral hazard would increase bank
instability, not mitigate it.

The Proposal “provides a means for de facto extending deposit insurance through regulation.”!¢!
The World Bank and International Monetary Fund (IMF) have discussed how deposit insurance
enhances instability. With deposit insurance, “banks are encouraged to finance high-risk, high-
return projects. As a result, deposit insurance may lead to more bank failures and, if banks take
on risks that are correlated, systemic banking crises may become more frequent.” %2 LTD is no
different. LTD acts as a form of insurance for depositors that could propagate moral hazard
concerns, amplify regulatory scrutiny, and exacerbate bank instability.

The Proposal further entrenches regulators’ control of banks. This is evidenced by the Proposal’s
admission that the Fed “reserve[s] the authority” to increase or lower a bank’s LTD.'® The Fed is
also allowed to regulate whether a bank may repurchase its LTD'®* and what type of debt
securities may be included in LTD.'%* Additionally, the Proposal prohibits banks from issuing
external short-term debt without any consideration of the costs versus the benefits,'*® The
increase in regulatory control of the banks covered under this Proposal has not been proven to
improve the overall stability of the banking sector.

The LTD minimums provided in the Proposal are effectively meaningless. Apart from the notice
and opportunity for a bank to respond, an agency has seemingly unlimited discretion to raise or
lower LTD minimums and add or subtract debt securities that qualify as eligible LTD.'®’

The Credit Suisse debacle is a perfect example of the legal risk associated with mandating banks
to issue LTD. The terms and conditions of the new UBS additional tier 1 bonds (AT 1s) combined
“with the legislative framework give the Swiss authority the capability to determine whether a
viability event has occurred, even if the capital ratio threshold has not been breached.”'*® In a
lawsuit filed in Japan, investors are suing the brokers that sold them the Credit Suisse AT1s,
claiming that they “did not mention the viability provision in a brochure typically provided to
buyers of foreign securities.”'® Forcing banks to issue LTD ironically opens banks up to more
operational risk, which would be held accountable under the more stringent operational risk
charges in the Proposal. Although the Proposal prevents banks from offering external LTD that
can be converted into equity prior to a bank entering resolution, it does not prohibit conversion to
equity during resolution. Moreover, “U.S. intermediate holding companies (IHCs) of foreign
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banking organizations”!”® would be required to issue internal LTD with a conversion trigger that

would give the Federal Reserve the authority to require the “THC to convert or exchange all or
some of the eligible internal LTD into common equity tier 1 capital on a going-concern basis.”"!

The Proposal’s goal is for banks to issue external LTD to institutional investors, not retail
investors. However, demand for LTD is uncertain following the collapse of Credit Suisse.

The Proposal would fundamentally alter the structure of the debt liabilities held by banks. The
economic analysis assumes there will be demand for LTD from institutional investors. However,
the Proposal admits that academic “literature on subordinated bank debt does not always find
historically that price signals from such debt led such banks to limit their growth or take action to
improve their safety and soundness.”'”? The benefits of LTD are unclear. In fact, there is a
“potential lack of understanding and experience among market participants with LTD-based
protection for deposits.”!”?

The Proposal claims that requiring new LTD will save $800 million per year in assessments.'™
However, the regulators admit that the Proposal “does not consider whether, or to what extent,
deposit insurance assessments, or a change in the level of deposit insurance assessments, could
have indirect effects on estimated costs and benefits of this proposal.””> Additionally, “the size
of the estimated LTD needs and costs presented in this section do not account for either of these
potential effects of the Basel I proposal.” 7 Without analyzing the compounding effects of
additional capital requirements, it is likely that the costs of implementing new LTD would be
higher than anticipated.

The Proposal will raise costs throughout the U.S. economy. The regulators admit that “LTD is
generally more expensive than the short-term funding banking organizations could otherwise
use, the proposal is likely to raise funding costs in the long run.”!77 Additionally, regional banks
will see income decline. Category IV banks will see “a twelve-basis point permanent decline in
NIMs.”17 The banks may have to increase “interest rates on new loans” to offset the cost of
LTD 179

The size and scope of the new LTD requirements could “strain the market capacity to absorb the
full amount of such issuance if issuance volume exceeds debt market appetite for LTD
instruments.”® This illiquidity is further compounded by the higher capital requirements for
market risk as outlined in the bank capital rule.
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Members of Congress led a letter questioning the unnecessary uniformity of the Proposal as it
applies to Categories IL, II1, and IV banks—all with varying asset sizes that should be treated
differently.'®! This is another example of regulators circumventing Congress and contravening
PL. 115-174. The Proposal highlights how it believes issuing LTD will enable more market
discipline, but it also states that the “scope for these effects is uncertain for a number of reasons
including but not limited to potential lack of understanding and experience among market
participants with LTD-based protection for deposits.”'*? So, it calls into question whether any
empirical analysis has been conducted to determine whether the desired effects would
materialize.

Instead of relying on additional leverage and heightened interest rates on loans to save losses to
the Deposit Insurance Fund (DIF), policies expanding the usage of reciprocal deposits should be
considered. Understanding how monetary policy affects bank stability should also be more
carefully observed. Some academics have questioned whether quantitative easing contributed to
the surge in uninsured deposits in recent years.'*

The Proposal claims that the collapses of SVB, Signature, and FRB changed the dynamic of the
banking sector such that it justifies the implementation of LTD requirements for banks. However,
each of these banks harbored foibles that ultimately led to their downfall.

The arbitrary and capricious nature of the Proposal calls its validity and legality into question.
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Chairman BARR. Thank you. Mr. Guynn, you are now recognized
for 5 minutes.

STATEMENT OF RANDALL GUYNN, CHAIR, FINANCIAL
INSTITUTIONS, DAVIS POLK

Mr. GUYNN. Thank you Chairman Barr, Ranking Member Foster,
and members of the subcommittee. Thank you for inviting me to
speak today.

Starting last July, the U.S. banking agencies issued a series of
proposed regulations that would significantly increase the going-
concern capital of the largest U.S. banks. Like an excise tax, this
will increase the cost and decrease the supply of credit to busi-
nesses and families. The agencies would also impose a new gone-
concern capital requirement on large regional banks in the form of
long-term debt that is subordinate to all runnable liabilities.

Let me highlight a few points about this.

First, if you combine the going-concern and the gone-concern cap-
ital requirements those two proposals would fall most heavily on
the regional banks. They would nearly double the current capital
requirements of those banks. This would substantially eliminate
tailoring between the GSIBs and the regional banks, giving the re-
gional banks a powerful incentive to grow larger to remain com-
petitive.

Second, the Basel III Endgame proposal would increase the re-
quired capital for market risk by 77 percent. This will increase the
cost and reduce the supply of market making. Markets will become
less liquid. It will become more expensive for businesses and local
governments to raise debt and equity capital. It will make it more
expensive for manufacturers, farmers, and others to hedge their
risks.

Third, the Basel IIT Endgame would subject U.S. banks to signifi-
cantly higher capital requirements than banks in the U.K., Europe,
and Asia. Virtually every other country has implemented the inter-
national framework in a capital-neutral way, but the U.S. proposal
would not. In particular, the international framework imposes an
output floor equal to 72.5 percent of the standardized approach for
credit risk, but the United States would impose a floor of 100 per-
cent. Even if the U.S. proposal were capital neutral, U.S. banks
would be subject to higher capital requirements than their foreign
competitors. That is because the Fed uses stress testing to set cap-
ital requirements. Foreign banks are subject only to a capital con-
servation buffer of 2.5 percent, whereas most large U.S. banks are
subject to a stress capital buffer that is higher than 2.5 percent
and never lower.

Fourth, by imposing a new capital tax on credit risks the pro-
posal will increase the cost and reduce the supply of credit. This
will result in more and more credit being supplied to the economy
by non-bank financial institutions, where there is less visibility,
less liquidity, and less capital in an integrated financial system
that creates more stability risk, even for banks. The market share
of non-bank financial institutions has doubled since 1980, from 30
percent to nearly 60 percent of all credit supplied in the U.S. econ-
omy, and the Basel III Endgame proposal would encourage this
trend.
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Fifth, I cannot recall another rule that would have such a big ef-
fect on the U.S. economy with so little supporting data. Although
the regulators said they performed a holistic review of capital re-
quirements, they did not release any data from that review, and
certainly no rigorous cost-benefit analysis.

Finally, the opposition to the U.S. proposal is unprecedented. I
cannot recall another proposal that received so many dissents from
agency principals or so many negative comments from such a di-
verse cross-section of the public and by Members of Congress on
both sides of the aisle.

I am happy to answer any questions that members of the sub-
committee may have.

[Prepared statement of Mr. Guynn follows:]
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Introduction

Since last July, the U.S. federal banking agencies’ (agencies) have issued a series of
proposed regulations that would significantly increase the going-concern and gone-concern
capital, or GLAC,? requirements and the resolution planning requirements applicable to U.S.
banking organizations with $100 billion or more in total consolidated assets (large banking
organizations or LBOs).

This package of proposed regulations includes proposed amendments to the U.S. risk-
based capital requirements (B3E proposal)® to implement the Basel 11l endgame international
framework (B3E International Framework);* proposed amendments to the capital surcharge
applicable only to U.S. global systemically important banking organizations (GSIBs) known as
the GSIB surcharge;’ a proposed extension and expansion of a portion of the GLAC
requirements currently applicable only to the U.S. GSIBs under the Federal Reserve’s rule on
total loss-absorbing capacity (TLAC)® to all LBOs — namely, the long-term debt (LTD)
requirement at both the holding company (HC) and insured depository institution (IDI) levels
and the clean holding company requirements at the HC level (GLAC propesal);” and proposed
amendments to the resolution planning requirements for bank holding companies (BHCs) and
IDIs designed in part to extend some of the requirements currently applicable only to the U.S.
GSIBs to all LBOs.® The Federal Reserve’s Vice Chair for Supervision has also said the Federal
Reserve plans to amend the stress scenario framework underlying the calculation of the stress
capital buffers (SCBs) for each LBO annually in the supervisory stress-testing process,”
presumably to increase the going-concern capital requirements of all LBOs still further, in
addition to the significant increase in capital requirements contemplated by the B3E proposal.

Various principals at the agencies have indicated that they also plan to revise the existing
liquidity requirements to reflect lessons learned from the failures of Silicon Valley Bank (SVB),
Signature Bank and First Republic Bank last spring. '’

The proposed amendments would implement these significant increases in capital and
other enhanced prudential standards in a way that would largely eliminate the existing tailoring
of these standards among various categories of LBOs. The existing tailoring was mandated by
Section 401 of the Economic Growth, Regulatory Relief, and Consumer Protection Act of 2018
(EGRRCPA),'! which was enacted by Congress with substantial bipartisan consensus.'* The
proposed amendments would do so by extending virtually all of the capital requirements

! Board of Governors of the Federal Reserve System, the Office of the Comptroller of the Currency and the Federal Deposit Insurance
Corporation.

2 GLAC stands for gone-concem loss-absorbing capacity, but it means the same thing as gone-concem capital.

3 88 Fed. Reg. 64028 (Sept. 18, 2023) (first published by the agencies on July 27, 2023).

* Basel Committee on Banking Supervision, Basel JII: Finalising post-crisis reforms (Dec. 7, 2017).

* 88 Fed. Reg. 60385 (Sept. 1, 2023).

%82 Fed. Reg. 8266 (Jan, 24, 2017). TLAC is the sum of going-concern capital and GLAC requirements.

7 88 Fed. Reg. 83364 (Sept. 19, 2023).

%88 Fed. Reg. 64626 (Sept. 19, 2023) (BHCs); 88 Fed. Reg. 64579 (Sept. 19, 2023) (IDIs).

¥ See note 49 below.

19 See, e.g., Michael J. Hsu, Acting Comptrollet of the Currency, Building Better Brakes for a Faster Financial World (Jan, 18, 2024).

" pub. L. No. 115-174, 132 Stat. 1296, § 401 (2018).

12 The EGRRCPA passed the House with the support of 225 Republicans and 33 Democrats. In the Senate, S0 Republicans and 16
Democrats voted in favor of the legislation.

(V5]
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currently applicable only to the U.S. GSIBs to all LBOs, except the GSIB surcharge and the
enhanced supplementary leverage ratio (eSLR).

A disproportionate amount of the costs of this flattening of the existing tailoring regime
will fall on the regional bank LBOs. For example, the combined impact of the B3E proposal and
the GLAC proposal would be to double the combined going-concemn capital and gone-concern
capital requirements that currently apply to the regional bank LBOs, as shown on Exhibit A. The
agencies have calibrated the proposed LTD requirement using the capital refill method, which is
the same method used to calibrate the LTD requirement applicable to the U.S. GSIBs. That
method makes sense for the U.S. GSIBS, which have all adopted a single-point-of-entry (SPOE)
recapitalization within resolution strategy in their resolution plans under Section 165(d) of the
Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act). That strategy
needs sufficient loss-absorbing capacity to fully recapitalize a firm’s material IDI and non-IDI
subsidiaries assuming the capital of those subsidiaries has been fully depleted. But the regional
bank LBOs have not adopted SPOE resolution strategies so a capital refill method of calibrating
any LTD requirement probably imposes unjustified costs on them. In addition, the proposed
GLAC requirement would require regional bank LBOs, but not the U.S. GSIBs, to satisfy the
proposed minimum LTD requirement at both the HC and IDI levels. Finally, because the
proposed LTD requirement would require the LTD to be subordinated to all runnable liabilities,
it is equivalent to a requirement to double the going-concern capital of the regional bank LBOs
in the form of more Tier 2 subordinated debt capital.

This disproportionate impact on the regional bank LBOs would give them a powertul
economic incentive to consolidate to achieve a scale closer to that of the U.S. GSIBs to avoid
becoming uncompetitive with the U.S. GSIBs and with the largely unregulated nonbank financial
sector,'* which already provides nearly 60% of the credit to the U.S. economy.!* Despite the
apparent policy of the Biden Administration to discourage further consolidation among the non-
GSIB LBOs," this powerful economic incentive will likely result in a banking system with a
distribution curve shaped like a barbell. The U.S. GSIBs and a few regional bank LBOs will be
at one end of the distribution curve and the community banks and mid-sized banks will be at the
other end of the curve, with few if any regional bank LBOs in the middle.

Despite the magnitude of the proposed going-concern and gone-concern capital increases,
the agencies have provided virtually no data, and certainly no rigorous cost-benefit analysis, to
justify these significant increases.

The banking agencies implicitly acknowledged that they had not provided sufficient data
by asking the LBOs for data on which to analyze the economic impact of the proposal in October,

3 See, ¢.g., Deboprivo Bhattacharyya et al., The Global Banking Anwmal Review 2023: The Great Banking Transition, McKinsey &
Company, 26-38 {October 2023).

* See, e.g., Michael S. Barr, Federal Reserve Vice Chair for Supervision, Why Bank Capital Matters (Dec. 1, 2022) (“In fact, nonbank
financial intermediaries, broadly defined, fund nearly 60 percent of the credit to the U.S, economy today.”).

13 Executive Office of the President, Exec. Order No. 14036 Sec. 5(e). 86 Fed. Reg. 36987, 36992 (July 9, 2021); Assistant Attorney
General Jonathan Kanter, Promoting Competition in Banking (Jupe 20, 2023) (“The time is indeed ripe for us to re-examine how we assess bank
mergers under the statutory framework that Congress has enacted.”); CFPB Director Rohit Chopra, Statement at December Open Meeting of the
FDIC (Deo. 14, 2021).
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more than two months after the B3E proposal was first published. '* But they compounded the
problem of lack of data-based justification by closing the comment period on the B3E proposal
on the same day that the data submissions were due, rather than giving the public an opportunity
to comment on their new economic impact and cost-benefit analysis at the same time as the B3E
proposal itself.

This is curious since the Vice Chair for Supervision stated in his first speech and several
times thereafter that he had started a holistic review of capital standards months before the B3E
proposal was published. Yet none of the data presumably generated from that review has ever
been released, despite several requests from several members of Congress.!”

As a result of the initial insufficiency and timing of any subsequent data analysis, the
agencies’ package of proposals may not satisfy the requirements of the Administrative Procedure
Act (APA), which requires agencies to provide a reasonable basis for their proposed regulations,
arguably including supporting data at or before the time they are proposed so that the public has
a meaningful opportunity to comment on the data.

This lack of data is particularly concerning in the case of the B3E proposal since it was
issued for public comment despite an unprecedented level of dissent among the principals at the
agencies and from the public. For example, Federal Reserve Governors Christopher Waller and
Michelle Bowman, and FDIC Vice Chair Travis Hill and FDIC Director Jonathan McKeran, all
dissented.'® While Federal Reserve Chair Jerome Powell and Federal Reserve Governor Philip
Jefferson did not dissent from putting the B3E proposal out for comment, they expressed setious
reservations about the B3E proposal. '’

The public similarly filed an unprecedented number of substantive comments, with an
overwhelming majority of those substantive comments being opposed to the B3E proposal or
some portion of it. The comments came from a broad cross-section of the population, including
a large number of banks and nonbank customers, counterparties and end users, as well as
numerous members of Congress on both sides of the aisle. With such unprecedented opposition
from so many principals at the agencies and such a large variety of banks, customers,
counterparties and end-users, as well as members of Congress on both sides of the aisle, the
agencies will have to be very careful in proceeding to the next step on the B3E proposal to
comply with the requirements of the APA as articulated by the courts. Finally, because the stress
capital buffer is the ultimate determinant of an LBO’s capital requirements, it is impossible for
the agencies or the public to properly assess the economic or cost-benefit impact of the B3E or
GLAC proposals, without knowing what amendments the Federal Reserve will propose to the

*¢ Press Release, Board of Governors of the Federal Reserve System, Federal Reserve Board launches data collection to gather more
information from the banks affected by the large bank capital proposal it announced earfier this year (Oct. 20, 2023).

Y 8ee, e ter from Andy Barr, Chairman of the Financial Institutions and Monetary Policy Subcommittee of the House Financial
Services Commitiee ichael 8. Barr, Vice Chair for Supervision {Qct 19, 2023); Letter from Bill Foster, Ranking Member of the Financial
Institutions and Monetary Policy Subcommittee of the House Financial Services Commitiee, and other members of Congress to the agencies (Jan.
16, 20243.

'® Statement by Governor Christopher J. Waller (July 27, 2023); Statement by Governor Michelle W. Bowman (July 27, 2023);
Statement by FDIC Vice Chair Travis Hill (July 27, 2023); Statement by FDIC Director Jonathan McKernan (July 27, 2023).

¥ Statement by Chair Jerome H. Powell (July 27, 2023); comments by Governor Philip Jefferson (July 27, 2023). Kyle Campbell,
Fed's Jefferson voices concerns over Basel Il capital proposal, American Banker (July 27, 2023}
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stress-testing scenario framework that underlies the SCB. Those amendments need to be
disclosed and considered by the public before the B3E or GLAC proposals are finalized.

Strong Capital Requirements

Virtually everyone agrees that U.S. banking organizations should be subject to strong
capital requirements and that they were undercapitalized on the eve of the global financial crisis
of 2008. There is also a consensus that the capital and other prudential standards should be
tailored so that the largest, most systemically important, U.S. banking organizations are subject
to the highest going concern capital requirements and enhanced prudential standards.

This includes subjecting all of the largest, most systemically important, U.S. banking
organizations to capital and liquidity stress testing, recovery and resolution planning and, in the
case of the U.S. GSIBs, an extra layer of going concern capital known as the GSIB surcharge?
and an extra layer of gone-concern capital known as gone-concern loss-absorbing capacity or
GLAC that can be used to restore the going concern capital of their material bank and nonbank
subsidiaries in the highly unlikely event that those subsidiaries suffer enough losses to cause
their going concern capital to be fully depleted. Together, going-concern capital and gone-
concern loss-absorbing capacity is referred to as total loss-absorbing capacity (TLAC). Under
the Federal Reserve’s current TLAC rule,?! most of a GSIB’s GLAC is required to be maintained
in the form of long-term debt that is subordinated to the GSIB’s runnable liabilities, including
uninsured demand deposits 2

Tailoring Among Different Categories of LBOs

Consistent with this tailoring of capital and other prudential standards so that the largest,
most systemically important, U.S. banking organizations are subject to the highest standards, and
community banks and mid-sized banks are exempt from most of those standards, Congress
enacted Section 401 of the Economic Growth, Regulatory Relief and Consumer Protection Act
of 2018 (EGRRCPA). 2 That Act of Congress, which continues to be binding law on the U.S.
banking agencies, requires them to further tailor capital and other enhanced prudential standards
among the LBOs based on their total assets and other characteristics, reserving the highest
standards for U.S. LBOs with total assets of $250 billion or more.?*

In implementing this congressional mandate, the Federal Reserve issued a regulation that
divided the largest U.S. banking organizations into four categories. Category I consists of the
U.S. GSIBs. Category II consists of non-GSIB LBOs with $700 billion or more in total
consolidated assets or both $100 billion or more in total consolidated assets and $75 billion or
more in cross-jurisdictional exposure. Category Il are LBOs that are not Category T or Il LBOs
but have $250 billion or more in total consolidated assets or both $100 billion or more in total
consolidated assets and $75 billion or more in any of the following risk-based indicators: (1)
weighted short-term wholesale funding, (2) nonbank assets or (3) off-balance sheet exposure.

12 C.F.R. Parts 208 and 217,

82 Fed. Reg. 8266 (Jan. 24, 2017).

214, at 8267.

% Pub, L. No. 115-174, 132 Stat. 1296 (2018).
[, § 401,
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Category IV LBOs are those with $100 billion or more in total consolidated assets but less than
$250 billion of total consolidated assets that do not meet any of the specific risk-based indicators
for Category 111 organizations.?

As a result of these laws and regulations, the U.S. LBOs would have nearly twice the
common equity tier 1 (CET1) going concern capital affer a stress event more severe than the
2008 global financial crisis, as shown on Exhibit B. They also have approximately three times
more liquid assets relative to their total deposits and total liabilities than they had in 2008, as
shown on Exhibit C. They are also subject to enhanced liquidity requirements, capital and
liquidity stress testing, and recovery and resolution planning at either the parent level or the
insured depository institution (IDI) level, or both, as shown in Exhibit D. The U.S. GSIBs have
also been required to increase their “usable” TLAC, which is the sum of their going concern
capital and GLAC, to approximately six times the level they had in 2008, as shown in Exhibit E.

Purpose of B3E International Framework

Almost everyone agrees that going concern capital requirements should be more risk-
sensitive and comparable. As a result, the U.S. banking agencies agreed to the B3E International
Framework.?® That framework was designed to make the standardized methods for calculating
risk weights more risk-sensitive and the risk-weights for various types of risks less variable and
more comparable. The leaders of the Basel Committee on Banking Supervision (BCBS) and the
leading U.S. participants in that process stressed that the purpose of B3E was nof to increase
capital requirements in the aggregate, even though the changes may result in increases in capital
for some types of risks with offsetting decreases in capital for other types of risks.?’

Capital Neutrality

Consistent with these goals of the B3E International Framework, various principals and
officers at the Federal Reserve gave public assurances that the international framework would be
implemented in the United States so that it was capital neutral. The intention was to modify U.S.
capital requirements so that the standardized tests would be more risk-sensitive and risk weights
less variable and more comparable, but without increasing capital requirements in the
aggregate. ”® During his Senate nomination hearing, Mr. Barr responded to various questions

= 84 Fed. Reg, 59032, 59035 (Nov. 1,2019).

el Committee on Banking Supervision, Basel [ll: Finalising post-crisis reforms {Dec. 7, 2017),
ee, e.g., Mario Draghi, Chairman of the Group of Governors and Heads of Supervision, the oversight body of the BCBS, GHOS
Media, beginning at 32:05 (Dec. 7, 2017); Andreas Dombret, Member of Executive Board at Deutsche Bundesbank (Dec. 2017), Mark Camey,
Bank of England and former Chair of the Financial Stability Board, Financial Stability Report Q&A (Nov, 30, 2016), William Coen, Secretary
General of the Base! Commiittee on Banking Supervision and former officer at the Federal Reserve and the OCC, GHOS Media, beginning a
33:19.

* See e.g.. Mark Van Der Weide, Foderal Reserve General Counsel, Remarks on an ABA panel (Jan, 6, 2022) (“We're also conmnitted
to putting these [Baset II endgame] reforms in place in a way that’s roughly capital neutral for the U.S. banking system.”); Neil Roland, US Fed
aims to adopt last Basel 1] part by January 2023 with ‘capital nentral’ calibrations across the system, L s (June 3, 2021) (“If we can™t
find the right dials to turn inside the Basel HI end-game risk-based reforms we’ll ook at other parts of the capital framework’ to ensure that it’s
“‘no more stringent than the capital framework we had before,” Fed General Counsel Mark Van Der Weide said at a webinar yesterday. ™),
Testimony of Randal K. Quarles, Federal Reserve Vice Chatrman for Supervision, Hearing Before the House Commmitiee on Financial Services,
116% Cong. at 17 (Dec. 4, 2019) (responding 1o a question about the federal banking ies” plans for the tmpl ion of Basel I end
Mr. Quarles stated, “they are essentially capital neutral. T think that we will be able to do that by looking at everything as a whole rather than
implementing them piecemeal.”).
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about capital and tailoring to the effect that the U.S. banking system was strongly capitalized and
tailoring makes sense.?

Breakdown in Consensus for Capital Neutrality and Tailoring

The consensus for capital neutrality and tailoring started to break down almost
immediately after Michael Barr was confirmed as Vice Chair for Supervision at the Federal
Reserve.

Holistic Review of Capital Standards

In his first speech after being confirmed as Vice Chair for Supervision, Mr. Barr stated
that he would conduct a “holistic review” of capital standards.® Later that year, Vice Chair Barr
stated that in reviewing these capital standards he and the Federal Reserve staff would be humble
and skeptical about the optimal level of capital. This was the first sign that the consensus about
capital neutrality and tailoring might be breaking down.?! He repeated his plan to conduct a
holistic review of capital requirements several times,*? but did not say what he considered to be a
sufficient level of capital. It became clear over time, however, that by being humble about the
optimal level of capital, Vice Chair Barr meant that when in doubt about the optimal level of
capital requirements, regulators should err on the side of overcapitalizing the U.S. banking
system rather than on the side of undercapitalizing it.

Sudden Failure of Silicon Valley Bank and Related Contagion

The next sign that the consensus about capital neutrality and tailoring was breaking down
was Vice Chair Barr’s responses to the failure of SVB. In a report that was either his report or a
report of the full Board of Governors,* SVB’s failure was attributed to three principal factors: (1)
a failure of bank risk management 101 by senior management at SVB by mismanaging SVB’s
extraordinarily high interest rate risk and liquidity risk,** (2) the tailoring of capital and other

* Hearing Before the Senate Banking Committee on Nominations of Michael S. Barr, Jamie E. Lizarraga, and Mark Toshiro Uyeda,
117. Cong. 123, 24 (May 19, 2022) (testimony of Michael 8. Barr) (responding to questions from members of the committee, Mr. Barr stater
“Capital in the banking system today is quite strong” and “I think that tailoring or a graduated approach, a tiered approach makes sense for the
financial system.™).

# Michael S. Bary, Vice Chair for Supervision, Making the Financial System Safer and Fairer, (Sep. 7. 2022).
ichael §. Barr, Vice Chair for Supervision, Why Bank Capital Matters (Iec. 1, 2022).

* See, e.g., Hearing Before the Senate Banking Comumittes on Oversight of Financial Regulators: A Strong Banking and Credit Union
System for Main Street, 117 Cong. at 11 (Nov. 14, 2022); Hearing Before the House Financial Services Committee on The Federal Regulators’
Response to Recent Bank Failures, 118 Cong, at 201 (March 29, 2023); Hearing Before the House Financial Services Committee on Oversight of
Prudential Regulators, 118 Cong. at 150 (May 16, 2023); Hearing Before the House Financial Services Committee at 129 (March 29, 2023).

¥ Review of the Federal Reserve’s Supervision and Regulation of Silicon Valley Bank (April 2023). The report was labeled as a
report of the full Board, but it was issued under a cover letier from the Vice Chair for Supervision. But in response to a question about whether
the Board voted on or reviewed the report, Mr. Barr responded, 0, it is a report of the vice chair for supervision under my statutory authorities.
It was not a report of the board.” Hearing Before the House Financial Services Comumitiee at 21 (May 16, 2023). See also Federal Reserve
Governor Michelle Bowman, Res sive and ble Bank Regi and Supervision (June 25, 2023} (“Although the report was published
as a report of the Board of Govermors, it was the product of one Board Member, and was not reviewed by the other members of the Board prior to
its publication.™).

¥ 7d. at 12, The fundamental nature of this failure is reflected in the Security and Exchange Commission’s (SEC”s) Guide 3, which
was first issued in 1976 and requires all publicly traded banking organizations to disclose statistical information about their interest rate and other
material that have been the core risks of banking since the dawn of fractional reserve banking in Haly in the 14¥ century and Great Britain in
the 17" century. See Raymond De Roover, The Rise and Decline of the Medici Bank, 1397-1494, at 2 (Harvard Un Press, 1963); Usher,
Abbott Payson, The Early History of Deposit Banking in Mediterranean Europe Volume I, at 181 (Harvard Univers s, 1943), R.D.
Richards, The Farly History of the Bank of England, at 233 (1958) (1929).
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enhanced prudential standards among LBOs as mandated by EGRRCPA_** and (3) a “shift in
culture” under the “direction of the Vice Chair for Supervision,” including “pressure to reduce
burden on firms, meet a higher burden of proof for a supervisory conclusion, and demonstrate
due process when considering supervisory actions.*® Because the Vice Chair for Supervision has
repeatedly referred to this report as his report,’” I will refer to it as the Barr Report in the rest of
my written statement and in my oral testimony.

A subsequent report by the Federal Reserve’s Office of Inspector General (O1G Report)
agreed with the Barr Report that the principal causes of SVB’s failure was the mismanagement
of interest rate risk and liquidity risk by senior SVB management and serious deficiencies in
supervision *® But it disagreed with the second and third factors in the Barr Report. Instead of
attributing SVB’s failure to the tailoring mandate in EGRRCPA, the OIG report stated that the
impact of the tailoring mandate was limited to the relatively short period of time when SVB had
less than $100 billion in assets. ¥ Similarly, instead of attributing SVB’s failure to a shift in
supervisory culture directed from the top, the OIG report attributed it to the supervisory staff’s
failure on the ground to focus on SVB’s most salient risks, *’ such as its extraordinary interest
rate and liquidity risks.¥! The OIG Report also noted that the Federal Reserve’s supervisory staff
had allowed SVB to function without a Chief Risk Officer for most of 2022, % despite its
extraordinarily high interest rate risk and liquidity risk.

What is most surprising about the supervisory blind spot about interest rate risk is that it
occurred during a period when Federal Reserve Chairman Jerome Powell made one public
statement after another that the Federal Reserve Open Market Committee (FOMC) intended to
progressively increase interest rates as high as necessary to bring inflation down from 9.1% to its
long-term target of 2%.% It also continued after Mr. Barr was confirmed as Vice Chair for
Supervision on July 13, 2022 and long after his predecessor’s term as Vice Chair for Supervision
had expired on October 13, 2021.

B3E Proposal
The final sign that the consensus on capital neutrality and tailoring had completely

broken down was the issuance of the notice of proposed rulemaking on July 27, 2023, to amend
U.S. capital standards to implement the B3E International Framework.

3 Review of the Federal e’s Supervision and Regulation of Silicon Valley Bank, at 1011 and 86

3 7d. at 11, The former hair for Supervision issued a statement and made a press statement, stating he never told the staffto go
easy on the banks. Randal Quarles, Statement Regarding the Federal Reserve Report on the Failure of Silicon Valley Bank (April 28, 2023,
Victoria Guida, Quarles hits back at Barr's SUB report, PoliticoPro (April 28, 2023). Instead, he stated that he directed the staff to focus on
what’s really important — like interest rate and lquidity risk — and to stop paying excessive attention to routine administrative paatters. He said he
would often use the phrase, “And if they won’t do what’s really important, smite them hip and thigh.” Kyle Campbell, For Fed supervision,
cultural shortcomings are nothing new, American Banker (May 8, 2023).

%7 See note 33.

3 Office of Inspector General for the Board of Governors of the Federal Reserve System, Material Loss Review of Silicon Falley Bank
(Sept. 25, 2023).

3 Jd. at 30, See also Davis Polk, Siticon Valley Bank failure — A different view of the Federal Reserve OIG report (Oct 18. 2023),
Randall Guynn, Margaret Tahyar & Kirill Lebedev, A Tale of 2 SVB Reports: Where the Fed's Barr and QIG Differ, Law 360 (Nov. 13, 2023).

“ OIG Report, at 41.

“1d. a2,

2 Id at 14.

* See, e.g., Transcript of Press Conference affer the Federal Open Market Committee Mesting, (March 16, 2022): Transcript of Press
Conference after the Federal Open Market Committee Meeting (July 27, 2022).
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Instead of proposing amendments limited to making the U.S. standards more risk-
sensitive and resulting in risk weights that were more comparable among U.S. and non-U.S.
banking organizations, the B3E proposal would substantially increase U.S. going concern capital
requirements in the aggregate with the largest increases in the required capital for market risk
and operational risk. According to the agencies’ own estimates, which some have argued are too
low,* the B3E proposal would increase risk weights by 20% and common equity tier 1 (CET1)
capital by 16% in the aggregate and by 19% for Category I and II banks,* with both risk weights
and CET1 capital being increased for market risk by a whopping 77%.% Tt would also introduce
a new standardized approach for operational risk that would significantly increase capital
requirements for operational risk based on business volume without any reduction for track
records of low operational losses.?’

Opposition to B3E Proposal

There is sharp disagreement over whether the largest banks should be subject to these
higher proposed capital requirements. Critics have observed that virtually all of the banking
agency principals have repeatedly assured the public that the largest banks are well-capitalized
and resilient. *® Nevertheless, the Federal Reserve, the FDIC and the Acting Comptroller all
approved the B3E proposal over an unprecedented number of dissents and expressions of
concern.

Virtually Ne Supperting Data or Cost-Benefit Analysis

The preamble to the B3E proposal stated that “[t]he agencies assessed the likely effect of
the proposal on economic activity and resilience, and expect that the benefits of strengthening
capital requirements for large banking organizations outweigh the costs.” But the agencies have
provided virtually no data to support that conclusion. Moreover, because the B3E proposal
overlaps with the stress capital buffer requirement, it is not possible to assess the full impact of
the B3E proposal without knowing the changes that the Federal Reserve plans to make to the SCB
requirement, which the Federal Reserve Vice Chair for Supervision has said it will make.*

# According to the Bank Policy Institute (BP), the B3E proposal is more likely to result in a capital increase of over 20%, with the

GS1Bs needing to increase capital by 25%. BPI estimated that capital charges for banks with high levels of fee income could see their capital
requirements surge by more than 30% because of the new operational risk charges. See Bank Policy Institute and American Baokers Association,
Comment Letter on Proposed Rule to Revise the Capital Requirements Applicable to Large Banking ()rmmz'l(mm and Banking Qrganizations
with Significant Trading Activity, 11 (Jan. 16, 2024). The Financial Services Forum esti that capital req for the U.8. GSIBs vould
increase by more than 30 percent. Financial Services Forum, American Bankers Association, Bank Policy Institute and Securities Industry and
Financial Markets Association Comment Letter on Proposed Rule to Revise the Capital Requirements Applicable to Large Banking
Organizations and Banking Organizations with Significant Trading Activity (Dec. 22, 2023).

4 88 Fed. Reg, at 64169,

4 Id., at 64168.

47 88 Fed. Reg. at 64030

“* Hearing Before the House Financial Services Committes on Monetary policy, 117th Cong. 24 (June 23, 2022) (testimony of Jerome
H. Powell) (“[Tlhe banking system in particular is very strong, well-capitalized.™); Federal Reserve Vice Chair for Supervision, Hearing Before
the House Financial Servi ommitiee on Oversight of Prudential Regulators, 118 Cong. 1 (May 16, 2023) (testimony of Michael 8. Barr)
{“Overall, banks have strong capital and liquid : Martin J. Gruenberg, FDIC Chair, Remarks on the FDIC’s Third Quarter 2023 Quarterly
Banking Profile v. 29, 2023) (*“The banking indusiry . . . remained well capitalized.™); Hearing Before the Senate Banking Conunittes on
Oversight of Financial Regulators: Protecting Main Street Not Wall Street, 118 Cong. 17 (Nov. 14, 2023) (testimony of Michael 1. Hsu) (“OCC
supervised banks in the aggregate have strong fevels of regulatory capita

4 See Hearing Before the Senate Banking Committee on Recent Bau}\ Failures and the Federal Regulatory Response, 118 Cong, 9-10,
{March 28, 2023) (testimony of Michael S. Barr) (“We will need to enhance our stress testing with multiple scenarios so that it captures a wider
range of risk and uncovers channels for contagion, like those we saw in the recent series of events.™);, Michael 8. Barr, Holistic Capital Review,
{July 10, 2023) ("The stress test should evolve to better capture the range of salient risks that banks face.”)
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The Federal Reserve Vice Chair for Supervision also suggested that the B3E proposal
was justified by a holistic review of capital requirements, but the agencies did not provide a copy
of that review, including any supporting data, for public comment.

Optimal Capital Studies

The preamble cites a handful of third-party studies suggesting that U.S. capital levels are
currently below the optimal level > But it does not explain how the banking agencies determined
that those particular studies were reliable, why they justified the B3E proposal or why they are
more accurate than competing studies that suggest the U.S. capital levels are about right.

Sudden Failure of Silicon Valley Bank —~ Part IT

The agencies indicated in the preamble to the GLAC proposal that an extra layer of gone-
concern loss-absorbing capital in the form of subordinated LTD needs to be imposed on the
regional bank LBOs regardless of the statutory tailoring requirements to prevent a recurrence of
the banking turmoil in March 2023.3' The Vice Chair for Supervision has similarly stated that the
tailoring regime needs to be revisited in light of that turmoil >

The Real Lesson from SVB’s Failure

But the sudden failures of Silicon Valley Bank, Signature Bank and First Republic Bank
did not occur because of insufficient capital, excessive tailoring or a less intense supervisory
culture. They occurred because of a stunning failure by senior SVB management to properly
manage its extraordinary interest rate risk and liquidity risk. They also occurred because of an
equally stunning failure by the supervisory staffs of the California Department of Financial
Protection and Innovation (DFPI), the Federal Reserve Bank of San Francisco and the Board of
Governors to detect or take prompt and decisive action against SVB in light of its extraordinary
exposure to interest rate risk and liquidity risk. This double blind spot is baffling since interest
rate risk and liquidity risk, along with credit risk, have been the core risks of banking since the
dawn of fractional reserve banking in Italy in the 14™ century and Great Britain in the 17%
century.>® These are not new or insignificant risks in the post-modern era.

Moreover, as shown on the figure attached as Exhibit F, SVB was clearly insolvent on a
fair value basis by the end of the third quarter and fourth quarters 2022. This should have been
obvious to both SVB’s senior management and the supervisory staffs of the California DFPI, the
Federal Reserve Bank of San Francisco and the Board of Governors. The unrealized losses on
both its available-for-sale (AFS) and held-to-maturity (HTM) bond portfolios were publicly

* Regulatory Capital Rule: Large Banking ions and Banking O i With Signij Trading Activity, 88 Fed. Reg.
64028, 64169 note 469 (Sept. 18, 2023).

1 88 Fed. Reg. 64524, 64527 {Sept. 19, 2023).

 See Hearing Before the House Financial Services Committee on The Federal Regulators’ Response to Recent Baok Failures, 118
Cong. 100 (testimony of Michael S. Barr) (“You know, the Federal Reserve System of Supervision and Regulation is based on a tailored
approach where firms between $50 and $100 billion are really part of the regional banking organization group. Firms $100 biltion and above are
in the large and foreign banking organization group. And even within that, there are distinctions between firms at $100 to $250 and $250 and
above. And [ think part of the prablem is that that framework, which really focuses on asset size, is not sensitive to the kinds of problems we saw
bere with respect te rapid growth and a concentrated business model. That’s one of the reasons why, you know, earlier this vear I announced that
we were going to have a novel supervision group that really focuses on these kinds of issues.”)

* See note 34.
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disclosed in SVB’s call reports and its parent’s SEC filings. The information was not hidden
from view simply because the unrealized losses in its AFS portfolio were not reflected in its
reported capital as a result of the opt-out for accumulated other comprehensive income (AOCI).
In other words, extending the AOCI requirement to the AFS portfolio of the regional bank LBOs
will not give the market — or the supervisors — any new information about insolvency on a fair
value basis that was not already available to them.

SVB had invested a massive influx of uninsured deposits received during the Covid-19
pandemic in a portfolio of long-dated, fixed-rate U.S. Treasury and mortgage-backed securities,
betting that inflation would be transitory and that the Federal Reserve would not need to increase
interest rates to battle inflation. Instead, inflation persisted and the Federal Reserve increased
interest rates to reduce it, resulting in large unrealized losses in SVB’s bond portfolio. In addition,
95% of SVB’s deposits were uninsured and largely concentrated in venture capital funds and
their portfolio companies, exposing SVB to a high risk that they would run at the first sign of
trouble. The question is not why its concentrated uninsured depositor base ran with such
intensity in March 2023, but why they didn’t run earlier.

No reasonable amount of capital could have saved SVB in light of its basic risk
management deficiencies and the related failures of the supervisory staff to detect and take
prompt and decisive actions in light of the bank’s extraordinary interest rate and liquidity risks.
One of the real lessons of SVB’s sudden failure and related contagion is that no amount of
capital is a complete substitute for good risk management and supervisory oversight.

Unfounded Fear

Compounding these problems, many if not all of SVB’s depositors could not readily
determine over SVB weekend which of their deposits were claims against SVB and which had
been safely swept off its balance sheet into third-party money market funds. This observation is
supported by more than a hundred calls that my colleagues and 1 fielded from panicked SVB
depositors over SVB weekend. I believe this uncertainty intensified the panic among those
depositors because they feared they might have, say $150 million of exposure to Silicon Valley
Bank, when in fact they only had $10 million of exposure, with $140 million safely swept into
third-party money market funds.

This good faith but probably unfounded fear also fueled contagion. Most of SVB’s
uninsured depositors may have had enough cash to meet payroll in the days and weeks following
SVB’s failure without the FDIC’s extraordinary guarantee of all uninsured deposits, if they had
known with certainty that the majority of their potential exposure to SVB had been safely swept
off SVB’s balance sheet. This belief is supported by the large number of deposit sweep
agreements we collected and my colleagues reviewed feverishly over SVB weekend. By Sunday
late afternoon, just before the FDIC announced that it would guarantee all uninsured deposits at
SVB and Signature Bank, my colleague who reviewed the documentation said she was highly
confident that the vast majority of SVB deposits in its sweep programs she reviewed had in fact
been safely swept off SVB’s balance sheet into third-party money market funds that would not
be lost by SVB’s failure.

12
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Guarantee of Uninsured Deposits — A Costly Miscalculation Based on Imperfect
Information?

SVB’s depositors might not have lobbied the FDIC, Treasury, Federal Reserve or White
House as intensively to invoke the systemic risk exemption to the least-cost test™ so the FDIC
could protect all uninsured depositors against losses, if they had had better information during
SVB weekend. More importantly, the FDIC, Treasury, Federal Reserve and White House might
not have invoked the systemic risk exemption — at great cost to the Deposit Insurance Fund and
ultimately to the surviving U.S. banks in the form of extraordinary deposit insurance assessments
to cover that cost — to protect uninsured depositors if they knew that most of SVB’s uninsured
depositors probably could have met their payroll obligations in the days and weeks following
SVB’s faiture with deposits that had been safely swept into third-party money market funds.

This is a major information problem which, if true, is easily fixable through better
disclosure and better supervision, as long as the agencies recognize that it may have been one of
the fundamental problems that contributed to the magnitude and speed of the run on SVB.

Adverse Impact of B3E Proposal on Businesses and Households

I will not attempt to describe the full array of costs and risks that would be imposed by
the B3E proposal, the GLAC proposal or the resolution planning proposals on the LBOs and the
wider U.S. economy. Those costs and risks are described better and more completely in the
unprecedented number of comment letters that have been filed in response to the B3E proposal,
the GLAC proposal and the resolution planning proposals. Instead, I will describe some of the
key risks and costs that would be imposed on businesses and households if the B3E proposal
were finalized as proposed.

Mortgage Lending. The B3E proposal would impose higher capital requirements on
mortgage lending, making it more expensive for large U.S. banks to make residential mortgage
loans. These higher capital requirements would function like an excise tax, reducing the supply
or increasing the cost of mortgage loans made by large U.S. banks, or both, depending on the
elasticity of demand.

¢ The B3E proposal would do so by:

o Establishing risk weights for residential mortgage loans that are 20 percentage points
higher than the Basel Framework, with the highest capital charges for mortgage loans
with smaller down payments, which are frequently issued to first-time homebuyers or
LMI borrowers;

= This deviation from the Basel international standard would adversely affect the
availability or cost of residential real estate loans from large U.S. banks without any
commensurate benefits to U.S. financial stability.

* Qee 12 U.S.C. §§ 1823(c)(4) (least-cost test); 1823(c)(6) {systemic risk exception to least-cost test).
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o The disproportionately greater adverse impact on first-time home buyers and LM1
borrowers conflicts with the goals of various government programs designed to provide
first-time home buyers and LMI borrowers with access to home ownership.

= The reason given for this deviation was to avoid disadvantaging smaller banking
organizations that would otherwise be generally subject to higher risk weights for the
same residential mortgage exposure under the standardized approach.

»  The standardized approach continues to serve as a floor to the ERB approach, soitis
difficult to see what incremental advantage the agencies are concerned about.

o Imposing restrictions on the amount of mortgage servicing assets (MSAs) that Category
IIT and IV banks may include in CET1 capital;

o Imposing punitive capital requirements for first- and second-lien mortgages to the same
borrower;,

o Introducing a new standardized capital requirement for operational risk, which would
require large banks to hold additional capital based on the amount of fees they earn from
servicing mortgages; and

o Introducing a new standardized approach for calculating RWAs for securitization
exposures, which are expected to materially increase the capital required for mortgage
loan securitization vehicles.

SMEs. The B3E proposal would also impose higher capital requirements on extensions
of credit to, or investments in, small and medium-sized enterprises (SMEs) relative to similar
exposures to larger businesses, even when the credit risk of the SME is equivalent to that of a
large business.

» These higher capital requirements would also operate like an excise tax on credit or
equity exposures to SMEs, resulting in a reduction in the supply or increase in the
cost of extensions of credit to or equity investments in SMEs by large U.S. banks, or
both, depending on the elasticity of demand.

» The B3E proposal would do so by:

o Applying a 65% risk weight to credit exposures to an investment grade issuer if
the issuer or its parent is publicly listed, but it would apply a 100% risk weight if
neither the borrower nor its parent is publicly listed.

o Given that only a few SMEs are publicly listed companies, credit exposures to
investment grade SMEs would almost never qualify for the 65% risk weight.

e By eliminating the 100% risk weight for non-significant equity exposures, all
equity exposures to non-public SMEs would be subject to a 400% risk weight,
effectively quadrupling the risk weight applicable to equity exposures to
nonpublic SMEs.
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Consumer Finance. The B3E proposal would impose higher capital requirements on
consumer financing activities, including credit card and home equity credit facilities, which
allow consumers to meet emergency or unforeseen needs (e.g., unforeseen medical bills) and
promote financial inclusion (e.g., unbanked or underbanked consumers often use credit cards as
their first step toward building a credit history). These higher capital charges would similarly act
like an excise tax on consumer financing, resulting in a reduction in the supply or increase in the
cost of consumer financing provided by large U.S. banks, or both, depending on the elasticity of
demand.

e The B3E proposal would do so by:

o Imposing risk weights for regulatory retail exposures that are 10% higher than the Basel
Framework;

o Imposing a 10% credit conversion factor (CCF) on the unused portion of unconditionally
cancellable credit facilities, meaning that large U.S. banks would be required to have
capital against a 10% drawdown rate even for the portion of a credit card or home equity
line of credit that has not, in fact been drawn down,

o Including interest and fees earned from credit card and home equity lines in the interest,
lease and dividend component and services component, respectively, of a large U.S.
bank’s business indicator, producing disproportionately higher operational risk RWAs
from increased business volumes; and

o Imposing higher capital charges on securitized credit card and home equity lines under
SEC-SA.

Corporate and Municipal Finance in the Capital Markets. The B3E proposal would
increase the capital requirements for market risk by an estimated 77% primarily to address
periods of severe market stress without providing any data-driven justification for such a
significant increase. Indeed, there is no evidence that large U.S. banks had insufficient capital for
market risk during numerous recent periods of severe market stress or that the Federal Reserve’s
stress capital buffer requirement does not already ensure that they will have sufficient capital to
suffer losses and continue providing market making services during prolonged periods of severe
market stress, including market illiquidity when they cannot hedge or close out positions.

This significant increase in capital requirements for market risk would harm American
businesses and municipalities by raising the cost of debt and equity raised in the U.S. capital
markets, while reducing market liquidity, without any data-driven justification that large U.S.
banks would otherwise be insufficiently resilient during periods of extreme market stress. This
impact could have a very negative effect on American businesses, municipalities and retail
investors since American businesses and municipalities depend on liquid capital markets to raise
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more than half their debt and equity financing and U.S. retail investors depend on deep market
liquidity to reduce the risks and costs of investing in American businesses.™

In particular, the proposed new capital requirements for market risk would harm U.S.
businesses and municipalities in a variety of ways, including by:

* Implementing the haircuts for structured finance transactions (SFTs) haircuts so that
collateralized transactions are treated as unsecured, adversely impacting markets for
repurchase agreements and stock borrowing where pension funds lend their securities to
manage retiree distributions;

o Implementing credit valuation adjustments (CVA) in a manner that would adversely impact
manufacturers’ ability to hedge legitimate commercial risk such as exchange rates or
commodity prices and alternatively failing to exempt corporate end users or client-cleared
trades from CVA; and

o Implementing the market risk proposals in a way that adversely impacts market liquidity
since shocks are applied to trading assets under both the SCB and FRTB.

o This would result in circumstances where required capital can exceed the actual size of
the exposures.

o It would also result in excess capital and reduced market liquidity by failing to adequately
recognize portfolio diversification and long-standing risk management practices.

The agencies seem to understand there is no justification for such a significant increase in
capital by admitting that “[t]he overall effect of higher capital requirements on market making
activity and market liquidity remains a research question needing further study "

The proposal also completely ignores the fact that the proposed increase in capital for
severe market stress overlaps with the Global Market Shock component of the Federal Reserve’s
stress testing, which already increases the stress capital buffer to address the risks of severe
market stress. Both the proposed increase in capital for market risk in the B3E proposal and the
Federal Reserve’s stress testing are designed to address the same problem — namely, to ensure
that large U.S. banking organizations have sufficient capital to both absorb losses during periods
of severe market shocks and have sufficient capital after suffering those losses to provide market
making and other capital markets services to the market throughout the business cycle.

Tailoring. The B3E proposal would largely eliminate tailoring of capital requirements
among the LBOs violation of the tailoring mandate contained in Section 401 of EGRRCPA or its
animating spirit. This feature will harm U.S. businesses and households over time by creating a
powerful economic incentive for Category I and IV banking organizations to consolidate into
banking organizations with a scale closer to that of the U.S. GSIBs to be able to spread the
increased capital costs imposed by the B3E proposal over a larger base so they can remain

* See, ¢.g., Coalition for Derivatives End-Users, Comment Letter on Proposed Rule to Revise the Capital Requirements Applicable to
Large Banking Organizations and Banking Organizations with Significant Trading Activity, 10-11 (Jan. 16, 2024).
% 88 TFed. Reg. at 64170-64171.
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competitive with the Category I and Il firms. This would reduce the option of businesses and
households to obtain banking services from regional banks and turn the distribution of the U.S.
banking system into a barbell of large and small banking organizations, with virtually no banking
organizations in the middle.

Any government efforts to restrain such consolidation through policies against bank
mergers will ultimately fail as a result of economic forces. The financial condition of regional
banks that are prevented by government fiat from spreading the increased costs of the B3E
proposal over a larger scale through merger and consolidation will almost certainly deteriorate
over time, increasing the risk of depositor runs and ultimately failure that would result in costly
emergency sales in an FDIC receivership.

Conclusion

The U.S. capital framework includes a stress capital buffer that is the determining factor
in the level of capital requirements applicable to the U.S. LBOs. Neither the Basel 111 framework
generally nor the B3E International Framework assumes an SCB regime like that in the United
States. Nor does any country other than the United States use their stress-testing regimes to
impose capital buffers on their systemically important banks. This results in U.S. LBOs being
subject to higher capital requirements than their non-U.S. counterparts. Thus, even if the
agencies implemented the B3E International Framework in a capital neutral way and with full
tailoring, the U.S. LBOs would all be subject to higher capital requirements than their non-U.S.
counterparts. But by proposing to implement the B3E International Framework in a way that
significantly increases the capital requirements on U.S. LBOs, without eliminating the overlap
with the U.S. stress-testing regime, the agencies would impose even higher capital requirements
on U.S. LBOs relative to their non-U.S. counterparts. I wonder whether that is really the right
way to run a U.S. railroad.

17
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Exhibit A

Disproportionate Impact on Regional Bank LBOs
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Exhibit B

Capital Then and Now
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Exhibit C

Liquidity Then and Now
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Exhibit D

Tailoring of Prudential Standards
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Exhibit E

Usable TLAC Then and Now
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Exhibit F

SVB Insolvency on Fair Value Basis
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Chairman BARR. Thank you, Mr. Guynn. Professor Kress, you
are now recognized for 5 minutes.

STATEMENT OF PROFESSOR JEREMY KRESS, ASSISTANT PRO-
FESSOR OF BUSINESS LAW, STEPHEN M. ROSS SCHOOL OF
BUSINESS, UNIVERSITY OF MICHIGANN

Mr. KrEss. Chairman Barr, Ranking Member Foster, members of
the subcommittee, thank you for inviting me to testify at today’s
hearing. By way of background, I am an Assistant Professor of
Business Law at the University of Michigan’s Stephen M. Ross
School of Business and Co-Faculty Director of the University of
Michigan’s Center on Finance, Law, and Policy. My research fo-
cuses on bank regulation, systemic risk, and financial stability.
Prior to entering academia, I was an attorney at the Federal Re-
serve Board where, among other things, I worked on the initial im-
plementation of the Basel III capital rules.

The Federal banking agencies have recently proposed several
rules that would increase capital levels for the U.S.s’ largest banks.
Taken together, these rules will better calibrate large banks’ cap-
ital requirements to the risks these banks pose to society and re-
duce the likelihood of financial crises that could devastate the econ-
omy.

Regrettably, the banking sector has responded to these proposals
by spreading misinformation in an effort to delay and defeat them.

I will make three points in my testimony today. First, higher
capital is essential to making the U.S. banking system safer and
more efficient. Over the past 15 years, policymakers have repeat-
edly provided public backstops to banks, either directly or indi-
rectly, through Federal Reserve lending facilities, fiscal support
measures, and equity injections. Stronger capital requirements will
help counter the poor incentives that these rescues have fostered
and reduce the need for such extraordinary interventions in the fu-
ture. Ensuring that large banks maintain sufficient capital is espe-
cially critical in light of questions that have arisen about authori-
ties’ ability to resolve systemic banking organizations following the
disorderly collapse of Credit Suisse and three U.S. domestic sys-
temically important banks last year.

Second, stronger bank capital levels will promote credit avail-
ability throughout the economic cycle. Better capitalized banks lend
more during economic and financial stress, precisely when house-
holds and businesses need credit the most. Recent U.S. experience
confirms that higher capital is consistent with sustained credit cre-
ation and economic expansion. Indeed, the Dodd-Frank Act and ini-
tial Basel III rules raised bank capital requirements during what
became the longest U.S. expansion on record, exposing as false
banks’ contemporaneous warnings about the potential dire con-
sequences of increased capital. The pending Basel III Endgame
rules will foster, not threaten, credit availability as most of the pro-
posed capital increase is associated with large banks’ trading and
fee-generating businesses, not their lending activities, and the risk
weights for many categories of traditional loans will actually de-
crease under the proposal.

Third, the banking sector is trying to invent new legal standards
in a brazen attempt to defeat these rules. Requiring banks to fund
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themselves with more equity will not impair credit availability but
it will modestly reduce bank stop prices, share buybacks, and exec-
utive compensation. To avoid this outcome, large banks are at-
tempting to hold their regulators to legal standards that simply do
not exist.

Congress has subjected rulemaking by some agencies, including
the Securities and Exchange Commission, to various forms of cost-
benefit analysis. However, Congress has not imposed any cost-ben-
efit requirement on the Federal banking agencies, and for good rea-
sons. Quantifying the benefits of a banking crisis averted is a near-
ly impossible task. The law that does govern rulemaking by the
Federal banking agencies, the Administrative Procedure Act, re-
quires only reasoned decisionmaking, a standard that current pro-
posals assuredly meet. Indeed, the level of analysis in the current
proposals is at least equal to, and many cases exceeds, prior Fed-
eral banking agency rules. Make no mistake: if the current pro-
posals are legally deficient, so too are the vast majority of the de-
regulatory rule adopted under the Trump Administration with far
less reasoned analysis.

In sum, the current proposals will strengthen large banks’ cap-
ital cushions, reduce the likelihood of future financial crises, and
position large banks to remain a source of credit to households and
businesses throughout the economic cycle. The banking agencies
should finalize these proposals without delay and without materi-
ally weakening their provisions.

Thank you, and I look forward to your questions.

[Prepared statement of Mr. Kress follows:]
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Testimony of Jeremy C. Kress
Assistant Professor of Business Law
University of Michigan Stephen M. Ross School of Business
Before the U.S. House of Representatives Committee on Financial Services
Subcommittee on Financial Institutions and Monetary Policy
“Rules Without Analysis: Federal Banking Proposals Under the Biden Administration”
Wednesday, January 31, 2024

Chairman Barr, Ranking Member Foster, Members of the Subcommittee, thank you for inviting
me to testify at today’s hearing. By way of background, T am an Assistant Professor of Business
Law at the University of Michigan’s Stephen M. Ross School of Business and Co-Faculty Director
of the University of Michigan’s Center on Finance, Law & Policy. My research focuses on bank
regulation, systemic risk, and financial stability. Prior to entering academia, I was an attorney at
the Federal Reserve Board of Governors where, among other things, I worked on the initial
implementation of the Basel IH capital rules.

The federal banking agencies have recently proposed several rules that would increase capital
levels for the United States’ largest banks.! Taken together, these rules will better calibrate large
banks’ capital requirements to the risks these banks pose to society and reduce the likelihood of
financial crises that could devastate the economy.? Regrettably, the banking sector has responded
to these proposals by spreading misinformation in an effort to defeat them.

I will make three points in my testimony today. First, higher capital is essential to make the U.S.
banking system safer and more efficient. Over the past 15 years, policymakers have repeatedly
provided public backstops to banks, either directly or indirectly, through Federal Reserve lending
facilities, fiscal support measures, and equity injections. Stronger capital requirements will help
counter the poor incentives that these rescues have fostered and reduce the need for such
extraordinary interventions in the future. Ensuring that large banking organizations maintain
sufficient capital is especially critical in light of questions that have arisen about authorities’ ability
to resolve systemic banking organizations following the disorderly collapse of Credit Suisse and
three U.S. domestic systemically important banks in 2023.

Second, stronger bank capital levels will promote credit availability throughout the economic
cycle. Better capitalized banks lend more during economic and financial stress, precisely when

! See Regulatory Capital Rule: Large Banking Organizations and Banking Organizations with Significant Trading
Activity, 88 Fed. Reg. 64028 (proposed Sept. 18, 2023) [hereinafter Proposed Rule}; Regulatory Capital Rule: Risk-
Based Capital Surcharges for Global Systemically Important Bank Holding Companies; Systemic Risk Report, 88
Fed. Reg. 60385 (proposed Sept. 1, 2023); Long-Term Debt Requirements for Large Bank Holding Companies,
Certain Intermediate Holding Companies of Foreign Banking Organizations, and Large Insured Depository
Institutions, 88 Fed. Reg. 64524 (proposed Sept. 19, 2023).

2 Although T am generally supportive of all three rules, there is a strong case for requiring large banking organizations
to maintain even more equity in licu of the proposed long-term debt requirement. See Letter from Anat R. Admati,
George G.C. Parker Prof. of Fin. & Econ.. Stanford Graduate Sch. of Bus., to Ann E. Misback, Sec’y, Bd. of Governors
of the Fed. Rsrv. Sys. (Jan. 16, 2024), https://www federalreserve. gov/SECRS/2024/January/20240124/R-1815/R-
1815_012424_157242_507285256923_1.pdf; Letter from Dennis Kelleher, Co-Founder, Pres. and Chief Exec. Off.,
Better Markets, Inc,, to Off. of the Comptroller of the Cumency (Jan. 16, 2024), https://bettermarkets.org/wp-
content/uploads/2024/01/Better-Markets-Comment-Letter-Long-Term-Debt-Requirements-for-Large-Banking-~
Organizations.pdf.
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households and businesses need credit the most. Recent U.S. experience confirms that higher
capital is consistent with sustained credit creation and economic expansion. Indeed, the Dodd-
Frank Act and initial Basel III rules raised bank capital requirements during what became the
longest U.S. expansion on record, exposing as false banks’ dire warnings about the potential
negative consequences of increased capital.* The pending Basel Il Endgame rules will foster—
not threaten—credit availability, as most of the proposed capital increase is associated with large
banks’ trading and fee-generating businesses—not their lending activities—and the risk-weights
for many categories of traditional loans actually decrease under the proposal.

Third, the banking sector is trying to invent new legal standards in a brazen attempt to defeat these
rules. Requiring banks to fund themselves with more equity will not impair credit availability, but
it will modestly reduce bank stock prices, share buybacks, and executive compensation. To avoid
this outcome, large banks are attempting to hold their regulators to legal standards that simply do
not exist. Congress has subjected rulemaking by some agencies, including the Securities and
Exchange Commission, to various types of cost-benefit tests.* However, Congress has not imposed
any cost-benefit requirement on the federal banking agencies. And for good reason: quantifying
the benefits of a banking crisis averted is a nearly impossible task.®> The law that does govern
rulemaking by the federal banking agencies—the Administrative Procedure Act—requires only
“reasoned decision making,”® a standard the current proposals assuredly meet. Indeed, the level of
analysis in the current proposals is at least equal to, and in many cases exceeds, prior federal
banking agency rules. Make no mistake: if the current proposals are legally deficient, so too are
the vast majority of the deregulatory rules adopted under the Trump Administration with far less
reasoned analysis.”

To be sure, some public commenters have noted that targeted adjustments to the current proposals
may be appropriate, such as with respect to clean energy tax-equity investments and high loan-to-

3 See, eg. Goldman Warns About Resurgence of Shadow Banking, REUTERS (Jan. 27, 2011),

https://www.reuters.comv/article/us-davos-goldman-idUSTRE70Q54X20110127/ (quoting Goldman Sachs CEO Gary
Cohn warning that “too much regulation could ultimately stifle economic growth as new requirements for banks to
hoid more and more capital would ultimately drive up the cost of services to clients™); Citi CEQ Pandit Criticizes
Some Basel Rules, REUTERS (Oct. 25, 2010}, bitps//www.reuters.com/article/us-citigroup-pandit/citi-ceo-pandit-
criticizes-some-basel-rales-iIdUSTRE6904WD20101025/ (quoting Citi CEQ Vikram Pandit warning that “increased
capital requirements could impede the economic recovery ‘by raising the cost of credit precisely when credit is needed
the most’ and preventing many potential borrowers from qualifying for loans™).

4 See 15U.8.C. §§ 77b(b), 78c(D), 80a-2(c), 80b-2(c) (providing that when the SEC “is engaged in rulemaking ... and
is required to consider or determine whether an action is necessary or appropriate in the public interest, the
Commission shall also consider ... whether the action will promote efficiency, competition, and capital formation™).
To be sure, these statutory provisions are not explicit cost-benefit requirements; however, they are far closer than any
standard to which the federal banking agencies are subject. See Donna M. Nagy, The Costs of Mandatory Cost-Benefit
Analysis in SEC Rulemaking, 57 Ar1z. L. REV. 129, 133-34 (2015).

* See John C. Coates IV, Cost-Benefit Analysis of Financial Regulation: Case Studies and Implications, 124 YALE
L.J. 882, 906-69 (2015); Jeffrey N. Gordon, The Empty Call for Benefit-Cost Analysis in Financial Regulation, 43 J,
LEGAL STUD. 8351, §373-75 (2014).

S Motor Vehicle Mifrs, Ass'nof U.S., Inc. v. State Farm Mut. Auto. Ins. Co., 463 U.S. 29, 52 (1983).

7 See, e.g., Prudential Standards for Large Bank Holding Companies, Savings and Loan Holding Companies, and
Foreign Banking Organizations, 84 Fed. Reg. 59230, 539259-60 (Nov. 1, 2019) (presenting a cursory, one-page “impact
assessment” of the Federal Reserve Board’s tailoring rules); Prohibitions and Restrictions on Proprietary Trading and
Certain Interests in, and Relationships With, Hedge Funds and Private Equity Funds, 84 Fed. Reg. 61974 (Nov. 14,
2019) (invoking “supervisory experience” or “experience” almost 50 times to justify weakening the Volcker Rule).
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value residential mortgages. The banking agencies have indicated their openness to such changes
to the extent consistent with bank safety-and-soundness. This is a sign of the public notice-and-
comment process working as intended. Given the proposals’ focus on market and operational risk,
targeted reforms to the credit risk framework would be unlikely to detract from the proposals’
central objective of improving the safety and efficiency of the U.S. banking system.

In sum, the current proposals will strengthen large banking organizations’ capital cushions, reduce
the likelihood of future financial crises, and position large banks to remain a source of credit to
households and businesses throughout the economic cycle. I urge the banking agencies to finalize
these proposals without delay and without weakening their provisions. The remainder of my
testimony is based, in large part, on a comment letter [ filed on behalf of 30 scholars of banking
and finance in support of the Basel 1iI Endgame capital proposal (hereinafter, the “Proposed
Rule™).®

L The Proposed Rule Will Make the Banking System Safer and More Efficient

The Proposed Rule marks the culmination of the United States’ implementation of the Basel
Committee on Banking Supervision’s framework for improving the banking system’s resilience in
response fo the 2008 financial crisis. The Proposed Rule also begins to correct the regulatory
weaknesses exposed in 2023 by three of the four largest bank failures in U.S. history. The Proposed
Rule’s enhancements to the U.S. regulatory capital framework are critical for strengthening the
largest U.S. banking organizations and reducing the likelihood of future financial crises at
remarkably modest, if any, cost.

As an initial matter, it is helpful to clarify what bank capital is, and what it is not. Contrary to a
commen misconception, bank capital is not money that is “set aside” or locked away in a vault.
Bank capital requirements simply establish the minimum extent to which a bank must fund itself
through equity rather than through debt. Far from being unavailable for the bank to use, bank
capital is never idle. It is a source of funds that banks routinely deploy for lending, trading, and
other activities.

Bank capital requirements strengthen the banking system in three ways. First, capital requirements
protect banks’ safety and soundness by ensuring that they maintain a financial cushion to absorb
losses. Banks prefer to fund themselves with debt because equity is a more expensive funding
source from the bank’s perspective.” Banks® reliance on debt can pose a threat to the financial

¥ Letter from Anat R. Admati et al., to Ann E. Misback, Sec’y, Bd. of Governors of the Fed. Rsrv, Sys. (Jan. 16, 2024),
hitps://www federalreserve. gov/SECRS/2024/Janmary/20240124/R-1813/R-1813_012424 157239 _

392133404915 _1.pdf. I am grateful to Professors Stephen Cecchetti, Kermit Schoenholtz, Kathryn Judge. and Anat
Admati for their assistance in drafting the letfer and helping to shape my views on bank capital,

? However, the social cost of equity funding is far lower than the privafe cost to banks. Legal provisions that lower
the private cost of debt funding for banks—the tax deductibility of interest payments, the limited liability of
sharcholders in bankraptcy, and the range of public guarantees for deposits and other bank liabilities—do ror affect
the social cost. In fact, greater reliance on equity funding counters what are in effect government subsidies to bank
shareholders for using debt funding. See Anat R. Admati, Peter M. DeMarzo, Martin F. Hellwig & Paul Pfleiderer,
Fallacies, Irrelevant Facts, and Myths in the Discussion of Capital Regulation: Why Bank Equity is Not Socially
Expensive (Oct. 22, 2013); see also ANAT ADMATI & MARTIN HELLWIG, THE BANKERS ™ NEW CLOTHES: WHAT’S
WRONG WITH BANKING AND WHAT TODO ABOUT IT (2d ed., 2024); Anat R. Admati & Martin F. Hellwig, The Parade
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system as a whole. As a result of high leverage, even modest losses can deplete a bank’s capital
and impair its functioning or even render it insolvent. When a large part of the banking system is
insufficiently capitalized, an adverse shock can lead to widespread failures, as the United States
experienced in 2008. This vulnerability reflects a key externality: through runs, fire sales, and
reduced supply of credit, a bank’s failure imposes costs on other intermediaries, as well as on
households and nonfinancial firms. Capital requirements thus aim to ensure that banks internalize
these spillover costs by maintaining a capital cushion sufficient to function effectively even under
stress.

Second, capital requirements create better incentives for bank shareholders and executives to
manage risk. In nonfinancial businesses, creditors typically discipline borrowers by demanding
additional compensation for assuming a higher risk of default. These market mechanisms are less
effective in banking, however, because explicit and implicit government guarantees protect bank
creditors from losses in the event of a bank insolvency. This is a moral hazard problem: creditors
who expect to be shielded from losses do not monitor banks and, as a result, tolerate excessive risk
taking. Capital requirements ensure that shareholders have sufficient “skin in the game” to monitor
and discipline bank managers. When a bank’s shareholders face more downside risk, they are more
likely to insist that executives manage risk prudently. Conversely, when capital is scarce, both
shareholders and managers may favor gambling for resurrection.

Third, capital requirements lower the costs to the public and to healthy banks when a poorly
managed bank fails. Consider the 2023 bank faitures. The collapses of Silicon Valley Bank, First
Republic Bank, and Signature Bank collectively imposed an estimated $34.1 billion loss on the
Deposit Insurance Fund (DIF).' Had these large banks been required to maintain more capital,
their shareholders would have been forced to internalize the costs of their losses. Instead, the FDIC
must now recoup nearly half of these DIF losses by imposing special fees on surviving banks, with
the costs ultimately falling on some combination of banks’ depositors and borrowers. Absent
higher capital requirements, this approach of post hoc assessments perversely subsidizes risk-
taking and taxes prudent management, encouraging a race to the bottom among depositories.

1L The Proposed Rule Will Promote Credit Availability Throughout the Economic Cycle

In addition to preventing financial crises that can devastate households and businesses, strong
capital funding supports a more stable supply of credit across the economic cycle. By strengthening
banks’ capital cushions, the Proposed Rule will help to ensure that the largest banking
organizations can continue lending even under stressful economic conditions.

Better capitalized banks lend more during economic and financial stress, precisely when
households and businesses need credit the most. In general, the supply of bank credit is procyclical.
When the economy slows, borrower default risk rises and banks’ capital ratios typically decline,
encouraging greater caution. Experience shows that better capitalized banks have a bigger cushion

of Bankers’ New Clothes Continues: 44 Flawed Claims Debunked (Stanford Univ. Graduate Sch. of Bus. Rsich. Paper
No. 15-38, 2024), https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2292229,

19 See Remarks by Chairman Martin J. Gruenberg on Oversight of Pradential Regulators Before the Committee on
Financial Services, United States House of Representatives (Nov. 15, 2023), https://www. fdic.gov/news/speeches/
2023/spnov1523.html
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to support lending during challenging economic times. For example, the Basel Committee on
Banking Supervision’s Research Task Force observed that “a country whose banks enter a crisis
with a one percentage point higher capital ratio experiences 0.29 percentage points higher annual
loan and 0.18 percentage points higher GDP growth in the following five years, compared to other
countries,”!! Thus, the task force determined, “bank capital ... significantly lower[s] the cost of a
crisis by sustaining bank lending during the resulting recession.”!?

Because they have skin in the game, well-capitalized banks also have a stronger incentive to
scrutinize potential borrowers, leading to a more efficient allocation of credit. Screening is most
important in a fragile economic environment, when lenders must identify projects that will prosper
in adverse conditions. Yet, it is precisely in these circumstances that the quality of lending by
poorly capitalized banks often suffers: to postpone or conceal losses that might cause their failure,
weak banks are prone to sustain lending to zombie firms, helping to transform cyclical recessions
into persistent stagnation.'*

Recent U.S. experience also confirms that raising capital requirements is consistent with sustained
credit creation and econoruic expansion. In the aftermath of the 2008 financial crisis and the Dodd-
Frank Act of 2010, policymakers substantially increased bank capital requirements during what
became the longest U.S. expansion on record. Focusing on bank performance and credit
availability between 2013 and 2019, one analysis found that banks made more loans and
maintained their profitability, even as they increased their capital levels.'* The authors concluded:
“To be as clear as we can possibly be, higher capital requirements have not hurt banks [and] they
have not hurt borrowers ... [1]tis difficult to find any social costs associated with increasing capital
requirements and improving the resilience of the financial system.”!® This assessment is consistent
with the Basel Committee’s Research Task Force, which found that “in normal times, bank capital
does not seem to be negatively correlated with loan growth.”'¢

In theory, an extremely high capital requirement might impede bank lending, but the Proposed
Rule does not come close to reaching this tipping point. There is an ample body of literature
assessing the economic trade-offs associated with higher capital requirements. While the results
are sensitive to assumptions and modeling techniques, the weight of the evidence suggests that
setting capital requirements for large banks in the range contemplated by the Proposed Rule poses
little risk of impairing the supply of credit. This conclusion is consistent with the banking agencies’
assessment of the Proposed Rule’s impact: “Although a slight reduction in bank lending could
result from the increase in capital requirements, the economic cost of this reduction would be more
than offset by the expected economic benefits associated with the increased resiliency of the
financial system.”1”

i Basel Comm. on Banking Supervision, The Costs and Benefits of Bank Capital—A Review of the Literature 10
(Bank for Int’I Settlements, Working Paper No. 37, June 2019), https://www bis.org/bcbs/publ/wp37.pdf.

127d. at 11,

13 See, e.g., Caballero, Ricardo, Takeo Hoshi & Anil K. Kashyap, Zombie Lending and Depressed Restructuring in
Japan, 98 AM. ECON. REV. 1943 (2008).

14 Stephen G. Cecchetti & Kermit L. Schoenholtz, Setting Bank Capital Requirements, Money and Banking Blog (Oct.
12, 2020), https://www.moneyandbanking.com/commentary/2020/10/1 1/setting-bank-capital-requirements.

B d

16 See Basel Comm. on Banking Supervision, supra note 11, at 11

17 Proposed Rule, supra note 1, at 64167,
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In addition to the broad empirical evidence on capital levels, there are two reasons specific to the
Proposed Rule that it will not impair credit availability: (1) the Proposed Rule applies to less than
one percent of U.S. banks, and (2) the majority of the proposed increase in capital requirements is
associated with large banks’ trading and fee-generating businesses, not their lending activities.

First, the Proposed Rule applies to only 37 large banking organizations, and the biggest proposed
capital increases are concentrated among eight global systemically important banks. The Proposed
Rule does not apply to the nation’s 4,500 community and mid-sized banks. While large banking
organizations account for a large share of financial activity, the business model of community and
mid-sized banks focuses more on relationship lending, reflecting their local presence and
knowledge of their communities. This relationship-based lending model is critically important for
the small businesses that drive employment and local economic activity.'® Community and mid-
sized banks hold a far higher proportion of their assets in small business loans compared to large
banks,' and borrowers report better outcomes when working with smaller banks ?° Rather than
impairing their ability to supply credit, the Proposed Rule could help level the competitive playing
field for community and mid-sized banks by ensuring that the largest banking organizations
maintain capital levels commensurate with their risks. For comparison, the Tier 1 leverage ratio of
the eight GSIBs is only about 7%, while that of community banks exceeds 10%.%!

Second, the Proposed Rule will not impair credit provision because the majority of the proposed
capital increase is associated with large banks’ trading and fee-generating businesses, not their
lending activities. As the agencies’ impact analysis shows, the proposed increase in risk-weighted
assets associated with trading activity is more than double the proposed increase associated with
lending 2 The Proposed Rule would actually decrease risk-weighted assets for some categories of
loans, including retail exposures and commercial real estate.?® To the extent that the largest banks
optimize their balance sheets to reduce the Proposed Rule’s capital impact, those adjustments
could result in a relatively greater focus on lending. As Bank Policy Institute CEO Greg Baer
stated, “Clearly, under the proposal, the best thing you could do is be a bank that all it does is make
loans.”** In sum, the Proposed Rule will not adversely impact credit availability and, in fact, will
better equip large banks to serve borrowers throughout the economic cycle.

18 See Eldar Beiseitov, Small Banks, Big Impact: Community Banks and Their Role in Small Business Lending, FED.
Rsrv. Bank oF ST. Louss (Oct. 20, 2023), httpsi//www.stlonisfed org/publications/regional-economist/2023/oct/
small-banks-big-impact-community-banks-small-business-lending.

12 See BD. OF GOVERNORS OF THE FED, RSRV. SYS., AVAILABILITY OF CREDIT TO SMALL BUSINESSES (Oct. 2022),
https://www.federalreserve. gov/publications/2022 -october-availability -of-credit-to-small-businesses. htm.

2 See FED, RSRV. BANKS, 2023 REPORT ON EMPLOYER FIRMS: FINDINGS FROM THE 2022 SMALL BUSINESS CREDIT
SURVEY 7 (2023), https//www.fedsmallbusiness.org/-/media/project/smallbizeredittenant/fedsmallbusinesssite/
fedsmallbusiness/files/2023/2023_sbes-employer-firms. pdf.

2 See Sabrina Pelletin, Bank Capital Analysis Semiannual Update, FED. RSRV. BANK OF KAN. CITY, (2023),
https://www.kansascityfed.org/documents/9905/Bank_Capital_Analysis_Report_-_2Q_2023_-_final.pdf.

2 Proposed Rule, supra note 1, at 64169-70.

» See id.

2 Capital Wrap: A Roundup From Capitol dccount’s Basel Endgame Event, CAPITOL ACCOUNT (Oct. 27, 2023),
https://www.capitolaccountdc.com/p/capital-wrap-a-roundup-from-capitol.
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111.  The Propoesed Rule Addresses Salient Risks in the Banking System

In addition to strengthening large banks’ capital requirements, the Proposed Rule makes several
specific adjustments to the United States’ regulatory capital framework that will help address
salient risks in the banking system. This section examines three such enhancements: (1) reducing
reliance on banks’ internal models, (2) enhancing the market risk framework, and (3) applying
appropriately stringent capital rules to Category I and 1V banking organizations.

1. Reducing Reliance on Internal Models

The Proposed Rule improves the existing capital framework by standardizing the calculation of
banks’ credit and operational risk capital requirements instead of relying on banks’ internal
models. Since the United States implemented Basel II, the largest U.S. banking organizations have
used internal models to calculate their risk-weighted assets for credit, operational, and market risk.
Although banks’ internal models in theory enhance the capital framework’s risk sensitivity,
significant flaws with this approach have become apparent over time. For example, since each
bank selects its own modeling assumptions, capital ratios are not necessarily comparable across
firms. Indeed, as the agencies noted in the Proposed Rule, reliance on internal models has
“produced unwarranted variability across banking organizations in requirements for exposures
with similar risks.”?® The Basel Committee has likewise found that inconsistency in modeling
assumptions may skew a bank’s capital ratio by as much as five percent.? In addition, although
supervisors attempt to back-test banks’ internal models to ensure that they do not inappropriately
underestimate risk exposure, empirical validation using historical data is often limited by the fact
that severe credit risk and operational risk losses occur sporadically. Reliance on banks’ internal
models also introduces unnecessary complexity into the capital framework and inhibits market
participants from accurately assessing banks’ financial condition.

To address these issues, the Proposed Rule disallows the use of internal models for credit and
operational risk and instead requires large banking organizations to use standardized approaches.
The proposed standardized methodologies under the expanded risk-based approach are meaningful
improvements over internal models. Most importantly, the proposed standardized methodologies
will enhance consistency across firms, ensuring that large banks maintain a comparable amount of
capital for similar risk exposures. Further, the standardized methodologies will increase
transparency and comparability so that supervisors and market participants may more accurately
gauge large banking organizations’ capital adequacy. The use of standardized methodologies for
credit and operational risk will also help simplify aspects of the capital framework that have
become excessively complex. For these reasons, the agencies should adopt their proposal to reduce
reliance on internal models for credit and operational risk.

%5 Proposed Rule, supra note 1, at 64031.

26 Basel Comm. on Banking Supervision, Regulatory Consistency Assessment Programme (RCAP)—dAnalysis of Risk-
Weighted Assets for Credit Risk in the Banking Book 3 (Bank for Int’l Settlements, April 2016), https://www bis.org/
bebs/publ/d363.pdf.
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2. Enbancing the Market Risk Framework

In 2012, the banking agencies implemented the Basel 2.5 reforms to correct some of the most
glaring weaknesses in the market risk capital framework that were exposed by the 2008 financial
crisis.?” It was widely understood, however, that these initial reforms would be followed by a more
comprehensive reevaluation of the market risk framework. To that end, the Basel Committee has
undertaken a decade-long fundamental review of the trading book to assess what improvements
are necessary. The Proposed Rule would implement key aspects of the Basel Committee’s
fundamental review in the United States and thereby better protect large banking organizations
against risks arising from their trading activity.

The proposed changes to the market risk framework are critical improvements to ensure that banks
with significant trading activity maintain adequate capital cushions. Two enhancements are
particularly notable. First, the Proposed Rule would better account for tail risk by replacing the
existing value-at-risk measurement with an expected shortfall approach that is calibrated to a
period of significant stress. This change will ensure that banks are better prepared to withstand
low-probability, high-impact trading losses. Second, while the Proposed Rule retains an option for
banks to use internal models to measure market risk, it would require more stringent supervisory
approval of those models at the trading-desk level. Shifting the model approval process from the
banking organization level to individual trading desks will ensure that only trading desks that can
accurately reflect their risk via internal models are permitted to use this methodology to calculate
their risk-weighted assets.?® Taken together, these two reforms to the market risk framework will
better protect against the types of trading losses that banks experienced in 2008.

3. Applying Appropriate Capital Rules to Category 111 and IV Banking Organizations

Finally, the Proposed Rule will ensure that large regional banks with between $100 billion and
$700 billion in assets—so-called Category II and IV banking organizations—are subject to
appropriate capital rules. When initially implementing Basel III, the banking agencies exempted
banking organizations with less than $250 billion in assets from certain key provisions, including
the supplementary leverage ratio, the operational risk capital framework, and the requirement to
recognize the effects of accumulated other comprehensive income (AOCI) in capital »® As a result,
large regional banks were allowed to opt out of recognizing the capital impact of unrealized losses
on their available-for-sale (AFS) investment securities. In 2019, policymakers further relaxed

7 Risk-Based Capital Guidelines: Market Risk, 77 Fed. Reg. 53060 (Aug. 30, 2012).

8 Empirical evidence has shown that banks strategically underreport risks in their trading books when they have lower
equity capital, suggesting that stronger supervisory oversight of internal models is warranted. See Taylor A. Begley,
Amiyatosh Purnanandam & Kuncheng Zheng, The Strategic Underreporting of Bank Risk, 30 REV, FIN. STUDS. 3376
2017).

2 Regulatory Capital Rules: Regulatory Capital, Tmplementation of Basel ITI, Capital Adequacy, Transition
Provisions. Prompt Corrective Action, Standardized Approach for Risk-weighted Assets, Market Discipline and
Disclosure Requirements, Advanced Approaches Risk-Based Capital Rule, and Market Risk Capital Rule, 78 Fed.
Reg. 62018 (Oct. 11, 2013).
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capital rules for large regional banks, permitting banks with up to $700 billion in assets to exclude
AOCT’s capital impact, among other regulatory “tailoring.”*®

A lasting lesson of the 2023 turmoil is that large regional banking organizations should be subject
to a capital framework that is more closely aligned with the very largest banks. The banking
turmoil in early 2023 highlighted that distress experienced by Category Il and IV banking
organizations can destabilize the broader system.*' Moreover, as a tesult of the extraordinary
interventions by the banking agencies to stem the panic and resolve the failed banks, investors may
expect a similar treatment for Category I and IV banks in the future. That is, they will again
expect policymakers to invoke systemic risk exceptions as needed to restore stability even in cases
where the relevant banks egregiously failed to manage risk.3? To limit the resulting moral hazard,
such banks must be subject to appropriately stringent capital rules that will compel them to
internalize the potential spillovers from their failure.

The Proposed Rule will help ensure that the surviving Category I1I and IV banking organizations
operate within a capital framework that is commensurate with the consequences of their potential
failure. Most notably in light of recent events, the Proposed Rule will eliminate the AOCI opt-out
for Category HI and IV banking organizations, thereby requiring them to recognize unrealized
losses on AFS securities in their regulatory capital. In addition, the proposal will require Category
IV banks to comply with the supplementary leverage ratio and the countercyclical capital buffer
in light of their macroprudential significance. The Proposed Rule will further mandate that
Category III and IV banks, which had previously been exempted from advanced approaches
requirements, calculate their capital ratios under the “dual stack” approach. This reform will ensure
that Category III and TV banks’ capital requirements are appropriately robust and risk sensitive.
This change will not substantially increase regulatory burden because the new expanded risk-based
approach is generally based on standardized methodologies and will not require Category Il and
IV firms to implement the complex internal models that were previously the basis for the advanced
approaches.

IV.  Criticisms of the Proposed Rule Are Unconvincing

Opponents of stronger capital requirements for large banking organizations have advanced several
arguments against the Proposed Rule. This section addresses three such criticisms: (1) the
Proposed Rule will increase systemic risks by shifting financial activity to nonbanks; (2) the
Proposed Rule will impair U.S. banks’ international competitiveness; and (3) the banking agencies
lack legal authority to implement the Proposed Rule. As explained below, each of these claims
lacks merit.

30

Changes to Applicability Thresholds for Regulatory Capital and Liquidity Requirements, 84 Fed. Reg. 59230 (Nov.
1. 2019); Prudential Standards for Large Bank Holding Companies, Savings and Loan Holding Companies, and
Foreign Banking Organizations, 84 Fed. Reg. 59032 (Nov. 1, 2019).

* For a discussion of the 2023 banking turmoil, sece SVB AND BEYOND: THE BANKING STRESS OF 2023 (Viral V.
Acharya, Matthew P. Richardson, Kermit L. Schoenholtz & Bruce Tuckman, eds., 2023).

312 US.C. § 1823(0)4XG).
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1. Effect on Nonbanks

Critics of the Proposed Rule have alleged that strengthening capital requirements for large banking
organizations will increase systemic risks by shifting financial activity to the lightly regulated
nonbank sector. However, it is not necessarily the case that bolstering large bank capital
requirements will cause financial activity to migrate to nonbanks. In fact, large banks may compete
even more effectively when the Proposed Rule is implemented because stronger capital cushions
will better prepare them to withstand fluctuations in the economic cycle. Indeed, as previously
mentioned, one analysis that focused on the impact of Dodd-Frank and Basel I11 on credit provision
found that banks increased their share of credit provision to the nonfinancial sector between 2013
and 2016.3* Moreover, academic research has shown that some nonbank financial companies
already maintain twice as much equity capital funding as comparable banks.* These findings
demonstrate that bank capital requirements alone are not determinative of how the financial sector
provides credit to the real economy.

In any case, the migration of financial activity to nonbanks is no justification for allowing large
banking organizations to operate with insufficient capital. Where the nonbank sector poses
significant risks to financial stability, the proper response is to address these risks directly.
Policymakers have mechanisms, including through the Financial Stability Oversight Council, to
mitigate risks to financial stability posed by nonbank financial companies. Policymakers should
use these tools to ensure that these companies do not trigger another financial crisis. The banking
agencies should not, however, shirk their statutory responsibility to protect the safety and
soundness of the banking system merely to keep financial activity within the banking perimeter.

2. International Competitiveness

Opponents of the Proposed Rule also contend that stronger capital requirements will impair U.S.
banks’ international competitiveness. This is a popular argument whenever the banking agencies
propose to strengthen domestic safeguards, including when the United States implemented Dodd-
Frank and Basel 111 after the 2008 crisis. Empirical evidence demonstrates, however, that concerns
about international competitiveness are misguided. Indeed, after the United States implemented
Dodd-Frank and Basel I over the banking sector’s “gold plating” objections, U.S. banks
outperformed their European competitors.®® In the decade following Dodd-Frank, U.S. banks beat
European banks on stock price appreciation, net interest margin, and return on assets, among other
performance metrics.

U.S. banks’ outperformance makes sense precisely because capital makes our financial system
strong and resilient. The real risk to international competitiveness is not stronger capital rules, but
rather lax prudential regulation. Indeed, the trend of U.S. banks outperforming European banks
eventually reversed in 2023, after the United States rolled back some of its post-2008 safeguards

3 Cecchetti & Schoenboltz, supra note 14.

3 Erica Jiang, Gregor Matvos, Tomasz Piskorski & Amit Seru, Banking Without Deposits: Evidence from Shadow
Bank Call Reports (Nat’l Bureay of Econ. Rsch., Working Paper No. 26903, 2020).

3 See, e.g., Matheiu Simoens & Rudi Vander Vennet, Bank Performance in Europe and the US: A Divergence in
Market-to-Book Ratios, 40 FIN, RSCH. LETTERS 101672 (2021).
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and experienced another banking crisis due, in part, to lax oversight of large regional banks.3¢ The
lessons are clear: U.S. banks perform best when they are subject to appropriate prudential
regulation and the system as a whole is resilient to adverse shocks.

Even if stronger capital rules were to cause some financial activity to migrate overseas, the banking
agencies should not prioritize banks’ international competitiveness over the stability of the U.S.
financial system. Unlike certain jurisdictions, such as the United Kingdom, U.S. regulators do not
have a statutory mandate to promote the financial sector’s international competitiveness.”’ Instead,
Congress instructed the banking agencies to prioritize the safety and soundness of the U.S. banking
system. This policy choice was both deliberate and wise, because setting financial regulatory
policy to maximize international competitiveness would assuredly lead to a destructive race-to-
the-bottom. As Bank of England Governor Andrew Bailey observed with respect to the UK’s
international competitiveness mandate from before the 2008 financial crisis: prioritizing
international competitiveness “didn’t end well for anyone.”®

Finally, the United States is not bound to the international Basel Committee standards as a ceiling
on domestic regulation, as some in the banking sector insist. The international Basel accords
establish minimum regulatory standards and do not in any way prevent jurisdictions from
establishing stronger rules when warranted. As the Chair of the Basel Committee, Pablo Hernandez
de Cos, recently told the Financial Times: “By their very nature Basel agreements only set
minimum regulatory standards. If any jurisdiction thinks that for its own banking sector the
implementation of Basel Il is not enough ... then it’s absolutely justified to go beyond the
minimum requirements. And that not only is acceptable; I would say that it is needed.”®

3. Legal Authorit

Critics have further contended that the agencies lack legal authority to adopt the Proposed Rule.
Nothing could be further from the truth. Congress has granted the banking agencies wide discretion
to set capital requirements and thereby protect the banking system. The International Lending
Supervision Act (ILSA) directs the banking agencies to “cause banking institutions to achieve and
maintain adequate capital by establishing minimum levels of capital for such banking institutions
and by using such other methods as the appropriate Federal banking agency deems appropriate %
ILSA likewise grants the banking agencies authority to “establish such minimum level of capital
for a banking institution as the appropriate Federal banking agency, in its discretion, deems to be
necessary or appropriate in light of the particular circumstances of the banking institution.” %!

36 See, e.g., Robin Wiggleswornth, Europe is Having a Better Banking Crisis Than the US, Fin. Trves (Mar. 23, 2023),
hitps://www.ft. com/content/81e811d1-e43¢-475-b70e-1a4638b43010.

¥ See Financial Services and Markets Act 2000, § 1EB (instructing the Financial Conduct Aunthority to “facilitatefe]
the international competitiveness of the economy of the United Kingdom (including in particular the financial services
sector)”).

3 Andrew Bailey, Chief Exec., Fin. Conduct Auth., The Future of Financial Conduct Regulation (Apr. 23, 2019),
https://www.fca.org.uk/news/speeches/future-financial-conduct-regulation.

* Laura Noonan, Basel Chair Backs Stringent US Proposals on Bank Capital, FIN. TIMES (Jan. 18, 2024),
https:/fwww. ft.com/content/dafc 7d80-b052-40£2-b1a5-54103608a48.

“12U.S.C. § 3907(a)(1) (emphasis added).

12 U.S.C. § 3907(a)(2) (emphasis added).
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ILSA’s legislative history makes clear that Congress intended for the banking agencies to have
wide latitude in establishing capital requirements:

The Committee believes that establishing adequate levels of capital
is propetly left to the expertise and discretion of the agencies.
Therefore, in order to clarify the authority of the banking agencies
to establish adequate levels of capital requirements, to require the
maintenance of those levels, and to prevent the courts from
disturbing such capital, the Committee has provided a specific grant
of authority to the banking agencies to establish such levels of
capital.#?

Nothing in the Dodd-Frank Act or any subsequent legislation curtailed the agencies’ legal authority
to set capital requirements as they deem appropriate. Critics contend that the Proposed Rule
violates the Economic Growth, Regulatory Relief, and Consumer Protection Act’s (EGRRCPA’s)
“tailoring” mandate, which requires the Federal Reserve to “differentiate among companies on an
individual basis or by category.™ This claim is incorrect. The EGRRCPA’s tailoring provision
applies only to “enhanced prudential standards” that the Federal Reserve issues pursuant to section
165 of the Dodd-Frank Act. The Proposed Rule, however, does not establish enhanced prudential
standards pursuant to Dodd-Frank——rather, it sets minimum capital adequacy requirements as
required by ILSA. Indeed, it is clear that the Proposed Rule relies on the banking agencies’ broad
authority under ILSA, not the Dodd-Frank Act, because all three agencies issued the proposal
jointly, whereas only the Federal Reserve has authority to establish enhanced prudential standards
under Dodd-Frank. Moreover, the Proposed Rule applies to insured depository institutions that are
not owned by bank holding companies, which are exempt from section 165 of Dodd-Frank. Thus,
allegations that the Proposed Rule violates the EGRRCPA’s tailoring provision are inaccurate
because the Proposed Rule does not rely on Dodd-Frank’s statutory authority.

Finally, even if the EGRRCPA’s tailoring provision did apply, the Proposed Rule does not violate
it. The tailoring provision requires the Federal Reserve to “differentiate among companies on an
individual basis or by category, faking info consideration their capital structure, riskiness,
complexity, financial activities ..., size, and any other risk-related factors that the Board of
Governors deems appropriate.”** As discussed above, the failures of Silicon Valley Bank,
Signature Bank, and First Republic Bank in early 2023 had devastating effects on the U.S. financial
system, and two of these failures prompted policymakers to invoke the systemic risk exception.
The Proposed Rule’s establishment of stronger capital rules for Category 1II and IV banking
organizations is consistent with EGRRCPA’s tailoring mandate in light of these firms’
demonstrated systemic importance. Moreover, the Proposed Rule maintains distinctions between
Category 1 banking organizations and smaller, but still systemically important, firms. For example,
Category 1 banking organizations remain subject to the G-SIB surcharge and the enhanced
supplementary leverage ratio, while Category I1, I1I, and IV banking organizations are not. In sum,
the Proposed Rule is appropriately tailored to address the risks of various different types of banks.

42 8. Rep. No. 98-122, at 16 (1983) (cmphasis added).
#12US.C. §5365(a)Q2).
M Id.
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Chairman BARR. We will now turn to member questions. The
chair now recognizes himself for 5 minutes for questioning.

You know, I just fail to, at the outset, understand the logic of
this idea that in order to protect the economy and financial sta-
bility we have to destroy the economy. That does not make sense
to me. I note with interest that many of my colleagues on the other
side of the aisle, and stakeholders from across the ideological spec-
trum, have expressed significant concerns with many aspects of the
Basel III Endgame.

There is a reason why there is bipartisan concern, because on a
bipartisan basis we do not believe, Congress does not believe that
the way to protect the economy is to destroy the economy. Many
comments on the proposal relate to treatment of mortgages or
green energy tax credits. Both issues are examples of unintended
consequences from a proposal that contained shocking deficient
analysis.

Yet concerns and comments have been expressed from a wide va-
riety of stakeholders, covering far more issues than just mortgages
and tax credits, including issues concerning market risks, abandon-
ment of internal models, and more.

The bottom line for commenters is concern about the unknown
and unestimated negative effects on credit availability and costs
from the proposal from homebuyers, consumers, manufacturers,
disadvantaged communities, municipalities, and businesses, large
and small.

Mr. Baer, can you touch on the treatment of market risk in the
Basel III proposal and talk about likely impacts?

Mr. BAER. Thank you, Congressman, Mr. Chairman. I mean,
market risk is a very complicated subject. It is very difficult to
measure, but it can and is measured in the proposal.

The problem is it is covered twice. After the financial crisis there
was a realization that value-at-risk models, which cover problems
that happen most of the time but not all of the time, were not a
sufficient measure, and you needed to actually look into the tail of
risk and cover the worst case. The United States did that, the Fed-
eral Reserve, through the global market shock, and basically had
stresses worse than the global financial crisis.

The rest of the world did not adopt a stress test like the Fed. In-
stead, it went off and worked on a market risk add-on or supple-
ment to Basel, which it called, oddly, the Fundamental Review of
the Trading Book. That did effectively the same thing as the global
market shock, and now everywhere else in the world they are going
to adopt the Fundamental Review of the Trading Book as the
measure for market risk, and only in the United States are we ap-
parently on a path to adopting both and doing a pure double count.

I should say there are some other issues within the Fundamental
Review of the Trading Book. There are some assumptions that do
not make a whole lot of sense. There is an expected shortfall meth-
od that really disqualifies the use of models in a lot of cases where
they ought to be used. There is something called things that cannot
bﬁ modeled, and you then get a punitive stress test or standardized
charge.

There are problems within the Basel proposal, but the largest
problem is the overlap.
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Chairman BARR. Yes. This double counting, I think, is really at
the core of why this proposal would make our economic system less
competitive internationally.

Mr. Baer, can you quickly also discuss the proposed abandon-
ment of internal models and whether in doing so financial institu-
tions’ risk profiles and portfolios will be homogenized and thereby
actually threaten financial stability?

Mr. BAER. Sure. It is an excellent point. In the United States for
the largest banks, we are currently using what is called the ad-
vanced approach, is well named, whereby granular bank models
are used as opposed to just lumping together classes of loans that
do not have a lot in common, which is what standardized ap-
proaches do. That system has been in operation since 2011, under
extraordinarily stringent guidance from the agencies, and they
have at no point between then and now raised any concerns about
the accuracy. There has never been an action against a bank.

More importantly, when Basel, when it adopted its standardized
approach, it assumed that standardized approach would have ap-
plied at 72.5 percent of where it landed because banks would be
able to use internal models. Only in the United States are they pro-
posing to eliminate the use of models and effectively set the stand-
ardized charge at 100 percent. That will certainly herd banks, as
you know, into asset classes that are favored by the standardized
approach.

Chairman BARR. Mr. Guynn, really quick. Vice Chair Barr has
argued that the effects of this onerous proposal are modest,
amounting to increased average loan costs of just a few basis
points. Can you discuss whether you believe that there would be
a more substantial impact through this proposal?

Mr. GUYNN. I do think that other economists have looked at this
and suggested that there is going to be a much bigger impact. Cer-
tainly the biggest impact is operational risk that will affect the cost
of loans as well, and the market risk, although it is not directed
at lending, it is directed at raising debt and equity capital in the
capital markets, and it will increase the cost there.

Chairman BARR. Mr. Guynn, how important is it for the Fed to
provide the public and regulated institutions with sufficient time to
comment on the rule’s quantitative impact study.

Mr. GUYNN. I think that is incredibly important. I think one of
the surprises here is that they did not do the quantitative impact
study at the same time they released the rule but I think people
need 60 to 90 days, I think, to actually absorb it and comment on
it appropriately.

Chairman BARR. My time has expired, but again, I mean, it is
possible to prevent disease by killing the patient, but I do not think
we should kill the patient.

With that I yield and recognize the ranking member for 5 min-
utes.

Mr. FOSTER. Thank you, Mr. Chair, and to our witnesses. This
is your chance to go on the record with a prediction. Which of you—
and I will not go down the line here—would predict that if this pro-
posal goes ahead essentially as proposed, that large U.S. banks will
no longer be competitive and no longer be increasing their market
share? Are you predicting that if we go ahead and adopt rules that
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will require slightly higher capital requirements for large U.S.
banks that they will become uncompetitive and lose market share?

Mr. BAER. Ranking Member Foster, I think that will be line of
business by line of business. We have seen them losing market
share for some time now in mortgage lending

Mr. FOSTER. In the whole. In the whole, do you expect—because
we had these predictions as we were writing Dodd-Frank that if we
went ahead like this that they would be crushed by offshore com-
petitors. That has not happened. Are you predicting it will happen
if this goes ahead now, in the whole. Will an aggregate effect make
U.S. banks lose market share?

Mr. BAER. Yes. If:

Mr. FOSTER [continuing]. they will decline. Okay.

Mr. BAER. Certainly, capital markets

Mr. FOSTER. Mr. Bashur——

Mr. BAER [continuing]. across the board.

Mr. BASHUR. I think it would definitely put a lot of strain on
them.

Mr. FOSTER. No. Will they become uncompetitive compared to off-
shore banks—that is the question—which are held to lower capital
requirements?

Mr. BASHUR. I think that the strain, over time, could make them
much more uncompetitive.

Mr. FOSTER. But you are not predicting it will. Okay. Next?

Mr. GUYNN. I think their costs will go up relative to the foreign
competitors, but there are a lot

Mr. FOSTER. Do you think that is different—but that is a double-
edged sword. Will the net effect

Mr. GUYNN [continuing]. but there are a lot of factors that affect
whether you are competitive or not, and I think that they will con-
tinue to be competitive, but they will face higher costs because of
this capital proposal.

Mr. KrEss. Capital makes us strong. U.S. banks will continue
outperforming their international competitors, just as they did
after the Dodd-Frank Act I 2010, despite complaints about gold-
plating that we heard from the banking sector.

Mr. FOSTER. No, another issue that gets brought up a lot is this
issue of double counting, that the stress test already counts them,
but the choice of the stress conditions is a tough one. If you could
take very realistic near-term stress conditions, will banks remain
well capitalized? For example, if China invades Taiwan, the supply
of integrated circuits is shut down to the world, there is a world-
wide blockade on China, and every business in the United States
relies on importing Chinese goods, marking them up. They will find
supply chain—they are shut down.

You know how many banks will fail under that circumstance? Is
that a realistic test? It is my impression that the stress tests do
not even come close to that level of stress, and yet it is a quite
plausible geopolitical possibility, unfortunately.

When you talk about double counting, in a situation where you
have not actually stressed the banks as much as they plausibly
could, by worst case geopolitical events, how do you think about
that?
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Mr. BAER. Sure. Both the Fundamental Review of the Trading
Book (FRTB), under Basel, and the Fed’s Global Modeling Studies
(GMS), global market shock, are agnostic as to the cause of the
stress. Basically they look at how much are spreads going to blow
out across all types of securities and then how much illiquidity is
there going to be, that is, for how long will the institution be un-
able to see that security. Now that could be because of war, pes-
tilence, you name it.

Both of them are pretty calibrated around the worst moments of
the global financial crisis, and then some. I think it is a reasonable
assumption that if there were the upsets of the type that you saw,
it is difficult to imagine a worse upset than we saw in 2009, and
it is also difficult to imagine that you want to capitalize market
making for U.S. capital market on that assumption. At that point
perhaps there is a role for the government, but it is certainly not
a reason to capitalize the banks every day for a scenario signifi-
cantly worse than the worst moments of 2009, and then do it twice.

Mr. FOsTER. Okay.

Mr. KrEss. Thank you, Ranking Member Foster. I think two
points. One, the banking of last year demonstrated that we abso-
lutely need more variability in our stress test scenarios. The Fed-
eral Reserve had not stress tested against a rising interest rate en-
vironment, and we saw what happened, so; looking at imple-
menting more variety in the scenarios is definitely something the
Federal Reserve should do.

Second, on the issue of double counting, I just want to emphasize
that minimum capital requirements and the stress tests do dif-
ferent things. Minimum capital requirements are calibrated to en-
sure that banks remain solvent, that their assets exceed their li-
abilities. The stress test, on the other hand, is designed to ensure
that banks remain above their minimums, even during times of
stress, because we know when banks approach their minimums, or
go below their minimums, that is when they pull back on lending.

I do not think it is fair to characterize it as double counting be-
cause the mechanisms are supposed to do different things.

Mr. FOSTER. Thank you. My time is up, and I yield back.

Chairman BARR. The gentleman from Florida, Mr. Posey, is now
recognized.

Mr. Posey. Thank you, Mr. Chairman, and I thank the witnesses
for appearing here today.

Mr. Baer, Mr. Bashur, Mr. Guynn, in early December, JP Mor-
gan’s CEO, Jamie Dimon, told the Senate Banking Committee that
under the new capital rules, mortgages and small business loans
would be more expensive, saving for retirement or college will be
harder, consumer prices will rise, and the government infrastruc-
ture projects and corporate development will become more expen-
sive. What do your research and experience suggest?

Mr. BAER. Let me just give mortgages as an example. I think the
others are similar. Again, if you assume a 100 percent risk weight
that basically means a $100 loan, $8 of capital, if you assume 8 is
about the average. Under the current rules the risk weight for
mortgages is 50 percent, so $4. Under the advanced approaches
being used by the largest banks, which are a more accurate gauge,
it is 25 percent. Under Basel, as proposed, and agreed to in 2017,
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and for the rest of the world, the risk weight is 25 percent. Under
the U.S. proposal for loan-to-value ratios (LTVs) between 80 and 90
percent—so good, solid, highly collateralized loans—it is 95 percent
if you include the stress capital buffer from the Fed, and for loans
sold to the Government-Sponsored Enterprise (GSE) it is 150 per-
cent.

We are talking 3, 4, 5 times current rates under the advanced
approaches and what has been agreed to at Basel.

Again, back to a theme here, there is no analysis in that proposal
to demonstrate why those levels of capital are necessary, no histor-
ical losses to justify that outcome.

Mr. POsSEY. Incredible.

Mr. GUYNN. Greg focused on mortgages. Let me focus on small
and medium-sized enterprises and infrastructure. The principal
provision that affects the small businesses is one that basically
says you have 100 percent risk weight unless you actually are in-
vestment grade and you have publicly listed securities, in which
case it is a 65 percent risk weight; so, that means that the lending
to the company that has listed securities will be cheaper than what
it is to the small and medium-sized enterprise (SME). Most SMEs
do not have listed securities, so they cannot qualify for the 65 per-
cent IfiSk weight. They will be borrowing at the 100 percent risk
weight.

For infrastructure, the cause of the increased cost is the ex-
tremely high increase in capital requirements for market risk,
which is an increase of 77 percent according to the agency’s own
estimate. That will substantially increase the cost and reduce the
supply of market making. That makes markets less liquid. That
makes it more expensive for local or even the Federal Government
to finance its infrastructure because they will have to pay more of
a risk premium when they borrow money to do those, and also it
will be harder to hedge the risks of those.

Mr. Posey. Thank you. Mr. Bashur?

Mr. BASHUR. I am very concerned about credit cards and the ex-
pansion of the supplementary leverage ratio because credit cards
will be considered an off-balance-sheet exposure that would be in
the denominator of the supplementary leverage ratio (SLR). Now,
all of a sudden that is going to impact Category IV banks and their
availability to issue new credit and then also the effect on retirees
that are invested in collective investment trusts.

I think that the market risk capital requirements are going to
significantly hamper liquidity there and then on top of that, if we
are talking about double counting, I think just inherent in the pro-
posal itself the application of the operational risk charges to every
facet of every service that these banks offer is questionable.

Mr. Posey. Thank you. When Silicon Valley Bank failed, Sec-
retary Yellen kept repeating over and over and over that the bank-
ing system is well capitalized, which made me wonder about the
need for Basel III. Mr. Kress, was she telling the truth?

Mr. KrEss. Congressman, I think there is a difference between
the legal definition of well capitalized—10 percent equity—versus
the normative question

Mr. PosEY. Was she telling the truth?

Mr. KrRESS. Legally, the banking system is well capitalized.
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Mr. Posey. Okay.

Mr. KrEss. That does not answer the question of whether it is
well capitalized enough

Mr. PosEY. I am running out of time.

Mr. KRESS [continuing]. for us to be comfortable with the activi-
ties that the banking sector is engaging in today.

Mr. PoseY. I would like to hear from the other gentlemen. Do
you agree?

Mr. BAER. Yes. I do not think she was mincing words.

Mr. BASHUR. I agree.

Mr. GUYNN. None of the agencies have put forward any evidence
to say that it is not sufficiently capitalized, and if you look at the
recent history the banks have been a source of strength during
coronavirus disease 2019 (COVID-19) and other things. There does
seem to be plenty of evidence that they are well capitalized.

Mr. PoseEy. Thank you. My time has expired, Mr. Chairman. I
yield back. Thank you.

Chairman BARR. The gentleman yields.

The gentleman from California, Mr. Sherman, is recognized.

Mr. SHERMAN. Nothing is free. If we have maximum -capital
standards we reduce economic growth and hurt small business and
first-time homebuyers. If we minimize the capital requirements
then we increase economic risk, and we saw, in 2008, how first our
economy was shaken to the core and then with the bailout our con-
stitutional system and social contract was shook to the core.

What I think we can agree on is that poorly tailored regulations
are bad. They reduce economic growth without reducing the bailout
risk. I commend the regulators for trying to strengthen our bank-
ing system, but there are some poorly tailored regulations. One ex-
ample that I will get to later is giving no credit for private mort-
gage insurance and thereby hurting first-time home buyers and
people of color disproportionately.

These regulations are being sold as we are going to harmonize
with Europe. It is Basel. It is something the whole world is doing,
when, in fact, these regulations go far beyond Basel, in most cases.
This is not harmony with Europe. This is an attempt to move to-
ward higher standards than Europe has.

One area that sees where these regulations are inadequate,
which might put me to the left of Mr. Kress, and that is on interest
rate risk. Before 2019, banks with over $250 million, I believe, had
to recognize unrealized losses on available-for-sale securities. That
is what the bill I have introduced, the Bank Safety Act, would re-
quire for all banks over $100 billion.

What about the held-to-maturity securities? Silicon Valley Bank
proved to us that you can bankrupt a bank by investing in long-
term debt, and it does not matter which category you put it in,
held-to-maturity or available-for-sale. If you buy enough of them
you cannot just have a liquidity problem, you can have a solvency
problem. Your bank can be bankrupt, and these regulations inad-
equately deal with that.

When it comes to stress testing, I have proposed the Effective
Bank Regulation Act to say that the bank’s stress testing should
look at interest rates going down as one of the possible stresses.
The response from bank regulators sitting right there was no, in-
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terest rates going down only helps banks because we have these
stupid depositor profit centers. Depositors will leave their money.

They do not, and Silicon Valley Bank went under.

Mortgage servicing rights are hurt by these proposals, and that
is going to hurt home borrowers, and especially those first-time
homebuyers.

I am concerned about the effect this will have on our capital mar-
kets. At a time when we passed the Bipartisan Infrastructure Act
this is going to hurt municipal bonds and make it harder to do the
very projects that we united to be in favor of.

As I mentioned, you have no credit for private mortgage insur-
ance, and I want to thank Representatives Meeks and Beatty and
Vargas and Horsford and others for joining me in sending a letter
saying they need to reconsider that.

As Mr. Guynn put it out, this regulation advantages the big bor-
rowers with listed securities and penalizes banks for doing the one
damn thing we want them to do, and that is to lend to local busi-
nesses, particularly on Ventura Boulevard. I cannot imagine why
they did that.

Finally, as to the clean energy tax credits, this gives them zero
value while preserving the value for the very analogous low-income
housing credits.

We have a regulation that does nothing to learn from the Silicon
Valley Bank, and it encourages banks, if they want to make a prof-
it, to engage in risky, perhaps profitable, but risky bets on long-
term, non-interest-rate-adjustable bonds without an interest rate
hedge, and then it hurts first-time homebuyers, small businesses,
and the environment.

Can I sneak in a question?

Chairman BARR. The gentleman’s time has expired.

The gentleman from Missouri, Mr. Luetkemeyer, is now recog-
nized for 5 minutes.

Mr. LUETKEMEYER. Thank you, Mr. Chairman, and I certainly
appreciate and want to associate myself with the remarks of Mr.
Sherman. He nailed one point after another that is problematic
with this rule. He articulated not only the problem but the effect
that it could have on our small businesses, in particular, and the
different markets he was talking about. I applaud him for his re-
marks this morning.

As somebody who was a former regulator for a couple of years,
and in the banking business for another 40-plus, I appreciate high-
er capital. I believe in higher capital. I think it is important. It
solves a lot of problems but there is a limit, as Mr. Sherman just
said, as to where that line should be.

After Dodd-Frank—I am not a big fan of Dodd-Frank but it actu-
ally worked from the standpoint of having the banks have more
capital, and I think the ultimate stress test was about 3 or 4 years
ago when we had the pandemic, and we survived that. Our bank-
ing system survived that. Our economy survived that, a result of
strong banks. Now we are trying to go out here and put more cap-
ital in the banks, or in my mind, trying to appease the foreign
folks. As Mr. Sherman has articulated, we are going beyond what
they really want us to do.
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I think part of this is a result of the three banks that failed last
spring. It was not that the banks were under-capitalized. They
would have had to have 25 to 30 percent capital. They were under-
regulated. This rule, to me, tells me that the regulators are not
doing their job, and I told them, when they were sitting in your
chairs right there, this fiasco that happened last spring is 50 per-
cent your fault, because you allowed a business model to exist, go
unchecked. You knew it was wrong, your reports showed it was
wrong, and yet you did nothing. This rule is a way for them to
cover their rear ends. It looks like to me.

I asked myself the question, what problem are we trying to solve
here? Mr. Baer, can you give me an answer to that question? What
problem is this rule trying to solve?

Mr. BAER. Well, I will try to be kind.

Mr. LUETKEMEYER. You do not have to be. That is all right.

Mr. BAER. No, I think the genesis of this is that in 2017, agency
staff agreed to Basel, and now they are getting around, belatedly,
to implementing it and there are good arguments for having inter-
national standards and some similarities among capital require-
ments.

What I find is so perplexing and concerning about this proposal
is that it is not really what they have done. They have added, in
almost every case, to the Basel which they agreed to. The securities
listing requirement that Randy talked about that disqualifies small
businesses from access even to a 65 percent risk weight when the
numbers show it should be 30 to 40. Well, that was jettisoned by
both the European Union and the U.K. Of course, here we have the
stress tests they do not have.

I understand the spirit—let us get Basel done—but this is not
Basel.

Mr. LUETKEMEYER. Mr. Bashur, if you would answer that ques-
tion as well, but considering this fact. I was in the Small Business
Committee hearing and Vice Chairman of the Small Business Com-
mittee, and the other day we had a very, very respected economist
there, and he said that this administration proposes about $150 bil-
lion a year in new rules and regulations, costs that have to be as-
similated into the budgets and the services and products that are
sold by these businesses, especially small businesses. This is a
huge barrier for them, a huge burden for them, and there is no Ad-
ministrative Procedures Act requirement here, supposedly, that
forces them to do any kind of a study.

How difficult is this to really be able to implement this, and
should this be part of an economic study, with regards to—or
should be a requirement of the Administrative Procedures Act?

Mr. BASHUR. I think that this rule lacks a substantive economic
analysis that needs to be analyzed much more substantively, and
I think that the effect on small businesses will be substantial. In
fact, when I talked about credit cards earlier I think there could
be an effect on actual spending which could impact small busi-
nesses.

In general, I think that with this proposal—and does this solve
anything—this is a perfunctory measure. They are trying to follow
through with what Basel has proposed, but again, that gets to the
problem of why we are listening to Basel and not to you all.
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I do admit that there are certain places in statute where Con-
gress has said let’s do a capital requirement. There is one for 50
percent for certain residential mortgages, but as a whole that is not
the case. I still think that because of the uniform application of
these rules across Categories I through IV banks that is in direct
contradiction to S. 2155.

Mr. LUETKEMEYER. Thank you, and I see my time has expired.
I yield back, Mr. Chairman.

Chairman BARR. The gentleman’s time has expired.

The gentleman from Georgia, Mr. Scott, is recognized.

Mr. Scort. Thank you very much.

Professor Kress, I have expressed my deep frustration with this
situation in our previous meeting on Basel III, and it seems like
the Fed is being pulled in two directions. On the one hand, pro-
tecting the soundness of our banking system, and on the other
hand, preserving the ability for millions of borrowers to buy a
home. That is the situation we are in.

In your testimony you highlight, it seems to me, an openness by
regulators to make some adjustments in the proposal. With respect
to high loan-to-value residential mortgages, tell me, have you seen
any recent indication of this happening? Please excuse my cold.

Mr. KrEss. Thank you, Congressman. I think this is a great ex-
ample of the public notice and comment process working as in-
tended. The agencies following the Administrative Procedure Act
put the notice out for an initial 120-day period. They later extended
that. The public has had now 173 days in which to comment, and
they heard, as you noted, a lot of feedback on the residential mort-
gages front, and the agencies have indicated that they will take
that into account.

The initial proposal laid out three different options for how to ad-
dress residential mortgages, and it is too early to say what option
they will use when they finalize.

Mr. ScoTT. Let me ask you this. If enacted, the provisions affect-
ing mortgage lending in the Basel III Endgame proposal will re-
quire our Nation’s largest banks to hold significantly more capital
against certain mortgage loans, like those of borrowers with less
than 20 percent down payment. Does that trouble you?

Mr. KrESS. Congressman, I think it is important to contextualize
the businesses that these banks are in. The proposal affects the 37
largest banks in the country, out of 4,500. The depository institu-
tions, the financial institutions that are providing loans to low-and
moderate-income communities are primarily smaller community
banks, credit unions, and in some cases non-depository institutions.

I do not want to overstate the effect because so much of the mort-
gage lending that you are concerned about is not being done by the
37 affected banking organizations.

Mr. ScotTT. Mr. Baer, let me come to you. What would be the im-
pact of risk weights for mortgage loans if they are compounded
With?the operational risk charge and the Federal Reserve’s stress
tests?

Mr. BAER. Sure. I mean, obviously the effect would be profound,
as I gave some numbers earlier. I mean, you are talking about a
capital charge of probably three, four, maybe more times higher
than historical loss experience would suggest and that Basel agreed
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to. You know, you have already seen the market share of banks in
mortgage decline precipitously over the last 10 years. There was a
little bit of an uptick last year but I think you can expect that
trend to continue.

It is important not only because banks tend to offer good loans,
good prices, but also they have much more of an incentive to work
with borrowers who get into trouble. Actually, that is also punished
in the proposal. If you do a workout, that is considered a default.

In the nooks and crannies of this proposal there are a lot of other
provisions that are at low-and moderate——

Mr. ScorT. What about for mortgage loans intended to be sold
to the government-sponsored enterprises?

Mr. BAER. I mean, I think this was probably unintended, but it
is a good example of how disruptive the operational risk require-
ment is. You do not think of that as operational risk, but basically
when a bank sells to the GSEs they only hold it for 60, 90 days.
When they sell it they get a fee. That is not credit risk, but under
the proposal that is operational risk because fee income is supposed
to be a proxy for operational risk. So there you have a mammoth
op(i{rational risk charge, which again results in a 150 percent
ris

Mr. Scotrt. Well

Mr. BAER [continuing]. sell to the GSEs, which I assume they are
going to fix.

Mr. ScoTT. You see, I am not the only one on this committee who
is very frustrated with what is going on here. Tell me, why are
they doing this?

Mr. BAER. I mean, in general, again, I think it is Basel adher-
ence, but again with a lot of add-ons. The U.S. mortgage market,
particularly with regard to mortgages, the mortgage market is dif-
ferent. U.S. banks are much more dependent on fee income than
foreign banks, and so I do not think that got a lot of attention in
Basel. U.S. banks are uniquely hit by the operational risk charges.

Mr. Scort. Thank you very much.

Chairman BARR. The gentleman’s time has expired.

The gentleman from Georgia and vice chair of the subcommittee,
Mr. Loudermilk, is now recognized.

Mr. LOUDERMILK. Thank you, Mr. Chairman. Thank you all for
attending today. A very important conversation we are having.
Very timely as well.

Before I get into my questions, though, I just want to reiterate
something my colleagues have said before. The overhaul of banking
regulations before us today is not just about the globally, system-
ically important banks. The proposal will affect regional and mid-
sized banks as well as their customers but I do not think it is going
to stop there either.

During the limited public comment period, the regulators heard
from Georgians on all sides of the political spectrum who were con-
cerned about this proposal. I have a few of their comments right
here. I would love to read them all aloud, but we do not have time
for that; so, I would like to insert all of those for the record.

Chairman BARR. Without objection.

[The information referred to can be found in the appendix.]
Mr. LOUDERMILK. Thank you, Mr. Chairman.
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Following the 2008 financial crisis, Georgia lost more small and
community banks than any other State. After Dodd-Frank and the
regulations that were imposed, since I have been in Congress, we
were very slow to see de novo banks and community banks rein-
stated. In fact, when I first came onto this Committee a few years
ago we still had 15 counties in Georgia that did not have a small
or community-owned bank, and there were two that had no bank
whatsoever, and a lot of that was because of the regulation.

Now I have a whole suite of questions, but really I think I can
summarize this. What you have heard today, on both sides of the
aisle, there are a lot of problems with this regulation. Mr. Baer, I
ask you first, would there be a downside to entirely withdraw this
proposal, and given all the problems to reintroduce it in a way that
addresses a lot of the concerns that you have heard about here
today?

Mr. BAER. Yes, Congressman, I think that is completely appro-
priate and necessary in this case. Some of the changes that need
to be made, based on the data and the analysis, were not even
within the scope of the proposal. We have talked a little bit about
the fact that the cost-benefit analysis, which is actually legally re-
quired—and I will get to that in a sec—is going on through a be-
lated Quantitative Investment Strategy (QIS), where we are never
really going to get a chance to analyze what those costs and bene-
fits are. That also seems to merit re-proposal.

I would note, in answer to Professor Kress, that the Supreme
Court has held, even though there is no explicit cost-benefit re-
quirement in a statute, that does not mean that you do not con-
sider the costs and benefits. In Michigan v. EPA in 2015, the Su-
preme Court actually ruled in a statute that said that the regula-
tions should be appropriate and necessary. That included a cost-
benefit analysis. In fact, the Court said, quote, Agencies have long
treated costs as a centrally relevant factor when deciding whether
to regulate. Consideration of costs reflects the understanding that
reasonable regulation ordinarily requires paying attention to the
advantages and the disadvantages of agency decisions, end quote.

I think that is what is necessary here and really did not happen
in the first go-around.

Mr. LoUuDERMILK. Okay. Thank you. Mr. Guynn, do you have
thoughts on this? I mean, one of my concerns is seeing what hap-
pened post 2008, and a lot of that was because of capital require-
ments. I really do not want to see rural areas of Georgia go without
local community banks and basically those areas be taken over just
by the big players.

Same question to you. Would there be a downside to withdrawing
the proposal entirely and then reissuing something that addresses
these concerns?

Mr. GUYNN. I think that could be a good—well, I actually want
to address also the question you asked at the beginning of your se-
ries of questions, which is will this have an impact on smaller
banks or will it be limited to the large banking organizations.

It is very interesting because when the long-term debt require-
ment was first proposed, it currently only applicable to the GSIBs.
Now my colleagues and I warned other banks that sometimes these
requirements at the top have a tendency of coming to a theater
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near you, and now they are actually coming to a theater near the
large regional banks.

If high standards are good over time, they seem to be good for
everybody, both big banks and small banks; and I think there is
a risk that they will sort of be imposed downward.

Also there is this $100 billion level, right? There is a cliff effect.
If you are a smaller bank, and the economy may actually encourage
you, and want you to grow larger and become more competitive,
you will be deterred to do that because if you cross the $100 billion
threshold all of a sudden you are subject to all these increased cap-
ital long-term debt requirements.

Mr. LOUDERMILK. Thank you. Mr. Chair, I see I am out of time,
and I yield back.

Chairman BARR. The gentleman’s time has expired.

The gentleman from Illinois, Mr. Casten, is recognized.

Mr. CASTEN. Thank you, Mr. Chairman. Thanks to everybody for
being here.

As a general matter, I do not think there is any problem with
regulators saying we need to evaluate the risk of banks and make
sure there is appropriate capital for the risk. I do have a concern
when we are weighting things that are comparably risky in dif-
ferent ways. I have been pretty consistent on this, specifically with
respect to the tax equity provisions, that the rules say that if you
are using tax equity for new market housing it has one level of risk
profile. If you are using it for energy investing it has four times the
risk. Essentially banks would have to increase their capital holding
by four times.

Mr. Baer, because I see you nodding your head, do you want to
just give us a quick understanding of why banks use tax equity and
how that is used to deploy energy projects?

Mr. BAER. Yes. Actually, I would commit to anybody. Matt Le-
vine is a journalist who wrote a terrific explanation of the whole
bank financing of energy tax credits, and it is sort of interesting,
sort of legally, how it works. In effect it is a loan but it qualifies
for equity tax credits but there is no question that it is a helpful
thing.

What it really gets down to, as sort of an example of the proposal
as a whole, what is the loss experience? The proposal includes no
data on the loss experience for that business?

Mr. CASTEN. Yes, and I want to avoid speculating but—I just
wanted, like—the comment that this is loan-like I think is the ma-
terial part, because if I am buying your depreciation, if I am buying
your interest payments on that, if I am buying your investment tax
credit, I am buying something that is a known commodity. It is a
fixed coupon, right

Mr. BAER. Yes.

Mr. CASTEN [continuing]. effectively, and it looks like a loan; so,
we are getting agreement on that.

Earlier this week the Bank of New York Mellon’s CFO said that
if the rule were to go ahead it will severely reduce, or even elimi-
nate, the capacity of banks to invest in renewable energy projects.
Are you hearing that from other members of yours as well?

Mr. BAER. Yes, I mean, I think actually some of our banks have
commented to that effect. I mean, quadrupling the price of any-
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thing is going to affect the supply, and I do not think these are ter-
rifically profitable.

Mr. CASTEN. Okay. Mr. Kress, I know you were involved in a lot
of the early work back in your Fed days, and I hope nobody asks
me for my memory for like what I was doing 10 years ago. As you
recall, was there a discussion in drafting up some of these early
Basel rules when you were at the Fed about how this was going
to affect clean energy markets, the risk experience of those clean
energy tax credits?

Mr. KRESS. Based on my experience at the Fed, this is a perfectly
normal part of the notice and comment process. You put a proposal
out, receive comment, and then make changes, if necessary, con-
sistent with safety and soundness. It happens all the time. It hap-
pened in the initial Basel III implementation. It happened in many
other Dodd-Frank rules. This is an indicator that notice and com-
ment is working as intended, that the Administrative Procedures
Act is being followed.

I just want to contextualize the tax equity issue, though very im-
portant is such a very small part of the overall Basel III Endgame
package. Even if were changed it would not materially weaken the
gveti?ll impetus of ensuring that we have strongly capitalized

anks.

Mr. CASTEN. Yes, no, I appreciate you saying that because I do
think that this is not an issue that dramatically changes the intent
of Basel III, but it does dramatically change because if I am under-
standing you right you all were not thinking about this back in
2014 timeframe.

We also did not have the Inflation Reduction Act, and I would
love to live in a world where we actually, if we decide that it is
worth spending taxpayer money on something, we do not only af-
ford that opportunity to people who have tax liability and good tax
accountants, and that is a long conversation about why we consist-
ently use the tax code to engineer our society.

As long as that remains true, let us not pass the biggest climate
bill in the history of any government anywhere that is meaning-
fully changing the deployment of clean energy in this country, is
meaningfully putting us on a trajectory to leave a better planet
than the one we inherited from our parents for our kids, and then
cut it off at the knees. Even though this is a small piece of the
Basel III rules, it is a big deal for the clean energy industry that
is basically making decisions to invest right now based on whether
or not they can monetize the tax credit that we passed last term.

I hope we can fix it. I have led several letters with my colleagues
to push it. I hope that notice and comment period is factored in.

Thank you all for your time. I yield back.

Chairman BARR. It is always good when the gentleman from Illi-
nois and I can find common ground.

With that I yield to my friend, the gentleman from Tennessee,
Mr. Rose.

Mr. RosSE. Thank you, Chairman Barr, for holding this hearing,
and thank you to our witnesses for taking time to be with us today.

The flawed Basel III proposal will have harmful impacts on con-
sumers and small businesses. Simply put, the proposal’s indiscrimi-
nate, one-size-fits-all approach undermines consumer lending and
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will result in less access, increased cost, and reduced innovation for
consumer credit and small business loans. The impacts of the pro-
posed rule will be disproportionately borne by regional, mid-sized
U.S. banks and their customers who are typically low-income con-
sumers and those new to credit as well as small businesses that
invest in the creation and growth of jobs in local communities. By
statute, these institutions are supposed to have their regulatory re-
quirements appropriately tailored to their business model and risk
levels.

Mr. Guynn, due to inflation, the ability of working class Ameri-
cans to finance essential purchases such as a house, car, or home
improvements has become more costly and challenging. Would not
the disproportionate and unfounded capital constraints created by
the Basel proposal further restrict access to credit, increase con-
sumer credit prices, and exacerbate inflationary impacts for work-
ing Americans?

Mr. GUYNN. It certainly will. I mean, that just follows from basic
economic analysis, give that capital has an equivalent impact to a
tax and; so, it will reduce the supply and increase the cost.

Now if the capital levels were lower you might say that cost is
worth it because the benefits, in terms of increased resiliency, is
worth it, but the agencies have not put forward any evidence to say
that the massive increases in capital have not been sufficient. I
think they need to do that before the proposal is finalized with a
substantial increase in capital, as the proposal would do.

Mr. RoSE. Thank you, and I agree with your analysis.

Tennessee prides itself in being a destination for foreign direct
investment in the United States. We are home to more than 1,000
foreign-based businesses that have chosen to invest more than $47
billion in our economy in Tennessee, and create more than 160,000
jobs. These foreign-based companies like Nissan, Bridgestone,
Aviagen, and many others rely on cross-border financing from glob-
al banks, including foreign banking organizations, or FBOs, oper-
ating in the United States to drive their expansion in Tennessee.

I fear that the prudential regulatory proposals, including Basel
III Endgame and long-term debt rule, risk making the United
States a less attractive market for global banks, which largely fi-
nance foreign direct investment. Mr. Baer, how would the Basel III
Endgame and long-term debt proposals adversely impact global
banks’ financing of foreign direct investment in the United States?

Mr. BAER. Sure. I mean, foreign banks now generally operate in
the United States under two business models, a few with an over-
lap. Some are effectively just regional banks—certainly all the
large Canadian banks and some of the European banks—and they
will suffer just as American regional banks do under the credit pro-
visions, op risk, and all of that.

With regard to their market operations—and a lot of them oper-
ate either through subsidiaries or branches in the United States—
they will certainly be seeing the extraordinarily high market risk
charges that U.S. GSIBs, in particular, will be seeing.

I think we have already seen a scaling back of European oper-
ations in the United States, partly because of capital but also they
are facing an extraordinarily stringent examination regulatory re-
gime, where they are effectively having to duplicate their risk man-
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agement in the United States versus abroad. Even though it is a
consolidated risk management process, they are subject through
what is known as the Credit Union Service Organization (CUSO)
rules to a whole nother layer of examination, regulation, compli-
ance burden in the United States, and generally do not get a lot
of credit for that back home, on the capital front as well as others.

Mr. RoSE. Thank you. As the owner of a family farm, I know
that the Basel III Endgame could have devastating ramifications
for the agriculture industry. Mr. Bashur, what might we expect to
see in the ag industry if Basel III Endgame is enacted?

Mr. BasHUR. I think liquidity would definitely dry up, both be-
cause a bank could operate as an intermediary or as a counterparty
in those transactions. I think it is important for ag producers to be
able to hedge interest rates or commodity prices. In particular corn
and soybean will be affected, since I believe the majority of futures
and swaps that are used are by those two industries.

Mr. RoOSE. Thank you. I see my time is expiring, and I yield back,
Mr. Chairman.

Chairman BARR. The gentleman yields. The gentleman from
Texas, Mr. Green, is recognized.

Mr. GREEN. Thank you, Mr. Chairman. I thank the ranking
member as well, and I thank the witnesses for appearing.

If you would, kindly indulge me. I would like to acquire some in-
telligence from each of you. I see that you are all very prominent
personalities, well educated. First question to all of you, and if you
would kindly extend a hand into the air if the answer is yes, I
would greatly appreciate it.

Do you have women working in the business you are in? If you
do, raise your hand, please.

[Show of hands.]

N M(li" GREEN. Let the record reflect that all have raised their
ands.

Are there women in your business who are capable, competent,
and qualified enough to appear here today? If so, raise your hand,
please. Thank you.

[Show of hands.]

Mr. GREEN. Is it fair to say that among you there is not one per-
son who would identify as a woman? If this is true, raise your
hand, please.

[Show of hands.]

Mr. GREEN. Thank you. Let the record reflect that once again we
have an all-male panel. Let the record reflect that my visual obser-
vation indicates to me that these are all white males. If you have
identified yourself as something other than a white male, perhaps
on some survey, census report, would you kindly extend a hand
into the air?

Let the record reflect that no hands have been extended into the
air.

I still believe that women are capable, competent, and qualified
enough to sit on these panels. My friend, the chair, and I have dis-
cussed this. There are some times when we seem to do better than
others. This is one of those days when we are not doing well.

Let me move on to the questions at hand. Let us talk first about
banks in this country. There are only 67, approximately 67 banks
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in the country with more than $1 billion in assets. In fact, of the
4,500 banks that will be impacted by this rule, that could be im-
pacted by this rule, only 37 will be impacted.

Is this a true statement, Mr.—is it Kress?

Mr. KrESS. Correct, yes.

Mr. GREEN. Is this true?

Mr. KrEss. That is true.

Mr. GREEN. All of what I said?

Mr. KRrEss. Correct.

Mr. GREEN. Is it true that banks that are well capitalized lend
money?

Mr. KrRESS. Absolutely.

Mr. GREEN. Is it true that they lend more when they are well
capitalized than when they are less capitalized?

Mr. KrEss. That is correct.

Mr. GREEN. Is it true that what we are proposing, by way of a
rule, Basel, is going to benefit banks in that they will be able to
lend more?

Mr. KRESS. I am sure if you asked Mr. Baer he would say that
it does not benefit banks. I think what is important to note is cap-
ital is a choice, right. It is choice about how we allocate the risk
of bank failures and how we allocate the risk of financial crises.
Strong capital rules force banks and bank shareholders and bank
executives to internalize those costs. Weak capital rules externalize
the costs of bank failure and bank crises on the rest of society. We
know when those costs are externalized that they hit the most vul-
nerable among us. Black and Hispanic workers were hit hard. In
2008, Black and Hispanic families lost 45 percent of their house-
hold wealth, compared to 26 percent for White families. So bank
capital is very much a social and racial justice issue.

Mr. GREEN. It is true that not one community bank will be im-
pacted by this?

Mr. KrEss. That is correct.

Mr. GREEN. I ask because there is a lot of consternation ema-
nating from my friends across the aisle. They seem to think that
this will wipe out the community banks.

Mr. KRESS. This is 37 banks all with more than $100 billion in
assets.

Mr. GREEN. Would you repeat that, please?

Mr. KRESS. Thirty-seven banks, all with more than $100 billion
in assets.

Mr. GREEN. Let me close with this. I was here in 2008, when
Secretary Paulson came before this committee, indicating that
there was some troubled waters ahead. I was here when we voted
on the $700 billion bailout package. We bailed the banks out. We
imposed rules to capitalize them well, but now we see that there
is a need to do more.

I do not want to participate in another bailout. I am not prognos-
ticating. I am not saying that this is a harbinger of things to come.
What I am saying is it seems to me that rules that do not hurt
banks, that cause them to be better capitalized, are not going to
hurt those people who have their life savings in banks.

Mr. Kress, would you quickly respond in the last 5, 6 seconds?
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Mr. KRESS. Over the past 15 years, we have seen repeated public
backstops at the banking system. This is a practice of privatizing
gains——

Chairman BARR. The gentleman’s time has expired.

Mr. KrESs. Capital will

Mr. GREEN. Thank you, Mr. Chairman.

Chairman BARR. The gentleman’s time has expired. He can sub-
mit the remaining answer for the record.

The gentleman from Texas, Mr. Williams, is now recognized.

Mr. WiLLIAMS of Texas. Thank you, Mr. Chairman, and thank
you all for being here.

Over the last year our Nation’s Federal banking agencies have
been bombarding our financial system with excessive regulations
and dangerous proposals like Basel III Endgame, long-term debt
requirements, and climate risk management standards. It is alarm-
ing that our banking agencies are rolling out these types of pro-
posal in a rushed fashion without considering how these combined
regulations and requirements might impact innovation, limit access
to capital, and threaten economic stability.

We have heard our Federal regulators make false claims that
these harmful onslaughts of regulatory proposals have a meaning-
ful cost analysis. However, from what I see, many of the rules pro-
posed since March of last year are hundreds to thousands of pages
long, but all of these proposals lack an adequate quantitative anal-
ysis to ensure that the cost of these new rules would not negatively
impact financial institutions, businesses—and I am a small busi-
ness owner in Texas—or the overall economy. There is no question
that these burdensome rules will increase compliance costs to al-
ready struggling businesses.

Mr. Baer, did Federal banking regulators analyze and estimate
interactive effects of the thousand-page Basel III Endgame pro-
posal, long-term debt proposal, or the 1,500-page Community Rein-
vestment Act proposal?

Mr. BAER. Congressman, they made almost no effort to do that
individually, and certainly no effort to do that collectively.

Actually, I am glad you mentioned the long-term debt. I mean,
for regional banks, that is an extraordinary requirement. They are
being subject to the same requirement as GSIBs, even though it is
for an entirely different purpose. For GSIBs it is to facilitate a res-
olution where everything below stays open and operating. For
regionals it is—which is somewhat understandable—to just have
another layer of loss absorbency, but same requirement. For re-
gional banks it will be more expensive for them to issue debt than
large banks, the largest banks, which are constantly in the market.
The market gives a liquidity premium, which the regional banks
will not enjoy, so it will cost more.

Also I think the agencies, to your point on holistic review, simply
did not understand the interplay between that rule and a liquidity
rule called the Liquidity Coverage Ratio, which for reasons I can
explain to you over a beer means that they are going to have to
issue even more debt than projected.

That was, I think, a classic case of failing to understand the
interplay of all these rules.
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Mr. WILLIAMS of Texas. Thank you for that. One of the greatest
concerns I have, along with many others, is that Basel III
Endgame proposal will put American last and create disadvantages
for American businesses and consumers and by making U.S. stand-
ards more stringent than what was recommended to other inter-
national countries. U.S. regulators are picking winners, they are
picking losers in the global market, and forcing institutions that
they regulate to end up being the losers.

Bad actors like China will surely not be placing their financial
system under such standards, so we must not allow our banks to
not be able to compete on a global scale.

Again, Mr. Baer, could you elaborate on the competitive dis-
advantages that U.S. banks, businesses, and consumers will face
due to this proposal? I mean, what is wrong with being an Amer-
ican?

Mr. BAER. Yes, Congressman. Obviously it is going to vary. I
think as I responded to the ranking member, business line by busi-
ness line. I mean, obviously for credit cards, U.S. banks do not
compete with banks in France or other places. The biggest impact
would be in financial markets, in capital markets, where again,
U.S. banks have done terrifically well.

I think, though, as you look at some of the risk weights here—
and again, it is very technical—there are areas, particularly in
dealing with a funds business, where U.S. banks could be looking
at capital charges three, four times higher than overseas competi-
tors, I think you would see migration there. I think the GSIB sur-
charges continues to be an issue for the very largest banks.

I think the bigger concern is not even competitiveness. It is just
lack of capital markets liquidity. We have already seen inventory
depth declining, even as the amount of bonds floating in the mar-
ket has increased dramatically. So the ratio of market-making ca-
pacity to the need for market-making capacity is completely out of
whack, and this would certainly worsen that.

Yes, at the margin certainly a competitiveness issue, but I think
more an issue just about the resiliency of U.S. capital markets.

Mr. WiLLIAMS of Texas. Regulations just choke small businesses.
No question about it. I have limited time so I am going to ask you
a quick question, Mr. Bashur. Can you elaborate on how the Basel
IIT proposal will impact small businesses’ ability to grow and thrive
in the economy? As I said, I am a small business owner so I am
interested in what you say.

Mr. BASHUR. I think it will be a detrimental impact on small
business because of the retail exposure provision in this proposal.
On top of that you have the operational risk provision in the pro-
posal. I think that especially talking about community banks, I
think community banks are actually affected in this because of the
credit card interplay here, because a lot of them have to use larger
issuers to issue their cards. I would just like to note that 82 per-
cent of U.S. households have at least one credit card, so it is a
large swath of Americans that will be affected.

Mr. WiLLIAMS of Texas. My

Chairman BARR. The gentleman yields. The gentlewoman from
Ohio, Mrs. Beatty, is recognized.
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Mrs. BEATTY. Thank you, Mr. Chairman, and again, thank you
to all of our witnesses.

Professor Kress, I would like to start by taking about Basel III
capital requirement proposal. Let me just say I agree with your
written testimony acknowledging the importance of strong capital
requirements to avoid financial crises and to protect our economy.
Like many of us and others of my colleague have said, we remem-
ber the financial crisis of 2008, as an elected official, as a small
business going through that. I also remember, in 2009, under a
new President, President Barack Obama, that Congress passed al-
most an $800 billion American Recovery and Reinvestment Act.

Capital is unquestionably our first line of defense, and I want to
make sure that I am on the record saying that. I applaud the regu-
lators’ efforts to strengthen capital so that our financial system is
safe and secure. We all know, whether it is small businesses or not,
what happens when we go into a financial crisis.

At the same time, I want to also be a champion of access to cap-
ital, particularly for underserved and minority communities. We
just heard what can happen to small businesses. We also know
that, historically, minority and underserved businesses have expe-
rienced unequal access to loans and other banking services. I think
we can do both at the same time; We can increase capital reserves
at large financial institutions while also promoting credit accessi-
bility for low- and moderate-income (LMI) communities and com-
munities of color.

I would like to now turn to small business credit and afford-
ability. Professor Kress, does the Basel III proposal decrease risk
weights for all small businesses or just a subset?

Mr. KRrEss. There is a different treatment in the credit risk
framework, depending on whether the company is publicly traded.
For non-publicly traded small businesses the risk weight is 100
percent, which is the same as the risk weight under the existing
capital rules; so, the credit risk framework would not change for
non-publicly traded businesses. It would drop to 65 percent, from
100 percent, for publicly traded businesses.

Mrs. BEATTY. What was the reasoning behind the different risk
weights for these types of businesses, and what changes can we
make in the final rule to achieve the same goal without
disadvantaging small businesses?

Mr. KrEsS. I will note that U.S. regulators are under statutory
constraints. In section 939A of Dodd-Frank, Congress told the regu-
lators that they cannot use credit ratings to set risk weights for
businesses as is done internationally by most other countries. This
attempt by regulators is an attempt to use a standardized, non-
credit-ratings-based methodology to assess riskiness.

As with green energy tax credits and residential mortgages, this
is an area where the regulators have received public comment. In
another example of the public comment process working, they have
indicated an openness to considering alternatives.

Mrs. BEATTY. Let me continue with this. Some claimed that
Basel III Endgame proposal runs afoul of the Administrative Proce-
dures Act. Can you set the record straight for us and explain the
steps that regulators took prior to issuing the proposal to conduct
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a thorough analysis and to meet all of the standards and require-
ments?

Mr. KRrEss. Thank you for this question because I feel like I have
been living in an alternate universe, hearing the descriptions of
how this rule allegedly runs afoul of administrative law.

The quantitative impact analysis done in the Basel III Endgame
proposal is more substantial than in any banking rule I have wit-
nessed. The banking agencies have already conducted a QIS. That
is why we know that the risk-weighted assets for market risk will
increase, more than double the increase in lending-related risk-
weighted assets. That is how we know that the capital require-
ments for the largest GSIBs will increase almost three times as
much as the capital requirements for mid-sized banks.

The proposal has been put out for comment for 173 days already.
Regulators have promised to do another quantitative impact study,
release that study for public comment. This is way more than was
done, for example, in the initial implementation of the Basel III
rules, when I was at the Federal Reserve, and it is a quantum leap
over what was done to comply with administrative law with the de-
regulatory rules established under the Trump Administration. If
you look back at the tailoring rule, for example, there was no effort
to quantify impacts on the economy, other than a conclusory state-
ment that it would not materially impact——

Chairman BARR. The gentlewoman’s time has expired.

Mr. KrESs. We know now that is false.

Mrs. BEATTY. Thank you so much. Thank you, Mr. Chairman.

Chairman BARR. The gentlewoman’s time has expired.

The gentleman from Wisconsin, Mr. Fitzgerald, is now recog-
nized.

Mr. FITZGERALD. Thank you, Mr. Chairman.

Before I get into the questions that I had, Professor Kress, you
mentioned earlier that the Basel proposal would only apply to a
small group of 37 banks. I just wanted to get, Mr. Baer, your com-
ment on that number, and could you respond to that. Do you think
that is accurate or close?

Mr. BAER. Sure, Congressman. It is correct but perhaps a trifle
misleading is those banks hold, I think, approximately 85 percent
of U.S. banking assets.

Mr. FITZGERALD. Got you. Thank you for verifying that.

I have been pleased to see that some of my colleagues on the
other side, it sounds like some of them are seeing some at least sig-
nificant issues or problems with the implementation of the pro-
posal. However, rather than going back to kind of the initial, every-
thing on the initial drawing board, some of my colleagues on the
other side are pushing only for this narrow carveout from increased
capital requirements for green energy tax credits from the Inflation
Reduction Act.

Mr. Bashur, if such a carveout is granted to address only one of
the many problems in the regulators’ proposal, while much of it
would still be intact, what message would that send, not just on
the independence of the Federal Reserve but to families who may
have more difficulty getting a mortgage or, as said before, small
businesses who would see the reduction in an access to credit?
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Mr. BASHUR. I think it would send a bad message because there
are so many provisions in this proposal that contravene S. 2155
and apply uniform regulation over categories I through IV, one of
them being the tax equity piece, but then again, with supple-
mentary leverage ratio, accumulated other comprehensive income
(AOCI) for available-for-sale (AFS) securities among others. I think
that it has to be—and the fact that we do not have detailed cost-
benefit analysis, economic analysis, I think it warrants reconsider-
ation altogether.

Mr. FITZGERALD. Very good. Despite the unnecessarily drawn-out
process that has kind of characterized bank mergers under this ad-
ministration so far, yesterday Acting Comptroller Hsu announced
changes to the merger process that would make the process slower
and probably less transparent. This follows the Department of Jus-
tice’s (DOJ’s) plan to update guidelines on banking mergers to pro-
vide more robust scrutiny, and Vice Chair Barr’s expressed desire
to assess how the Federal Reserve platform performs analysis on
bank mergers.

If you believe antitrust analysis should follow the rule of law and
not the individual views of those who, at any particular point in
time, had the relevant agencies, I am concerned any change in that
analysis that would depart from long existing and widely accepted
standards may not reflect actual changes in the competitive envi-
ronment. Further, the capital proposal from the Fed and other fi-
nancial regulators, on top of the other recent regulatory proposals
is bound to lead to consolidation to overcome the compliance bur-
den of this rulemaking.

To Mr. Guynn, if the Biden Administration insists on throwing
up obstacles to bank mergers while sharply increasing the regu-
latory burden on banks, is it time for Congress to step in and en-
sure there is a transparent, defined timeline for approving or deny-
ing a merger?

Mr. GUYNN. Thank you very much, Congressman. It is inter-
esting because I actually think that the administration’s policy that
disfavors bank mergers is at war with its policy on Basel III
Endgame, because Basel III Endgame has the biggest economic im-
pact on the regional banks, and that will actually give them a pow-
erful economic incentive to become much larger. Otherwise, they
become uncompetitive. If you then say, well, you cannot merge,
there is a risk that they will become weaker and weaker finan-
cially, and that will cause a problem for the system. Basically, that
will increase the risk of failure and force mergers into FDIC receiv-
ership.

I guess in answer to your question, I think it would actually be
useful for Congress to propose a bill to reform and make more ra-
tional, more predictable, more transparent the bank merger ap-
proval process.

Mr. FITZGERALD. Thank you. I am going to try and sneak in one
more question here real quick.

Small businesses are increasingly turning to credit cards as a
key source of funding. Research shows 30 percent of small busi-
nesses have used credit cards as their primary source of funding,
and another 22 percent relied on a loan or line of credit.
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Mr. Baer, at a time when small businesses are facing tighter
monetary policies, particularly when it comes to securing loans
from traditional and non-traditional lenders, would revised bank
cap(ilta; students under Basel Endgame further limit small business
credit?

Mr. BAER. Absolutely, Congressman. I mean, first because they
do not qualify for a favorable risk weight because they do not have
listed securities, even though our research, which we published,
and I would commend to you, shows that for a bank that rates a
business investment grade internally, whether that company has
listed securities or not, is entirely nonprobative of default and loss
given default. There is no justification in the proposal for it, and
we have demonstrated it is entirely spurious.

Chairman BARR. The gentleman’s time has expired.

The gentlewoman from California, the ranking member of the
committee, Ms. Waters, is recognized.

Ms. WATERS. Thank you so very much for this hearing that we
are doing today.

I am a bit irritated here because it seems as if we have forgotten,
in such a short period of time, what has happened in this country
as it relates to this struggle to increase more capital in our largest
bank. I would like to just raise a question here about what took
place with our banks.

Last year we saw the second-, third-, and fourth-largest bank
failures in the U.S. history. It started when Silicon Valley Bank
sold its securities at a loss. Is that correct?

Mr. KrESS. Correct, Ranking Member.

Ms. WATERS. Investors and customers lost confidence in Silicon
Valley Bank and pulled their money, resulting in the biggest bank
run. Is that correct?

Mr. KrEss. Correct.

Ms. WATERS. We later saw that Silicon Valley Bank was exempt
from certain bank capital requirements, pursuant to a Trump regu-
latory rollback, when they should have held 2 percent more capital
for the security portfolio that they sold at a loss. Is that correct?

Mr. KrRESS. That is correct, and I would note that regulatory roll-
back was done with no impact analysis.

Ms. WATERS. This Basel III Endgame rule could fix that problem.
Is that correct?

Mr. KrESS. That is what it is proposed.

Ms. WATERS. In 2018, Trump signed 2155 into law to deregulate
large regional banks, and Trump’s regulators, that law was a blank
check to roll back all kinds of requirements on banks like Silicon
Valley Bank. Is that correct?

Mr. KRrESs. Correct.

Ms. WATERS. They claimed this deregulation would not under-
mine financial stability, and Silicon Valley Bank proved that was
a lie. Is that correct?

Mr. KRESS. Absolutely.

Ms. WATERS. Now we have all of our regulatory agencies working
together—FDIC, OCC, the Federal Reserve—all saying this rule is
very important, that because of Basel III Endgame that we should
raise that capital so that we will not again witness what we wit-
nessed with the failure of not only Silicon Valley Bank but with
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Signature Bank and First Republic Bank, three of these banks that
had a run on them. It all had to do with a lack of capital when
the run took place, and they did not have the capital to make sure
that they took care of their depositors. Is that right?

Mr. KRESS. Yes, ma’am.

Ms. WATERS. With the Federal banking regulators jointly issuing
a proposal to strengthen capital requirements for the biggest
banks, known as Basel III Endgame, should that not be what the
Members of Congress are doing in order to avoid the catastrophe
that took place with Silicon Valley Bank and Signature Bank and
First Republic? Is that not what we should be doing?

This proposal will help prevent future financial crises like the
2008 financial crisis, when Lehman Brothers and other large finan-
cial institutions failed, costing the U.S. economy $22 trillion and re-
sulting in massive taxpayer bailout. We bailed them out, and we
said we would never do that to our taxpayers again. The way to
do that is to ensure that they have the capital that is needed to
avoid what happened with Lehman and Silicon Valley Bank and
Signature Bank and First Republic Bank. Is that correct?

Mr. KrRESS. Yes, ma’am.

Ms. WATERS. The Dodd-Frank Act required the largest banks to
hold more capital, but Trump-era deregulation reversed much of
that, causing the failures of Silicon Valley Bank, Signature Bank,
1a’llnd First Republic Bank, three of the largest bank failures in U.S.

istory.

Capital is not locked away. Rather, it is safe funding that banks
can redeploy, which is why better-capitalized banks lend more, not
less, to consumers, in good times and bad. Is that correct?

How soon we forget. How soon we want to run away from 2155,
when it became apparent what had happened when deregulation
took place. Now we have others who wish to ignore what our regu-
lators are saying and not go along with Basel III Endgame that
says we must have 2 percent more capital. I do not understand it.
Do you?

Mr. KrRESS. No, madam.

Ms. WATERS. Thank you. I yield back.

Chairman BARR. The gentlewoman yields back.

The gentlewoman from California, Mrs. Kim, is now recognized.

Mrs. KiM. Thank you, Chairman. I want to thank our witnesses
for being here today. Since our ranking member mentioned, the
failure of the Silicon Valley Bank—and I am also from California—
just to be clear, I would like to state for the record that SVB’s fail-
ure was about liquidity, not capital, and I think it also had to do
with the mismanagement of the banks and the failure of the regu-
lators.

I want to start by coming back to the focus of our hearing and
make a couple of observations.

One, I am deeply concerned that the Basel III Endgame and the
other proposals will make credit more expensive for small busi-
nesses and it would reduce mortgage lending to low-to moderate-
income households and put our banks at a competitive disadvan-
tage abroad.

I am also concerned that the current proposal, as written, does
not enjoy broad consensus from the Federal Reserve Board. It has
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been reported that certain European countries want carveouts on
their own Basel III Endgame proposals to protect their banks from
the increased cost of higher capital requirements. In Asia, 3 of the
top 10 companies in the world are giant-sized, state-owned Chinese
banks that, to my knowledge, are not planning to implement the
Basel framework any time soon.

A question to you, Mr. Baer. One of the Basel Committee on
Bank Supervision’s core mission is to harmonize regulatory stand-
ards to bring other international jurisdictions up to the U.S. regu-
latory standards. In your view, what will happen to the competi-
tiveness of our banking industry if U.S. capital standards are not
harmonized with other international jurisdictions?

Mr. BAER. Yes, I mean, it is a great point, Congresswoman. Actu-
ally, at the time that the 2017 agreement on Basel was announced,
they said they did not expect an increase in capital requirements.
They published a quantitative index study showing it would not re-
sult in an increase in capital requirements. Around the world you
see that basically being the trend. The Bank of England has imple-
mented with a 3 percent increase in capital requirements, com-
pared to, I think, the initial estimate from the U.S. regulators was
16 percent. I think when they are done with their QIS it is going
to be closer to 20.

Clearly if the desire is consistency, we are failing utterly. We
have a U.S.-only GSIB surcharge methodology, which is roughly
double the global standard. We have a U.S.-only stress test and
stress capital charge, which again largely duplicates the op risk
and market risk charges in Basel. It just goes on and on, and it
is noted, even for small businesses, although they do not directly
compete, but just as a measure of rationality, both the U.K. and
the EU have abandoned the securities listing requirement.

Mrs. KiM. Yes, so Mr. Baer, if the financial regulatory agencies
move forward with the Basel III Endgame proposal, would you say
that credit will be more expensive for our small businesses, manu-
facturers, and families when compared to other countries in the
United States and Asia?

Mr. BAER. Absolutely, Congresswoman. I mean, the capital
charge for a loan to a U.S. small business would be significantly
higher than for small businesses

Mrs. KiM. You know, our country is the envy of the world be-
cause we have more banks than anywhere in the world. In fact,
more than 4,000 banks provide credit to most corners of our soci-
ety.

A question to you, Mr. Guynn. In your testimony you state that
under the proposals large regional banks will have strong economic
incentive to consolidate to better compete against U.S.” GSIBs. Can
you elaborate on how the proposals will push banks to consolidate,
and can you also tell the committee how greater consolidation will
impact credit for small businesses and households?

Mr. GUYNN. Yes, Okay. The reason there is a disproportionate
impact on the regional banks is they are subject to the increase in
capital by the Basel III Endgame, and a rule that currently only
applies to the GSIBs will now be extended to them, where they are
now going to be subject to subordinated, long-term debt require-
ment.
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Subordinated debt is just a different name for an additional cap-
ital requirement. When you add those two together basically they
will now be subject to nearly two times the amount of capital that
they are currently subject to. That will be very expensive for them.
They are smaller than the GSIBs. They will feel a need to have
larger scale to be able to spread those costs over a larger base. So
they will have a powerful incentive to merge and consolidate.

Also I do think that, as a sort of separate issue on small busi-
nesses, I think the real issue for the small businesses is I think the
regional banks will continue lending to small and medium-sized
businesses, which they focus on, but the risk weights will now
disincentivize that because they will say, well, I only am charged
a capital equal to 65 percent of a loan that I make to a large busi-
ness that is publicly listed, but I have to have 100 percent charge
for a small business.

Chairman BARR. The gentlelady’s time has expired.

The gentleman from New York, Mr. Meeks, is recognized.

Mr. MEEKS. Thank you, Mr. Chairman and Ranking Member
Foster.

Let me just say, while I think many of us feel like we have had
ample opportunity to discuss the Basel III Endgame implementa-
tion proposal in this committee, I really do appreciate having a
forum to look at the proposal and rulemaking process to see what
improvements could be made. Now that the comment period has
ended for the Basel implementation proposal, I want to express
how much I have valued being able to weigh in with the regulators
about concerns that I and many of my colleagues have about unin-
tended consequences of the proposal.

In my meetings with the regulators I have actually found a gen-
uine willingness to discuss how the proposal could be improved to
address the issues that have been raised. I also believe that they
share in our broader goals of addressing historical disparities and
access to home ownership, which is a primary function of mine of
having access to home ownership, which helps close a wealth gap,
particularly in communities of color, as well as in credit scores and
credit. I believe in the important role that Community Develop-
ment Financial Institutions (CDFIs) and Minority Depository Insti-
tutions (MDIs) play in our communities and our ecosystem, and I
want to make sure that they are also taken care of and not become
victims of something that was unintended. My hope is that they
will take into account the wide variety of comments received in
order to have a comprehensive view of the various changes that
need to be made.

Now I have been here long enough—in fact, I was sitting in this
committee during the 2008 financial crisis, and I witnessed the en-
suing devastation that it caused in communities across this coun-
try, and I never want to see something like that happen ever again.
I believe that the safety and soundness of our banking system is
paramount, as evidenced as recently as just this past March. I
never want there to be confusion that raising concerns about poten-
tial impacts means that I do not support and understand the regu-
lators’ intent. Their intent is to do the right thing, and we are try-
ing to make sure, I am trying to make sure that the intent is met
and we do not have any unintended consequences, which is the rea-
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son why I thought it was very important for me and others to ask
the questions that we ask.

I will ask Dr. Kress, in your testimony you acknowledge that
high loan-to-value residential mortgages are an area where adjust-
ments to the proposal may be appropriate, and data shows that
LMI borrowers and LMI communities and black and Hispanic bor-
rowers are disproportionately represented in the highest LTV cat-
egories.

Do you believe that, as written, the proposal will translate into
higher costs for borrowers in the highest LTV categories, and could
you identify the targeted changes you referenced in this area?

Mr. Kress. Thank you, Congressman, and I am heartened to
hear that you have productive conversations with the regulators.
That is an example of the notice and comment process working as
intended, having those productive conversations in contrast to the
threats to sue, to block the rule that we are hearing from the bank-
ing sector.

As I noted earlier, the regulators laid out three possibilities for
how to address residential mortgage risk weights in the proposal.
I know that they have received comments on all of them, and they
have indicated openness to perhaps changing their prioritization of
those options. I am sure those are conversations they are having
within the building, and I know that they share your goal of pro-
tecting the safety and soundness of the banking system while en-
suring access to credit.

Mr. MEEKS. Thank you. In my little time, Mr. Baer, I wonder if
you could speak to how those various regulatory proposals could
interact with one another and what it could ultimately mean for
the consumer.

Mr. BAER. Sure, Congressman. Clearly that is one of the con-
cerns here is that even within the Basel proposal the overlay be-
tween operational risk and credit risk has not been considered. We
have not even talked about securitization today, where there are
punitive charges which will affect the ability to make mortgage,
auto, credit card loans, including to low-and moderate-income peo-
ple, and distribute that risk.

The charges here are roughly double the current, whereas
around the world it is actually

Chairman BARR. The gentleman’s time has expired.

The gentleman from Florida, Mr. Donalds, is recognized.

Mr. DoNALDS. Thank you, Chairman. Gentlemen, thanks for
coming here today.

Mr. Guynn, Vice Chair Barr knows that the U.S. banking system
became significantly more capitalized following the great financial
crisis, which is true. With that he is trying to sell the idea that
greater capitalization, that better capitalized U.S. banks experience
lower funding costs are more profitable and have gained more mar-
ket shares in global markets for financial products relative to their
global competitors.

Are you aware of any study that has shown a casual connection
betw?een U.S. banks’ capitalization and their global competitive-
ness?

Mr. GUYNN. I am not aware of any such study at all, Congress-
man.
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Mr. DoNALDS. What is Vice Chairman Barr talking about?

Mr. GUYNN. I think he is speculating. He said he did a holistic
review of capital requirements, but he is yet to release what the
data and what the conclusions of that are. Maybe he will actually
release those after he has the data from the banks, that I guess
they are now looking at. I hope that they do because there does
need to be a lot more justification for why capital needs to be
raised.

As you know, and as was discussed earlier in this hearing, it is
a tradeoff. You can have perfectly safe banks but no lending to
the—and other banking services—or you can have unsafe banks
and a lot of lending and other banking services. What we are try-
ing to do is we are trying to hit the right balance, and the question
is, we have been increasing capital now for a number of years. Are
we at that right balance or do we need to have still more capital?
It is not cost free, despite what some people say. In our view, until
someone shows that the benefits of that increased capital is higher
than the extra cost then I do not think that this proposal should
go forward.

Mr. DONALDS. Let me ask you this question. I think it was raised
earlier in this hearing that U.S. banks are still competitive com-
pared to their international counterparts, even with the extended
regulatory and capital requirements that we have enacted in the
United States since 2008. A different way of looking at that, are
U.S. banks more competitive to other ways of raising capital, i.e.,
private equity, venture cap funds, other private endeavors that ac-
tually do not have to deal with Basel requirements or have to deal
with the burden of the regulatory system in the United States?

Mr. GUYNN. Yes, that is a very good question, and in fact, one
of the consequences of this will be to continue the trend of having
non-bank financial institutions have a greater and greater share of
the credit provided in the U.S. economy. In 1980, that was about
30 percent. It is now close to 60 percent and as you increase

Mr. DoONALDS. Mr. Guynn, I do not want to cut you off, but we
are in a congressional hearing. Sometimes we have to restate these
things.

Mr. GUYNN [continuing]. Okay. No problem.

Mr. DoNALDS. In 1980, private access to credit, meaning not
through the banking system, was 30 percent. It is now 60 percent.
I mean, Mr. Baer, do you agree with this assessment that the more
we do this it is actually going to continue to shrink the regulated
banking system in the United States because people are smart and
they are just going to say, “Why am I doing business this way? I
will just do it another way and get around the Federal Govern-
ment.”

I will add before you answer that, Mr. Baer, my problem with
the government overall is that the government has become omnipo-
tent busybodies who think they know everything, and they do not.
Silicon Valley Bank is a testament to that, Mr. Baer.

Mr. BAER. Sometimes I think of myself as an omnipotent busy-
body, but I will not take that personally.

No, I mean, certainly we have seen, in certain asset classes, an
incredible rise in private equity, private debt, certainly non-bank
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mortgage. Some would say, oh, that is a problem because they are
not regulated like banks. I mean, that may be a problem.

I think the larger problem, and we have seen this, is that they
are not durable lenders like banks. The reason we have banks is
because they take in deposits, which are relatively stable funding.
They have access to a discount window, which is emergency fund-
ing, and that lets them lend money cheaper, and it lets them lend
money under stress.

The question is, regulation aside, what is going to happen under
stress with these lenders when they do not have any real stable
funding to do that? What I think we are going to see, and we have
already seen in capital markets, is it is actually the government
that steps in. We saw that in the Treasury market, which forever
had been advertised as the most liquid market in the world, and
we had the Fed intervene as the market-maker of last resort. A
phrase that did not exist pretty long ago, in both 2019 and 2020,
and began trading the bonds.

I think the draft from banks is a concern, initially because of cost
and stability, but then also because of government.

Mr. DoONALDS. Mr. Baer—real quick, Chairman. I know I have 15
seconds. Mr. Kress, thank you for being here. In your opening
statement you essentially said that, and I am paraphrasing, that
because of the fact that the U.S. Government has stepped into the
position of bailing out banks it is also the position of the U.S. Gov-
ernment to make sure that banks are appropriately capitalized so
we do not have to go into that business again. Is that correct?

Mr. KrESS. That is correct.

Mr. DoNALDS. Mr. Chairman, if you indulge me? Will you in-
dulge me real quick, Mr. Chairman?

Chgirman BARR. We can have him submit the answer for the
record.

Mr. DoNALDS. I will just pose this question to the witness. The
question is this. If that is the premise, then why we do not stop
bailing out banks, and why we do not actually look at the regu-
latory system itself so banks are in a position

Chairman BARR. The gentleman’s time has expired.

Mr. DONALDS. I yield.

Chairman BARR. You can submit that for the record. The gen-
tleman yields back.

We now go to the gentlewoman from Texas, Ms. De La Cruz.

Ms. DE LA Cruz. Thank you. Thank you, Mr. Chairman, for
holding this important hearing, and thank you to the witnesses for
appearing before us today.

Mr. Baer, this question is for you. Many people in my district
rely on regional banks. Have regulators provided an analysis on
what Basel IIT’s regional bank customer impact will be?

Mr. BAER. Yes, Congresswoman, that is one of the failings of the
proposal. There is very little data analysis, very little cost-benefit
analysis.

Ms. DE LA CRruUZ. So, the answer is no.

Mr. BAER. No.

Ms. DE LA Cruz. Now, Mr. Baer, have the regulators provided
analysis of the impact that the effective repeal of S. 2155 will have
on regional banks and the customers that rely on them?
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Mr. BAER. No, Congresswoman.

Ms. DE LA Cruz. Mr. Baer, have the regulators provided analysis
for the impact on rural area, if regional banks are not able to lend
because they do not want to cross the $100 billion mark and be-
come subject to Basel II1?

Mr. BAER. Not that I am aware of.

Ms. DE LA CRUZ. Mr. Baer, in October I sent a letter with other
members of this subcommittee to the regulators, and we high-
lighted the impact Basel III would have on our farmers and our
ranchers. Have the regulators provided an analysis for what the
impact will be to our farming and ranching community?

Mr. BAER. No, and I would add that is not just lending. Securi-
ties markets, a lot of farmers and ranchers want to hedge their
risks. There are punitive capital charges around end users’ use of
derivatives products. There are any number of impacts on folks like
that, that are not quantified.

Ms. DE LA CrUz. What I have heard is no to every question that
I have given, that there has been no analysis made, and it is clear
comprehensive benefit analysis has not been done for Basel III
Endgame.

Mr. Baer, could you share with me, how should the regulators
move forward in light of this?

Mr. BAER. I am glad you asked. I mean, we talked earlier about
it, and I think Mr. Kress mentioned that they did a quantitative
impact study and they said how much it is going to go up. I think
they were off a little bit. Even taking that, the question, though,
is not how much did it go up. The question is why did it go up and
is the benefit of it going up worth the cost of it going up?

They did a little bit on the first question, they are going to do
a little bit more, but we have not begun to answer the second and
third question. The second question is all around what are the rel-
ative risks to these assets. I would also just object to the notion
that the banking industry is putting out disinformation and threat-
ening to sue.

My institute has probably published two dozen academic-quality
research notes on every aspect of this proposal, from market risk
to credit risk to operational risk, published by Ph.D. economists,
subject to comment by anybody who wants to comment. We have
filed probably a total of 200 pages of comment letters on this pro-
posal, with rigorous data, rigorous analysis. We have not heard any
challenge from those who instead would prefer ad hominems.

This is very serious business. It has real impacts for the U.S.
economy, and the fact that there is no data analysis behind this is
a real problem.

Ms. DE LA Cruz. What I am hearing is that putting a rule for-
ward where there has not been any kind of analysis, no cost-benefit
analysis, when all we are hearing from communities, from securi-
ties communities to farming and ranching and rural communities
like mine, south Texans will be affected if this rule goes into place,
and the repercussion of it could be crippling local economies like
mine that are rural and that are largely Hispanic.

Thank you so much, Mr. Baer. I yield back.

Chairman BARR. The gentlewoman yields back.
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We now recognize the gentleman from Tennessee, Mr. Ogles, for
5 minutes.

Mr. OGLES. Thank you, Mr. Chairman, and thank you all for
being here.

One of my colleagues posed a question, considering—as my col-
league also pointed out—little data or analysis has been done.
Should this proposal be withdrawn as it stands, Mr. Baer?

Mr. BAER. Yes, I think certainly parts of it, but then at that
point maybe you do the whole thing. Yes, there are clearly aspects
here where they are way off the mark and to the extent that they
adjust when they see the new impacts, it is not just the banking
industry that should have the right to comment on that.

I mean, one virtuous thing here—and think the Congresswoman
was sort of hinting at this—is it is not the banking industry who
is filing all these comment letters. It is civil rights groups, commu-
nity groups, end users, and the buy side on capital markets, small
business groups; so, folks are getting the message that this is not
a banking issue. This is an American economic issue. I think if
there are going to be major changes made to the proposal it is not
just the banks that have the right to comment on that but every-
body else.

Mr. OGLES. Mr. Bashur?

Mr. BASHUR. I think the lack of economic analysis and the fact
that this is clearly an abuse of their discretionary authority war-
rants withdrawal of the rule in its entirety. I think they do not
have unbridled authority, and I think that this rule is just an ex-
ample of we just want to do what we want to do, without any con-
sultation with Congress. My goal here is I want the elected rep-
resentatives to make these determinations. I do not like the bu-
reaucrats to be making what Code of Federal Regulations (CFRs)
are effectively law. So I think that this needs to be coming from
you all, ultimately.

Mr. OGLES. Yes, no, you make an important point there.

Mr. Bashur, on January 12 your organization, along with other
industry organizations filed a comment letter on Basel III
Endgame proposal. In the letter your organization noted there were
significant violations of the Administrative Procedure Act as it re-
lates to the proposal.

Can you touch on that because it kind of gets back to where
should the authority lie? For example, I have the Stop Basel
Endgame Act that essentially just pulls it back. I mean, when you
look at a set of proposals that is trying to make us, quite frankly,
more like Europe, when we have a different type of banking system
that is much more resilient than the rigidity that you see in Eu-
rope, and a lack of free market influences that you see from Russia
and China, both of which had input into the Basel Endgame, why
would we want to comply with their ideas when we have an en-
tirely different banking system, based off a different free market
model, and make ourselves less competitive?

I will stop there and let you answer the question.

Mr. BASHUR. Yes, I may quibble with you a little bit there. I
mean, I do think that there is virtue in having common standards
across the nations with which we compete in banking and finance.
Actually, I mean, one of the ironies here is if they had proposed
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something more like what has been adopted as Basel in Europe
and the U.K., I do not think there would be nearly as many con-
cerns. It is all the add-ons. It is the additional charges for mort-
gage, small business.

Mr. OGLES. That is right. I will reclaim my time. That is the
issue that I see here, is that it is not the same. Again, maybe over
a cup of coffee we can quibble back and forth. I would argue that
our banking system is much different than that of Europe’s, and
that there is more free market component.

Now the problem is when you look at the regulatory regime,
when you look at the bank failures of New York and California,
that was management failure. That was a regime that did not do
its job. There should have been not just red flags but there should
have been flares going off that these banks were in trouble. Again,
this is a failure, so now you have this, not just reaction but over-
Eeaction in the marketplace of putting more layers and more bur-

ens.

Look, I come from southern middle Tennessee, so a lot of my dis-
trict is rural and suburban. When I see more regulations being lay-
ered on top of banks and credit unions, that is affecting the access
to capital, that someone who is suddenly eligible for a $300,000 or
$350,000 mortgage, they are not qualified for that anymore. That
small HVAC company that requires that line of credit to make pay-
roll iI& the lean months, suddenly that is being lowered or not re-
newed.

So it is having an impact on my economies all because you have
an administration that whether it is the CFPB, the Fed, you name
it, any agency, they have gone too far, too fast, and they have done
so without any quantitative analysis to back up their presump-
tions. You and I become the guinea pigs on their theories on how
this is great for America. When I would say when you look at their
failed policies, whether it is immigration, whether you look at the
terrorists that are coming across this country—and I sure as heck
do not trust them with the economy or the banking system—
enough is enough, and it is time for Congress to take back its au-
t}llority to truly control the purse and put this administration in its
place.

With that, Mr. Chairman, I yield back.

Chairman BARR. The gentleman yields back.

We now recognize the gentleman from South Carolina, Mr.
Timmons, for 5 minutes.

Mr. TiMmMONS. Thank you, Mr. Chairman.

The Basel III Endgame proposal has generated the lion’s share
of attention throughout this administration’s regulatory onslaught,
but the Federal financial regulators have put forward many other
proposals related to bank capital requirements, including proposals
for long-term debt requirements.

In November, I, along with Chairman Barr and many other
members of this committee, authored a letter expressing concerns
with the long-term debt proposal and asked for a comment period
extension. The extension was granted, but many of the underlying
concerns still persist. Due to these underlying concerns, it is my be-
lief that this proposal is far too prescriptive and should be with-
drawn.
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However, we must accept the reality of the situation and work
to get the proposal to the best place possible for Americans. This
includes doing away with the regulators’ one-size-fits-none ap-
proach and prioritizing tailoring for banks based on their risk pro-
files and size.

Mr. Baer, how can Federal regulators tweak or, let us say, recali-
brate the LTV proposal to reduce the potential for negative con-
sequences on the banking sector?

Mr. BAER. Congressman, thank you for that question. I mean, I
think on the long-term debt requirement that the solution there is
actually relatively simple compared to Basel. It is simply to reduce
t}fle hcalibration. I mean, instead of 6 percent it should be a fraction
of that.

Again, as I noted earlier, it is for a different purpose. For re-
gional banks it is basically to add another layer of loss observancy
because the regional bank has almost all of its assets in the bank
and will be resolved by the FDIC. The reason for that requirement
for the GSIBs is entirely different. There is a large broker-dealer.
It is going to be resolved at the holding company level through a
bankruptcy or a Title II, and there you need to recapitalize at the
holdco and you need to keep the subsidiaries open and operating.

Again, the cost to the regionals are disproportionate. They do not
have as greater of an access to liquidity as the large banks because
they simply do not issue as much debt. If it were 6 they would have
to probably issue 7, 8, 9 percent because they need to be in the
market all the time.

As I noted earlier, and it is quite complex, it is not easy to just
substitute a deposit from the holdco to the bank since there 1s a
separate bank-level requirement, with more long-term debt because
then the holding company has to go out and issue more.

I think without really realizing the repercussions they have im-
posed the requirement for regionals both at the holdco and the
bank level, something not done for GSIBs, again because that is a
holding company strategy. I think they thought that was a rel-
atively simple matter, and in fact it is fantastically expensive to
the regional banks.

Mr. TiMMONS. Sure. Thank you for that. Given the extremely
prescriptive manner in which the proposal seeks to distribute the
debt there is a real risk that the issuance of significant amounts
of bank debt, without regard for macroeconomic or market condi-
tions, in a compressed timeframe, will potentially result in de-
creased appetite for these assets. As such, the value of this debt
could be severely negatively impacted.

Considering the short, 3-year compliance runway, what risks are
presented when such an artificial amount of LTV floods the mar-
ket, and how will banks have to react to mitigate that risk?

Mr. BAER. Yes, exactly. As noted, they are not volume issues so
that would be more difficult. There is also a sort of a technical
issue with the proposal that we hope will be corrected, where there
is a $400,000 minimum issuance requirement. The goal there was,
well, let us make sure that this debt is not sold to mom-and-pop
investors.

It turns out even in institutional markets the debt is usually sig-
nificantly smaller increments than $400,000—50, 100,000; so, say-
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ing it has to be $400,000 and more would not just prevent retail
customers from buying it. It would prevent a lot of institutional
customers from buying it. Of course, retail customers, mom and
pop, widows and orphans, whatever you want to call it, they are
not going to be buying long-term debt from a regional bank in
$50,000 increments; so, that needs to come down if it is going to
be feasible for them to issue this debt.

Mr. TiMmMONS. That was actually my next question. How do you
think Federal regulators came to this number, $400,000? It seems
pulled out of thin air.

Mr. BAER. I do not know how they came to that. I know it is
speaking to a lot of bankers and investment bankers that it is un-
workable. I also think—I mean, I give them credit—maybe this is
an example of, as Mr. Kress notes, of the comment process work-
ing. I do think that sanity will win out here.

Mr. TIMMONS. Thank you. Our banks are capitalized at the high-
est levels in our Nation’s history. Time and time again regulators
are touting the health of our banking systems. Yet they are trying
to implement policies that will unnecessarily restrict access to cap-
ital and make life in President Biden’s economy even more of a
challenge.

Thank you to the witnesses for their expertise today. I yield the
rest of my time. Thank you.

Chairman BARR. The gentleman yields back.

We now recognize the gentleman from South Carolina, Mr. Nor-
man, for 5 minutes.

Mr. NORMAN. I am in the real estate business. I have been in
housing for a long time. The Basel III, I guess the Endgame, the
best way I can describe it, is going to negatively affect the housing
market. Some of the rules that have been put in place, like the
risk-based assignments of mortgages, disallowing banks to use pri-
vate insurance to lower the risk for those who put less down pay-
ments into a home, is going to dramatically affect the banks.

How do you all see this? Mr. Baer, I will ask you.

Mr. BAER. I mean, again, it just comes down, for me, to what is
the data and the evidence here. As I think I mentioned earlier in
the hearing, if you think about mortgages the current risk rate is
50 percent. The advanced approach, which is the better measure,
is 25 percent. Basel is effectively 25 percent, and we are looking
here at 95 percent if it is on the balance sheet, and even more if
it is sold to a GSE. That is really hard to understand.

This rule is so complex, and it is why it is so disappointing there
was not a more analytical rule applied to it.

Commercial real estate actually does well under this proposal.
People do not realize that. I think they actually do better than the
current standardized, but you have to really take it asset by asset
and ask yourself the hard questions about what is the loss experi-
ence and what is the appropriate charge for this? That is really the
work that was not done here.

Mr. NoRMAN. The analytical firepower is there. Why are they not
using that? I mean, it does not take a rocket scientist to figure this
out.

Mr. BAER. Yes, I mean, it is not just the analytical firepower but
there is incredible amounts of data on this that the banking agen-
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cies have through their own call reports but also exist in the pri-
vate market. We have tapped operational risk loss data, which they
did not use, which is freely available. They did not cite their own
operational risk loss data; so, it is very difficult to understand.

I mean, I think some of this was simply, as I think we have dis-
cussed a few times, well, we will just take whatever we agreed to
in Basel as a compromise with the rest of the world. Again, what
is harder to understand is why all of that has now been added to
with surcharges, and again, with no recognition that there is going
on in the background a Fed stress test that nobody else in the
world is running and, which is effectively double counting a lot of
these risks.

Mr. NORMAN. So goes housing, so goes the economy and all these
regulations, and everything else this administration is doing to
trainwreck this country is astounding.

Does anybody else want to comment on this?

Mr. BASHUR. I would just say that with regard to the mortgage
piece, ultimately what it comes down to is it is arbitrary. The new
risk weight is arbitrary. I think that, again, that just plays into the
fact that the economic analysis has not been properly done here.
There has been no disclosure, there has been no communication,
and we need to get to the bottom of it.

Mr. KrEss. Congressman, I would ask my fellow panelists to
identify any banking rules in the past two decades that would meet
their standards for the types of analysis that ought to be done here.
The Basel III Endgame rule has already gone through one set of
quantitative impact assessments. The agency has put it out in the
proposed rule. That is far more than was done in Dodd-Frank 15
years ago, and that is quantum leaps more than what was done
under the Trump Administration, while the Trump Administration
was deregulating.

They are trying to establish a high standard that is not found
anywhere in the law in an effort to protect bank share prices, share
buybacks, and executive compensation.

Mr. NORMAN. Would you not admit this is a different time and
this is a different era? I am in South Carolina. People are moving
there but with the energy policies—just to give you an example—
the energy policies, that is trainwrecking my industry, in South
Carolina, with people coming there. What you are just saying
makes no sense.

Mr. KgrESS. I think two things have changed. One is a collective
amnesia that Ranking Member Waters pointed out. We forget the
consequences of financial crises. Two, we have seen a movement in
the judiciary to put up new barriers to administrative rulemaking.
The banking sector appears to be taking advantage of that, again
to protect share prices and executive compensation.

Mr. NORMAN. It is not protecting the economy. It is not pro-
tecting the industry that is the bellwether for the economy and it
is really a sad day that this is taking place. You can make all the,
I guess, excuses, but the results will be what the results will be,
and it will not be pleasant.

I yield back.

Chairman BARR. The gentleman yields back.
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I would like to thank our witnesses for their testimony today.
Without objection, all members will have 5 legislative days within
which to submit additional written questions for the witnesses to
the chair, which will be forwarded to the witnesses for their re-
sponse. I ask our witnesses to please respond as promptly as you
are able.

This hearing is adjourned.

[Whereupon, at 12:19 a.m., the subcommittee was adjourned.]
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Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Description:

Comment ID: 156789
From: Greater Beallwood Baptist Church, Adrian Chester

Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments fo LBOs and
Banking Organizations

Subject: R-1813 Regulatory Capital Rule: Amendments Applicable to Large Banking
Organizations and to Banking

Comments:
NONCONFIDENTIAL // EXTERNAL

As a board member of the Greater Columbus Urban League and member of the NAACP here in
Georgia, | must bring to your attention my opposition to the proposal that would raise capital
requirements for banks. Passing this proposal could have a devastating impact on Black families in
Georgia and across the nation. The implications of such a decision are far-reaching and could
exacerbate existing disparities that already plague our communities. { implore you fo take these
concerns seriously and reconsider the passing of this proposal.

The Black community, like many marginalized communities, has historically faced systemic barriers to
financial stability and upward mobility. Raising capital requirements on banks would have a
disproportionate impact on these communities for several reasons, including limited access to credit
and reduced lending to Black-owned businesses. Raising capital requirements on banks would make it
even harder for Black families to access affordable credit for homeownership, entrepreneurship, and
education.

| must also point out that our banks are already held to higher capital requirements than European
banks making this proposed increase unnecessary. Federal Reserve Chair Jay Powell has even stated
that our current capital levels are at "multi-decade highs,” further demonstrating that not only would this
proposal be harmful to our families, it is completely unwarranted.

It is our collective responsibility to ensure that the decisions made by federal leaders promote
inclusivity, fairness, and prosperity for all Americans, regardless of their race or background. | trust that
you will take these concerns into account and make choices that reflect these values. In light of these
concerns, | strongly urge the FDIC fo consider the broader ramifications of the proposed increase in
capital requirements on the Black community and vuinerable populations in Georgia.

Lead Servant, Greater Beallwood Baptist Church

Adrian Chester

706-327-5486; tel:706-327-5486

hitp://gbbchurch.com

mail to:adrian@adrianchester.com

4419 Sherwood Avenue, Columbus, GA 31904;
https://maps.google.com/?q=4419+Sherwood+Avenue,+Columbus, +GA+31904
Prestige Property Brokers
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Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Description:

Comment ID: 156785

From: Renitta Sweet

Proposal: 1813 (AGB4) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Subject: R-1813 Regulatory Capital Rule: Amendments Applicable to Large Banking

Organizations and to Banking

Comments:
NONCONFIDENTIAL // EXTERNAL

Good evening,

As the former President of the Urban League of the River Valley and the current Communications Chair
of the Urban League of Greater Atlanta Young Professionals | am deeply committed to black economic
empowerment and social justice. As a leader in the Urban League | have worked tirelessly to ensure
young black professionals understand the resources available to them as potential first time home
buyers and small business owners. Atthe Urban League we understand that education, employment,
and advocacy are critical tools in the fight for the advancement of the black community. As part of the
stated mission of the Urban League we are tasked with promoting economic empowerment through
program areas that include education and job training, housing and community development, workforce
development, entrepreneurship, health and quality of life. Considering my years of service to the Urban
League and our stated mission of promoting economic empowerment in the black community | have no
choice but to voice my concemns about the proposai that would require increase in capital requirements
for certain banks.

The proposed increase in capital requirements has the potential to limit access to credit for many Black
families, which could further exacerbate existing economic disparities. Historically, Black communities
have faced significant obstacles in obtaining loans and credit. The Urban Institute recently released a
paper which stated this proposal "would disproportionately disadvantage low- and moderate-income
(LMD} borrowers and communities, as well as Black and Hispanic borrowers," which would leave many
already struggling families further behind.

I'm concerned that the Biden administration's work to promote economic equality could be setback in a
way that is outlined by the Urban Institute. | believe that with thoughtful planning and consideration of
the unintended consequences of policies, we can design policies that encourage responsible lending
practices without disproportionately burdening minority families. Please strongly consider opposing this
proposal because it does not adequately address the economic impact it would have on Black famities.

Best regards,
Renitta Sweet
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Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Description:

Comment ID: 156790
From: Tonza Thomas

Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments o LBOs and
Banking Organizations

Subject: R-1813 Regulatory Capital Rule: Amendments Applicable to Large Banking
Organizations and to Banking

Comments:
NONCONFIDENTIAL // EXTERNAL

| am writing to express my deep concerns regarding the proposed increase in capital requirements for
banks, and | believe it is crucial to shed light on the potential detrimental impact that this policy change
could have on African-Americans in Georgia and across the country.

As the Executive Director of the Georgia State Conference of the NAACP, | know the economic
challenges and disparities that Black communities continue to face. Our mission has always been to
advocate for racial and social justice, particularly in the context of economic empowerment and
financial inclusion.

| know that an increase in capital requirements could exacerbate the existing economic disparities
faced by African-Americans. Historically, Black individuals and communities have faced discrimination
in banking and lending practices. Higher capital requirements may lead banks to be more risk-averse,
making it even harder for Black Americans to access credit, obtain mortgages, or secure loans for
husinesses and education. Additionally, Black-owned businesses often rely on loans and lines of credit
to keep their doors open and plan for expansion. Increased capital requirements could restrict the
availability of these critical resources, hindering the growth and success of Black entrepreneurs.

Many of our businesses and communities are stil grappling with the aftermath of the pandemic and {
praise the Biden administration’s work to provide them with support, while the Federal Reserve
continues o battle inflation; however, if this proposal is passed, then any progress made is at risk.

| urge you to carefully consider the potential consequences of increasing capital requirements and to
implement policies that ensure equitable access to financial services for all Americans. It is vital that
regulatory decisions align with our commitment to racial and economic justice.

Peace and Empower,
Tonza S. Thomas
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Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Description:

Comment ID: 156797

From: Demetrius McBride

Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Subject: R-1813 Regulatory Capital Rule: Amendments Applicable to Large Banking

Organizations and to Banking

Comments:
NONCONFIDENTIAL // EXTERNAL

As the Advocacy Chairperson of the Urban League of the River Valley Young Professionals and a
longtime member of the Urban League, | have spent the greater part of my years as a young
professional fighting for economic prosperity and social justice for black Americans. The Urban
League works to increase educational and employment opportunities for African Americans

and | personally have overseen programming aimed at educating black entrepreneurs and educating
black young professionais about the benefits of first time home ownership. Part of the mission of the
Urban League is to enable and empower African-Americans and others in underserved communities to
achieve their highest human potential and secure economic self-reliance,

parity, power and civil rights. Given my work on this mission and my deep understanding of the issues
facing the black community, | had no choice but to make my concerns known about the proposed
increase in capital requirements for banks.

Home ownership is widely known to be the best way for all Americans, but particularly black Americans
o build wealth, but unfortunately economic and social inequities make the dream of owning a home
difficult for black Americans. Sadly, discriminatory housing policies have led to far too many Black
Americans being excluded from achieving the American dream of owning

a home, building equity, and increasing their wealth and the wealth of their families for generations to
come. Because of this, the wealth gap has widened, and over the years this lack of equity has spilled
over into all areas of the American economy, making life harder for black Americans. These rule
changes could also be costly for predominantly Black municipalities,

such as the city | live in, because of the potential limitations in securing funding for community
development and important infrastructure projects that would hopefully lessen economic disparities.

It is critical to the success of our country that all Americans have equal access to owning their first
home and receiving loans to start and fund small businesses. We have made great strides in this
regard over the last few years of the Biden administration so | ask that we not take a step back by
potentially decreasing access to funding for the Americans who most need

it
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Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Description:

Comment ID: 156134

From: The Courier Eco Latino Newspaper, Wane A. Hailes

Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments o LBOs and
Banking Organizations

Subject: R-1813 Regulatory Capital Rule: Amendments Applicable to Large Banking
Organizations and to Banking

Comments:

Wane Hailes

At the NAACP, we work hard to promote the political, educational, social and economic equality of
rights of all people. Part of that job is standing up against policies that would be detrimental to our
community. it has been brought to my attention that an increase in capital requirements would
disproportionately affect the African American community in Georgia and across the country.

Higher capital requirements would lead to banks being more cautious in lending and passing off cosis
to borrowers. As a result, individuals and businesses, especially in underserved communities, would
find it harder and more costly to access credit. This could hinder entrepreneurial endeavors,
homeownership, and other financial opportunities. The Urban Institute has made clear that this
proposal would "disproportionately disadvantage low- and moderate-income (LMI) borrowers and
communities, as well as Black and Hispanic borrowers.” For communities that are already at a
disadvantage, this proposal would be especially detrimental.

| must also mention that an increase in capital requirements is unmerited. Federal leaders have stated
that our banks are well-capitalized and ready to help us weather any economic crisis should it come
down to that. Federal Reserve Chair Jay Powell stated that our capital fevels are currently at "multi-
decade highs."

We cannot ignore the damage that this proposal would do to our communities if it is implemented. |
respectfully ask that you reconsider an increase in capital requirement to protect our most vulnerable
communities.

Wane A. Hailes, President/Publisher
The Courier Eco Latino Newspaper
P.O. Box 5747

Columbus, Georgia 31908
706.225.0106 Office

7086.358.9202 Cell



137

Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Description:

CommentID: 156196

From: Dar'shun Kendrick

Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Subject: R-1813 Regulatory Capital Rule: Amendments Applicable to Large Banking

Organizations and {o Banking

Comments:

My name is Dar'shun Kendrick, and | am writing to express my concern about the proposed increase in
capital requirements for banks. | have the honor of representing Georgia's 95th District in the State
House of Representatives, and | currently serve as as a ranking democrat on the Small Business
Development Committee. Because of this, | understand how these regulations could impact small
businesses and individuals in my community.

The proposed increase in capital requirements could severely harm small businesses, infrastructure
projects, and community investment. Small business owners like myseif, and those | represent in the
Georgia legislature as well as a business attorney, who often rely on loans for growth and
improvements, may struggle to access necessary capital if loan costs rise due to higher bank capital
requirements. This, in turn, could discourage investment in local communities. The broader risk
implications extend beyond individual businesses, affecting the economic ecosystem of communities
by limiting job opportunities, reducing income, and diminishing overall economic activity.

Moreover, the proposed increase in capital requirements poses an even graver threat to the progress
of minority-owned small businesses, as it compounds existing challenges in accessing much-needed
capital. The Federal Reserve's 2022 Report on Firms Owned by People of Color{hitps:] corroborates
these alarming disparities, finding that Black and Hispanic-owned businesses face higher credit risk
labels, lower approval rates for sought financing, and an increased likelihood of being entirely shut out
of funding. Regulatory changes must address these systemic chalienges to ensure equal access to
financial resources for aspiring entrepreneurs in all communities.

Over the last few years, the Biden Adminisiration has worked to strengthen our small businesses post-
pandemic, but passing the proposed capital requirements could undermine any progress made. | urge
you to reconsider this regulation given its potential impact on small businesses and our overall
economy.

Ms. Dar'shun Kendrick, JD/MBA/Investment Advisor Representative

Corporate/Securities Attorney, Business Coach, Public Speaker

Published Author, Investor & Georgia State Representative (2011- present). Doggy mom and the best
auntie EVER.

"Fear is the tool of a man-made devil."- Napoleon Hill, Outwitting the Devil
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December 11, 2023

Subject: Capital Requirements

To: Federal Reserved R -1813RIV 7100-AG64

Being the mayor of a small town like Toomshoro is both challenging and deeply rewarding. My
commitment to advocating for my constituents goes beyond the local sphere; it involves amplifying the
voices of rural communities in a broader way. In the spirit of that, | am writing to you to express my firm
opposition to the proposed increase in capital requirements for banks.

The imposition of higher capital requirements on these banks could resulit in increased costs, reducing
banks’ willingness to fend and leading to higher interest rates for small businesses and individuals in
rural areas. This potential financial constraint poses a significant threat to the growth and prosperity of
Toomsboro by making it more challenging for us to attract new businesses and retain existing ones.

It is also important to note that communities of color would be disproportionately impacted by this new
rule. Minority communities already face a number of challenges when it comes to securing loans for
education, housing and businesses. Passing this proposal would exacerbate those conditions, causing
further harm to disenfranchised groups and widening the racial wealth gap.

Additionally, our banking system has been fortified by federal regulators, who after the 2008 crisis, have
worked to ensure that the system is protected. Federal Reserve Chair Jay Powell has even stated that
our banks are at “multi-decade highs” in the capital. On top of that, our banks are already held to higher
capital requirements than banks in the European Union. All of this points to how unnecessary this
proposal truly is.

This new rule threatens to impose an unaffordable cost on small towns like mine. i strongly urge you to
reconsider the implementation of heightened capital requirements given the negative impact it could
have on our communities.

Sincerely.
Joyce Denson

Mayor loyce Denson
Town of Toomsboro
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Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Description:

Comment ID: 156587
From: Georgia House of Representatives, Kim Schofield

Proposal: 1813 (AGB4) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Subject: R-1813 Regulatory Capital Rule: Amendments Applicable to Large Banking
Organizations and to Banking

Comments:

To Whom It May Concern:

In my capacity as a member of Georgia's House of Representatives, | am dedicated to safeguarding
the well-being of my constituents and addressing key issues affecting District 63. My service on the
Small Business Development Committee has afforded me valuable insights into the potential
repercussions of the current proposal to mandate increased capital requirements for banks. | am
writing to express my strong opposition to this measure, as it poses a genuine threat to the accessibility
of capital that is essential to small businesses in our community.

As a small business owner, | can personally attest to the numerous challenges that come with starting

and scaling a business. if the new capital rules are implemented, banks would face pressure fo charge
higher interest rates and limit lending opportunities, especially to those borrowers who are considered

high risk. This potential restriction in credit access could impact the day-to-day operations of small and
new businesses by affecting their ability to make payroll, contribute to the focal economy, and execute
expansion plans.

The Board must also take into account how minority-owned small businesses would be
disproportionately impacted by these changes. Research has shown that persistent gaps in access to
financial capital has hindered Black entrepreneurship and ultimately contributed to large racial wealth
disparities. For example, the Federal Reserve's 2022 Report on Firms Owned by People of Color;
https:/iwww fedsmallbusiness.org/survey/2022/2022-report-on-firms-owned-by-people-of-color;
revealed that Black and Hispanic-owned businesses are more likely to be labeled a high credit risk.
The report also found that firms owned by people of color were less likely than white-owned firms to be
approved for loans, lines of credit, and cash advances. Increasing the capital requirements for banks
would exacerbate these existing issues and contribute to a legacy of discriminatory lending practices in
the United States.

The adoption of this proposal threatens to undo the significant progress achieved by the Biden
Administration and the Federal Reserve in promoting economic development in historically
marginalized communities. | hope the Board will give due consideration to these concerns and advance
policies that reaffirm their commitment to fostering opportunities for all Americans.

Rep. Kim Schofield D-63 (Atlanta, East Point, College Park, Hapeville and Union City)
0:404-656-0298

e: kim.schofield@house . ga.gov

Admin: marjorie.woods@house.ga.gov
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Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule: Amendments to LBOs and
Banking Organizations

Description:

Comment ID: 156572

From: Wendy Davis

Proposal: 1813 (AG64) Reg H, Q, LL & YY-Regulatory Capital Rule; Amendments to LBOs and
Banking Organizations

Subject: R-1813 Regulatory Capital Rule: Amendments Applicable to Large Banking

Organizations and to Banking

Comments:

Federal Reserve Leaders,

Through my work as former Rome City Commissioner and as a member of the Georgia Steering
Committee of Rural Voices USA, | have always advocated for equity in all aspects of policy-making,
especially when it comes to economic equity. Today, | am writing fo voice my disapproval of increasing
capital requirements on banks, given the strain it would place on underserved communities.

Rural communities often face unique challenges in accessing financial services, and the unintended
consequences of this proposal would disproportionately affect them. Higher capital requirements could
lead banks to become less willing to lend to individuals and businesses in rural areas. As rurai
communities often struggle with limited access to credit, such a policy could further exacerbate this
problem, hindering economic growth and development. Additionally, small businesses play a pivotal
role as the life force of countiess rural communities. | am concerned that higher capital requirements
may discourage banks from extending loans to these enterprises, stifling entrepreneurship and job
creation in rural areas.

This proposal would exacerbate the existing disparities in access to financial resources, hinder
economic growth and curb the progress that the Federal Reserve has made to battle inflation. While
financial stability is important, | believe that any regulatory changes in the financial sector must
carefully consider their impact on rural communities to ensure that the pursuit of equity remains at the
forefront of policy decisions.

Thank you for taking the time to hear my concerns,
Wendy Davis
Two-term Rome City Commissioner
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Statement for the Record
On Behalf of the
Institute of International Bankers
Before the
Committee on Financial Services
Subcommittee on Financial Institutions and Monetary Policy
U.S. House of Representatives
January 31, 2024

Chairman Barr, Ranking Member Foster and distinguished members of the committee, the
Institute of International Bankers {lIB) appreciates the opportunity to submit a statement for
the record for the hearing titled “Rules Without Analysis: Federal Banking Proposals Under the
Biden Administration.”

We appreciate the committee’s attention to and examination of recent proposals by the federal
banking agencies that are not supported by adequate data or analysis. Especially concerning to
the 1B is the punitive treatment of the U.S. operations of internationally headquartered banks
in the capital proposals.

In comment letters submitted to the federal banking agencies on January 16, 2024, the IIB
urged the agencies to amend the Basel ill Endgame and GSIB Surcharge proposals to maintain a
level playing field for the U.S. operations of international banks, consistent with the principle of
“national treatment” established in the International Banking Act of 1978.

“Of particular concern to lIB is that the Proposals take little account of the clear Congressional
mandates to respect the principles of national treatment and equality of competitive
opportunity and to take into account comparable home country regulation,” the 1B explained
in its letter on Basel Il Endgame. “National treatment and equality of competitive opportunity
require treating international banks no less favorably than similarly situated U.S. banking
organizations and creating a level playing field between international banks in the United States
and domestic firms of a similar size and business model.”

The agencies’ own estimated effect of the Basel ll Endgame proposal on Category Il and IV
internationally headquartered banks, however, is closer to its impact on U.S. GSIBs than the
effect on Category Hi and IV domestic firms. The proposal estimates a 19% increase in capital
requirements for domestic banking organizations in Categories | and li; a 14% increase for
internationally headquartered banks in Categories i and 1V; and just a 6% increase for
domestic banking organizations in Categories |l and IV. This is despite internationally
headquartered Category Il and IV banks already having higher capital ratios, smaller sizes
overall, reduced risk profiles as part of global banking organizations, and smaller, less risky
trading activities.

Of particular concern for internationally headquartered banks—and the main driver of the
disproportionate increase in capital—is the operational risk component of the Basel il
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Endgame proposal. The proposed operational risk elements applicable to internationally
headquartered banks are not commensurate with their business models or the risks they pose.
While ideally the operational risk component would be applied only at the consolidated level,
the 1IB suggested in its comment letter several modifications to the calculation of operational
risk to avoid a disproportionate impact on internationally headquartered banks. These
modifications include setting the internal loss multiplier {ILM) at 1—or allow flexibility to use an
ILM less than 1 if the parent can under home country rules—and exclusion from the Business
Indicator Component of income from inter-affiliate services and other transfer pricing
requirements concerning services provided to unconsolidated affiliates.

Among the lIB’s other specific recommendations for the Basel il Endgame proposal are the
following:

e The agencies should not make the proposed changes to the numerator calculations for
all Category H-1V institutions—except for the AOC! change. Internationally
headquartered banks are negatively and disproportionately affected by the proposed
changes for Category Il, Il and IV institutions, which include (a) the removal of the AOCI
opt-out, reversing the change made in the 2019 tailoring rule, and (b) a number of
deductions from capital that mirror those currently required of Category | and H firms,
including for mortgage servicing assets and temporary difference deferred tax assets.
The agencies estimate that internationally headquartered banks in Category Il will face
a 13.2% increase in their CET1 requirements and 9.7% increase in leverage capital
requirements as compared to 4.6% and 3.8%, respectively, for domestic firms in
Category lil.

e Internationally headquartered banks and their subsidiaries should not be subject to the
increased complexity and administrative burden of additional required RWA calculations
in the United States for no clear purpose and no commensurate benefit. Under the
proposal, internationally headquartered banks would be required to move from one
U.S. regulatory capital calculation {the U.S. standardized approach) to three U.S.
regulatory capital calculations (the U.S. standardized approach, the ERBA, and a second
standardized market risk calculation to establish an “output floor” for market
risk}. These U.S. calculations are on top of an international bank’s measuring its U.S.
operations’ contribution to a home country version of the standardized approach for
home country output floor compliance purposes and home country implementation of
modeled approaches. This would result in {HCs becoming subject to at least five
different calculations. The serious burden this would create may lead some to reduce
their U.S. operations or exit certain business lines to reduce compliance costs.

In a joint trade association letter, the 1IB also urged the banking agencies to correct a serious
flaw in the GSIB Surcharge proposal, which purports to move nine internationally
headquartered banks up categories without analysis or explanation. While the IIB believes that
the re-tiering may be the result of a calculation error, the IIB finds it concerning that the
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agencies found this outcome acceptable, especially given the lack of data supporting this
decision.

“If this re-tiering of international banks is the Federal Reserve’s intended result, then this
outcome signals a severe miscalibration of the GSIB Surcharge Proposal and the CJA [cross-
jurisdictional activity] risk-based indicator, and a specific targeting of international banks for
more stringent regulation without any policy rationale,” the comment letter reads. “If this
result were intended, then the cause of the re-tiering would need to be reproposed, as the
Federal Reserve would need to substantiate this result with much more than it has provided in
the Proposal. IIB, BPl and our members believe, however, that there is one significant error in
the Proposal and in the related Form FR Y-15 revisions that is likely the cause of this projected
change in tiering of international banks.”

In addition, the associations urged the agencies to eliminate derivatives from the CJA indicator
in the final rule. Consistent with the broader lack of analysis, the changes to derivatives—an
important risk management tool for international banks—were included without any rationale
and only four years after the changes in the 2019 Final Tiering Rule.

“Extra care is required when creating standards that may discourage the use of derivatives for
risk management purposes,” the comment letter reads. “Derivatives, particularly those used by
international banks’ U.S. operations, facilitate enterprise-wide risk management on a cross-
border basis, and discouraging derivatives activity would create impediments to efficient risk
management. In general, supervision and regulation of enterprise-wide risk management tools
should be the primary responsibility of home country regulators.”

We hope policymakers will address the lIB’s serious concerns with the recent capital proposals
because internationally headquartered banks are an integral part of the competitive landscape
of the U.S. financial system. For example, 1IB members hold more than $4 trillion in assets
across the United States, employ approximately 200,000 people in the United States, represent
more than half of U.S. primary dealers {55%), and make more than 40 percent of all commercial
and industrial loans in the United States. Further, these institutions are often the primary
facilitator of foreign direct investment in the United States.

The 1IB appreciates the work of the Committee and its commitment to ongoing oversight of the
federal banking agencies. We urge the Committee to redouble its focus on ensuring
congressional mandates, such as the principle of “national treatment,” are acknowledged and
respected in the regulations promulgated by the federal banking agencies. We look forward to
working with Congress as these efforts continue.
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@Congress of the Mnited States
aslington, AC 20515

November 14, 2023

The Honorable Michael S. Barr The Honorable Rohit Chopra

Vice Chairman for Supervision Director

Board of Governor of the Federal Reserve System Consumer Financial Protection Bureau
20" Street and Constitution Avenue, NW 1700 G Street, NW

Washington, DC 20551 Washington, DC, 20552

The Honorable Martin Gruenberg The Honorable Michale Hsu
Chairman Acting Comptroller of the Currency
Federal Deposit Insurance Corporation The OCC

550 17™ Street, NW 400 7" Street, SW

Washington, DC 20429 Washington, DC 20219

Dear Vice Chair Barr, Chairman Gruenberg, and Acting Director Hsu, Director Chopra,

We are writing to express our concerns over pending rulemakings governing products and
services offered to customers of financial services firms. Over the last three years, the prudential
banking regulators (the Board of Governors of the Federal Reserve, the Office of the Comptroller of
the Currency, and the Federal Deposit Insurance Corporation), along with the Consumer Financial
Protection Bureau, (collectively “Agencies™) have pursued rulemaking activity with far-reaching
unintended consequences with no end in sight'. It is critical that these proposals and actions are not
seen in a vacuum and the full scope of their total impact on financial institutions be assessed. It is
vital that we mitigate any harm to consumers’ access to credit and negative effects on our financial
markets.

The collective impact of the Biden’s Administration’s financial regulatory rulemaking is
staggering. The recently released Basel 111 rule is more than 1,000 pages long. Furthermore, nowhere
in these proposals do the Agencies provide any indication that they have considered the aggregate
effect of these various proposals on the ability of financial institutions to serve their customers and
to support economic growth.

In February, the Bureau proposed a rule on a banks’ ability to offer products and services in
the communities they serve, including low-and-moderate income (“LMI™) areas. There is no
evidence that the Agencies have weighed the possible effect of substantially lowering the safe harbor
for credit card late fees. Additionally, the Agencies must assess the impact of any late fee rule on
banks’ new Community Reinvestment Act (“CRA”) obligations, as well as the combined effect of
increased capital requirements on small businesses’ access to capital included in the Basel 111
Endgame proposal released by the Federal Reserve.
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Additionally, the Basel proposal will profoundly affect banks’ business strategies, including
how they structure and operate their CRA programs. For example, the proposed capital rules would
reduce incentives to engage in mortgage lending, which is central to the CRA programs of many
banks.” Under the capital proposal, regulators would apply risk weights that could negatively impact
mortgage loans. Many banks offer low down payment mortgages as a means of meeting the credit
needs of LMI families. If history repeats itself, the new capital rules could push mortgage lending
away from traditional sources, similar to what happened after the Dodd-Frank Act was signed into
law.

Lastly, the Basel proposal would increase both cost and access to capital for small businesses
and the consumers they serve. Coupled with continued rising interest rates and a tighter lending
environment, small businesses will continue to see their access to capital squeezed, Raising capital
requirements for banks across the country and changing the risk weights for these small businesses
will not only deter lending to Main Street but could stifle new lending.

These are just a few of the many instances where the current slate of regulators has failed to
grasp the implications one rule has across the banking ecosystem. Given the enormity of the impact
that these proposals could have on the availability of credit to consumers, it is imperative that the
Agencies immediately pause all rulemakings until the collective impact of these policy shifts can be
assessed. We ask that you immediately engage in a multi-agency, comprehensive cost-benefit
analysis to better understand the interaction of all these proposals and their potential aggregate
impact on consumers. Only then, should the Agencies reopen any proposals, or reissue for comment
any final rules.

Addressing these concerns is essential to ensure that every consumer has access to needed
financial products and services, especially given the economic challenges facing hard working
Americans. We appreciate your attention to this important matter.

Sincerely,

h._

Daniel Meuser
Member of Congress

Member of Congre:

Ul J Y s

Alex Mooney
Member of Congress

Family Mortgage Lending | Urban Institute.,
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Questions for the Record
Baer

Representative Bill Huizenga:

Thank you, Chairman Barr, for holding this hearing and for allowing me to waive on this
morning.

Over the last three years, the prudential banking regulators, along with the CFPB (the Agencies)
have pursued rulemaking activity with far-reaching unintended consequences with no end in
sight.

To put it mildly, this Administration’s financial regulatory rulemaking is staggering.

Furthermore, nowhere in these proposals do the Agencies provide any indication that they have
considered the aggregate effect of these various proposals on the ability of financial institutions
to serve their customers and to support economic growth.

We see this with the current SEC Chair... Chair Gensler has created layers upon layers of
regulation, without a thought about how each one would interact with one another.

And in many instances, the courts have rightfully said that they went too far, that they didn’t
follow the necessary steps under the Administrative Procedure Act or effectively consider a cost-
benefit analysis.

It is critical that these proposals and actions are not seen in a vacuum and the full scope of their
total impact on financial institutions be assessed. It is vital that we mitigate any harm to
consumers’ access to credit and negative effects on our financial markets.

Whether it is a CFPB proposal that would limit a banks' ability to offer products and services in
the communities they serve, including low-and-moderate income areas or the Basel III proposal,
that will impact the 80 plus banks headquartered in my home state of Michigan and the over 300
billion dollars in deposits they hold... the current slate of regulators have failed to grasp the
implications one rule has across the banking ecosystem.

Mr. Chairman, I’d like to enter into the record a letter that was sent to the Fed, FDIC, CFPB, and
OCC from myself, Congressmen Mooney, and Meuser on this topic?

Greg Baer

Mr. Baer, do you believe that it is imperative that the Agencies (the ones I just mentioned)
immediately pause all rulemaking until the collective impact of these policy shifts can be
assessed?

Do you believe in a multi-agency, comprehensive cost-benefit analysis to better understand the
interaction of all these proposals and their aggregate impact on consumers?
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Questions for the Record
Baer

Representative Scott Fitzgerald:

The Basel III Endgame Proposal includes many provisions, one of which is the securitization
framework. As you know, securitization is an important source of funding for U.S. consumer and
business lending, with over $1.5 trillion of asset-backed securities issued in 2023 alone.

Are you concerned about how the increased regulatory capital requirements within the
securitization framework will affect securitization markets and the cost and availability of credit?

Representative Brad Sherman:

Within our current capital rule framework exists what is known as the p-factor, which determines
the “securitization surcharge,” or the additional capital required for a pool of assets when held in
securitized form. The Basel 1II Endgame proposed rulemaking doubles this securitization
surcharge. Can you discuss what increasing the p-factor will do to the securitization market and
overall access to credit?

Ranking Member Maxine Waters
Mr. Greg Baer

1. Which of the following options best describes your self-identified race? (you may choose
more than one)

a. ‘White or Caucasian

b. Black or African American

c. Hispanic/Latinx

d. Asian

e. Middle Eastern/North African

f. Choose not to answer

g Prefer to self-describe (please specify)
2. Which of the following options best describes your gender identity?

a. Woman

b. Man

C. Non-binary

d. Transgender Man

e. Transgender Woman

f. Choose not to answer

g Prefer to self-describe (please specify)
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March 15, 2024

The Honorable Patrick McHenry

Chair, House Financial Services Committee
2129 Rayburn House Office Building
Washington, DC 20515

Dear Chairman McHenry,

Attached are my responses to the Questions for the Record submitted following the hearing held by
the House Financial Services Subcommittee on Financial Institutions and Monetary Policy held on
January 31, 2024 titled “Rules Without Analysis: Federal Banking Proposals Under the Biden
Administration.”

Huizenga Question #1

Yes. Many of these rulemakings, including the Basel Ill endgame and the long-term debt
proposals, suffer from insufficient individual cost benefit analysis. Forinstance, the
agencies need to conduct a more in-depth analysis to quantify the costs and benefits of the
Basel proposal, such as the approach conducted by the Bank of England. Ina nutshell, the
Bank of England's approach is to model the banks' responses to the changes in regulation,
assess how changes in bank behavior affect the cost of financial services provided by
banks, and determine how those changes affect the stability of the banking sector.

In addition, the agencies also fail to consider the effect that these various proposals will
have with each other, especially as they are all being proposed at the same time. For that
reason and others, | believe that the collective impact of all these various regulatory
initiatives should be studied and considered before moving forward with action that could
hamper and restrict the flow of capital throughout our economy via the banking system.

This collective consideration seemed to be the goal originally of the “holistic review” on
capital that Vice Chair for Supervision Michael Barr has mentioned multiple times leading
up to the various rules’ proposals. However, as he confirmed in testimony before
Congress, no document reflecting the conclusions of such review actually exists. Given the
absence of any public release evidencing such comprehensive review, regulators should
pause and consider both how these regulatory actions interact with each other but also
better understand how they will affect the provision of credit throughout the economy.

For further reading on the insufficient or inaccurate cost benefit analysis of these
rulemakings, please consider https://bpi.com/the-trillion-dollar-omission-in-vice-chair-
barrs-cost-analysis/ and https://bpi.com/the-long-term-debt-proposal-and-bank-
profitability/

Huizenga Question #2
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Yes. Having multiple agencies participate in a cost-benefit analysis to understand how
these rulemakings together impact consumers is critical, as various rulemakings from
multiple agencies ultimately consider these items separately in a vacuum. For instance,
the CFPB'’s credit card late fee rule as well as the Fed’s Reg Il proposal will limit access for
credit card and checking account financial products for low and moderate-income
households at the same time that the Federal Reserve’s Basel lll endgame proposal will
make high LTV mortgages more expensive and difficult to obtain for this same group.

The Bank Policy Institute, American Bankers Association and Consumer Bankers
Association recently submitted a letter to U.S. Treasury in response to a request for
information on financial inclusion raising concerns that many recent regulatory proposals
would harm financial inclusion and access to low cost financial products, including the
Basel endgame capital rules, changes to Reg I, the CFPB's credit card late fees cap and
updates to the Community Reinvestment Act, among others.

Fitzgerald Question #1

Securitization is an important source of funding for U.S. consumer and business lending,
including corporate loans, commercial and residential mortgage loans, credit cards, and
auto loans. Banks play an important role in the securitization market, which helps them
manage their own credit risks and extend additional credit throughout the U.S. economy
while requiring lower interest rates on loans for their own customers. Unfortunately, the
Basel lll proposal goes far beyond the securitization framewaork proposed in other
jurisdictions, such as the EU and UK, and would increase the capital requirements for
securitizations by about 35 percent for the largest banks. This is particularly inappropriate
for securitizations that meet criteria indicating they pose less complex credit risk concerns.
In some cases, the combination of the new risk weights for securitization exposures and
the stress tests would result in capital requirements that exceed the value of the underlying
asset itself. Overall, the proposed changes to the securitization framework would reduce
banks’ capacity to hold these exposures and ability to make markets and therefore
negatively affect cost and availability of this important source of funding for consumers and
businesses.

Sherman Question #1

As you mention, increasing the securitization surcharge (or p factor) would further increase
the capital required for a pool of assets that are held in securitized form. Doubling the
securitization surcharge, which is what Basel lll endgame proposes to do, would make
these securitization exposures even more costly and much less risk-sensitive than the
current framework, and unfortunately the proposal contains no explanation or analysis for
this proposed increase. As a result, the capital charges banks could face from participating
in securitizations could cause them to retreat from this market and reduce their
securitization exposures, which is an important source of funding for U.S. consumer and
business loans with $1.5 trillion securities issued in 2023 alone.

Waters Question #1



- a. White or Caucasian
Waters Question #2

- b.Man

Sincerety,

Greg Baer
CEO and President
Bank Policy Institute
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Bryan Bashur Responses to Questions for the Record

Subcommittee on Financial Institutions and Monetary Policy of the House Committee on
Financial Services

“Rules Without Analysis: Federal Banking Proposals Under the Biden Administration™
January 31, 2024
Representative Brad Sherman:

Within our current capital rule framework exists what is known as the p-factor, which determines
the “securitization surcharge,” or the additional capital required for a pool of assets when held in
securitized form. The Basel 111 Endgame proposed rulemaking doubles this securitization
surcharge. Can you discuss what increasing the p-factor will do to the securitization market and
overall access to credit?

Answer: The higher p-factor will reduce liquidity in the securitization market. The higher capital
charge will disincentivize banks from adding exposure to securitizations. This could drastically
reduce liquidity in the secondary market for auto loans, mortgages, student loans, and credit
cards. Without a robust secondary market, banks will be less likely to originate these common
consumer loans. As a result, access to credit would decline. The p-factor was doubled in an
arbitrary manner without any substantive explanation or thorough cost-benefit analysis.
Moreover, the increase in the p-factor fails to take into consideration the varying riskiness of
different types of underlying collateral. So, the p-factor treats credit card debt and commercial
paper as equally risky.

Representative Scott Fitzgerald:

The Basel 11T Endgame Proposal includes many provisions, one of which is the securitization
framework. As you know, securitization is an important source of funding for U.S. consumer and
business lending, with over $1.5 trillion of asset-backed securities issued in 2023 alone.

Are you concerned about how the increased regulatory capital requirements within the
securitization framework will affect securitization markets and the cost and availability of credit?

Answer: Yes, | am concerned that the increased capital requirements for securitizations will
reduce liquidity in the secondary market for popular consumer products, such as auto loans,
mortgages, credit cards, and student loans. A less liquid secondary market will deter banks from
wanting to originate these loans. Ultimately, this would reduce the amount and volume of these
consumer loans throughout the U.S. The proposed rule arbitrarily doubles the p-factor for
securitizations. This penalizes all types of securitizations, regardless of the underlying risk of the
collateral. Additionally, banks would have to consider what the operational risk charges might be
for any securitization exposures. This could further deter a bank from wanting to expose their
operations to securitizations. Ultimately, credit access will decline.
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Ranking Member Maxine Waters
Mr. Bryan Bashur

1. Which of the following options best describes your self-identified race? (you may choose
more than one)

White or Caucasian

Black or African American

Hispanic/Latinx

Asian

Middle Eastern/North African

Choose not to answer

Prefer to self-describe (please specify)

N kWD~

Answer: White or Caucasian

2. Which of the following options best describes your gender identity?
Woman

Man

Non-binary

Transgender Man

Transgender Woman

Choose not to answer

Prefer to self-describe (please specify)

N kW~

Answer: Man
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Responses of Jeremy C. Kress
Assistant Professor of Business Law
University of Michigan Stephen M. Ross School of Business
Before the U.S. House of Representatives Committee on Financial Services
Subcommittee on Financial Institutions and Monetary Policy
“Rules Without Analysis: Federal Banking Proposals Under the Biden Administration”
Hearing Date: January 31, 2024
Written Response Date: March 29, 2024

Chairman Andy Barr

1.

You stated in your testimony that the so-called Basel III Endgame proposal would only
increase the cost of lending by 3 basis points, citing an estimate by the Federal Reserve’s
Vice Chair for Supervision, Michael Barr. Since the Vice Chair announced that number,
research has shown that it excludes the impact of lending on over $1 trillion in operational
risk assets that are newly created under the proposal. Do you stand by the 3-basis point
estimate and, if so, why?

[Clarification sent on March 29, 2024}: While it appears that you did not explicitly cite the
3-basis-point increase in the cost of lending, 1 believe that you did state: “The pending Basel
I Endgame rules will foster, not threaten, credit availability as most of the proposed capital
increase is associated with large banks’ trading and fee-generating businesses, not their
lending activities, and the risk weights for many categories of traditional loans will actually
decrease under the proposal.” Can you please clarify what impact you think the proposed
rule would have on lending? Furthermore, can you please respond to the assertion that for
certain lending such as credit card lending this increase could be rather substantial and
would impact consumers ability to access certain types of lending.

Response: As I stated in my testimony, strong capital requirements like those in the Basel
11l Endgame proposal promote long-term credit availability. Better capitalized banks lend
more during economic and financial stress, precisely when households and businesses need
credit the most.! As recent U.S. experience demonstrates, strong bank capital levels are
consistent with sustained credit creation and economic expansion. Indeed, the Dodd-Frank
Act and initial Basel I1I capital rule were enacted during what became the longest U.S.
expansion on record.

As I also noted in my testimony, most of the capital increase in the Basel IIl Endgame
proposal is associated with large banks’ trading and fee-generating businesses, not their
lending activities. The agencies’ impact analysis shows that the proposed increase in risk-
weighted assets associated with trading activity is more than double the proposed increase

1 See, e.g., Tumer Kapan & Camelia Minoiu, Balance Sheet Strength and Bank Lending: Evidence From the
Global Financial Crisis, 92 J. BANKING & FIN. 33, 35 (2018) (“Banks that held more tangible common equity,
either in absolute terms or in excess of the regulatory standard, reduced lending less than other banks with similar
exposure to shocks.™).
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associated with lending.2 To the extent that the largest banks optimize their balance sheets to
reduce the proposal’s capital impact, those adjustments could result in a relatively greater
focus on lending. As Bank Policy Institute CEO Greg Baer stated, “Clearly, under the
proposal, the best thing you could do is be a bank that all it does is make loans.”

With respect to credit card lending, the Basel If Endgame proposal would reduce the credit
risk-weights applicable to certain retail exposures, such as credit cards.* Thus, the marginal
risk-weighted assets (including the interest income-related part of operational risk-weighted
assets) attributable to retail exposures such as credit cards would decline under the proposal,
according to the agencies’ estimates.’

You state in your testimony that over the past 15 years, policymakers have
“repeatedly” provided public backstops to banks. Could you identify those repeated
instances, and how higher capital would have prevented that from happening?

Response: As I stated in my testimony, over the past 15 years, policymakers have repeatedly
provided public backstops to banks, either directly or indirectly, through Federal Reserve
lending facilities, fiscal support measures, and equity injections. For example, during the
2008 crisis, the U.S. Treasury Department made $245 billion in equity investments in banks
and other financial institutions under the Troubled Asset Relief Program (TARP).6
Concurrently, the Federal Reserve created numerous emergency lending facilities that
propped up banks and financial markets. The Federal Reserve revived many of these
facilities a decade later, at the outset of the Covid-19 pandemic. Alsoin 2020, Congress
established fiscal support programs, including the Paycheck Protection Program, that
shielded banks from as much as $300 billion in loan losses that otherwise would have
depleted their capital.” Just a few years later, the Federal Reserve created the Bank Term
Funding Program (BTFP) in 2023 to backstop the banking system following the failures of
Silicon Valley Bank and Signature Bank.®

Had policymakers required banks to fund themselves with more equity, many of these public
backstops would not have been necessary. For example, one study concluded that if capital
requirements had been just 3 percent higher in the lead-up to the 2008 crisis, the TARP

2 Regulatory Capital Rule: Large Banking Organizations and Banking Organizations with Significant Trading
Activity, 88 Fed. Reg. 64028, 64169-70 (proposed Sept. 18, 2023) [hereinafter Proposed Rule].

3 Capital Wrap: A Roundup From Capitol Account’s Basel Endgame Fvent, CAPITOL ACCOUNT (Oct. 27, 2023),
https://www.capitolaccountde.com/p/capital-wrap-a-roundup-from-capitol.

4 See Proposed Rule, supra note 2, at 64051-53.

3 See id. at 64170.

6 See Paul Kiel & Dan Nguyen, Bailout Tracker. PROPUBLICA, https:/projects.propublica.org/bailout/.

" Ron J. Feldman & Jason Schmidt, Government Fiscal Support Protected Banks from Huge Losses During the
COVID-19 Crisis, FED. RSRV. BANK OF MINNEAPOLIS (May 26, 2021), https://www.minncapolisfed.org/article/
2021/government-fiscal-support-protected-banks-from-huge-losses-during-the-covid-19-crisis.

& The BTFP not only helped protect banks from a system-wide run, it also created a lucrative arbitrage opportunity
for banks that took advantage of its below-market interest rates, See Steve Goldstein, Fed Is Shutting Down 8161
Billion Facility That Banks Had Arbitraged, MARKETWATCH (Jan. 25, 2024), https://www.marketwatch.com/
story/fed-shutting-funding-program-ends-an-increasingly -popular-arbitrage-for-banks-30f0d455.
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capital injections could have been avoided.® Likewise, if banks had been required to
recognize losses on investment securities in their capital, the Federal Reserve’s backstop in
2023 may not have been required.

Moreover, as I noted in my testimony, stronger capital requirements help counter the poor
incentives that these rescues have fostered. The repeated public backstops over the past 15
years have created an expectation that the federal government will step in to bail out banks
the next time a crisis hits. This expectation, in turn, exacerbates moral hazard, excessive
risk-taking, and implicit “too-big-to-fail” subsidies. Strong capital requirements are therefore
needed to ensure that large banks maintain capital cushions commensurate with their risk-
taking, rather than relying on public backstops.

In response to a question during the hearing, you agreed that in light of the bipartisan
Economic Growth, Regulatory Relief and Consumer Protection Act (S. 2155), Silicon
Valley Bank held 2 percent less capital than it otherwise would have. What is your basis for
this estimate? Why do you believe that an additional 2 percent of capital would have made a
difference for the bank facing a bank run, and thus that S. 2155 was a proximate cause of its
failure?

Response: In the absence of 5.2155 and the Federal Reserve Board’s “tailoring” rules,
Silicon Valley Bank (SVB) would have been subject to the advanced approaches capital
framework, including the requirement to recognize unrealized gains and losses on available-
for-sale (AFS) securities in its common equity tier 1 capital.

In its retrospective review of the supervision and regulation of SVB, the Federal Reserve
Board determined that recognizing unrealized gains and losses on AFS securities would have
reduced SVB’s capital by $1.9 billion and would have resulted in a reduction in its common
equity tier 1 capital ratio from 12.1 percent to 10.4 percent as of year-end 2022,

Although it is not possible to say definitively that this additional capital would have
prevented SVB’s collapse, an additional $1.9 billion of capital would have required SVB
shareholders to internalize more of the costs of its failure, rather than externalizing those
costs on the Deposit Insurance Fund.

In response to a question during the hearing, you agreed that under the so-called Basel I1I
Endgame proposal, capital requirements would rise by 2 percent. Could you please provide
documentation of the basis for your agreement?

[Clarification sent on March 29, 2024]: This is referencing the exchange at approximately
the 2:19:45 mark when you appeared to agree with Ranking Member Waters premise that,

9 See David Aikman, Jonathan Bridges, Anil Kashvap & Caspar Siegert, Would Macroprudential Regulation Have
Prevented the Last Crisis?, 33 J. ECON. PERSPS. 107, 117 (2019) (“Had a countercyclical capital buffer of 3 percent
been built-up in the run-up to the crisis, it would bave, in effect, brought the capital raising that ultimately proved
necessary forward in time, substituting public provision of capital for private sector resources.”).

19 Bp, oF GOVERNORS OF THE FED. RSRV. SYs., REVIEW OF THE FEDERAL RESESRVE'S SUPERVISION AND
REGULATION OF SILICON VALLEY BANK 89 (2023), https://www federalreserve. gov/publications/files/svb-review-
20230428 pdf.
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“And now we have others who wish to ignore what our regulators are saying and not go
along with Basel 1II Endgame that says we must have 2 percent more capital. I don’t
understand it. Do You?” To which you responded “No, ma’am.” Just to clarify, do you
believe that the Basel 11 Endgame proposal will require that banks must have 2 percent
more capital, or do you believe that to be an inaccurate estimate?

Response: In responding to Ranking Member Waters’ question, I understood her to be
referring to the additional 2 percent of common equity tier 1 (CET1) capital that SVB would
have needed in order to maintain the same CET]1 ratio if it had been required to recognized
unrealized gains and losses on AFS securities. (See my response to Question #3.) 1
concurred with Ranking Member Waters’ assessment because the Basel Il Endgame
proposal would require Category II and IV banks like SVB to recognize unrealized gains
and losses on AFS securities in their CET1 capital '

Your testimony states that banking agencies are not subject to any cost-benefit analysis
requirement. What legal standard do you believe is applicable to the federal banking
agencies in imposing a capital standard? Is your view that banking agencies are subject to
no standard and therefore are exempt from the requirements of the Administrative Procedure
Act and any judicial review of their decisions, and that Congress has effectively delegated
standard-less and unreviewable authority to them to establish whatever standards they
choose?

Response: As I stated in my testimony, the federal banking agencies are subject to the
Administrative Procedure Act (APA), which requires that they engage in “reasoned decision
making "2 To satisfy this standard, the agencies must “examine the relevant data and
articulate a satisfactory explanation for [their] action including a ‘rational connection
between the facts found and the choice made.””!* However, the APA does not require the
agencies to perform a quantitative cost-benefit analysis.'* Further, as independent agencies,
the banking agencies are not subject to Executive Orders that require quantitative cost-
benefit analysis. This exclusion makes sense: quantifying the benefits of a banking crisis
averted is a nearly impossible task.!® In sum, while the banking agencies are subject to the
APA’s procedural requirements, they are not required to perform a quantitative cost-benefit
analysis.

In response to a question during the hearing, you responded that when Secretary Yellen
stated that the banking system was well capitalized, she was referring only to a legal
definition of 10% of risk-weighted assets and did not mean to convey any meaning beyond
that. Reviewing her past statements, what is your basis for that assertion?

1! See Proposed Rule, supra note 2, at 64036.

12 Motor Vehicle Mfrs. Ass'n of U.S., Inc. v. State Farm Mut. Auto. Ins. Co., 463 U.S. 29, 52 (1983).

13 7d. at 43 (quoting Burlington Truck Lines v. United States, 371 U.S. 156, 168 (1962)).

14 See Vill. Of Bartington v. Sutface Transp. Bd., 636 F.3d 650, 670-71 (D.C. Cir. 2011); see also Am. Textile
Mfrs. Inst.. Inc. v. Donovan, 452 U.S. 490, 510 (1981) (“When Congress bas intended that an agency engage in
cost-benefit analysis, it has clearly indicated such intent on the face of the statute.”).

1% See John C. Coates 1V, Cosi-Benefit Analysis of Financial Regulation: Case Studies and Implications, 124 YALE
L.J. 882, 906-69 (2015); Jeffrey N. Gordon, The Empty Call for Benefit-Cost Analysis in Financial Regulation, 43
J LEGAL STUD. 8351, 8§373-75 (2014).
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Response: I do not know Secretary Yellen’s intent when she made her past statements. As |
stated at the hearing, it is true that the U.S. banking system is well capitalized, in that bank
holding companies in the aggregate maintain total risk-based capital above 10 percent and
tier 1 risk-based capital above 6 percent.'® However, the fact that banking organizations
generally satisfy this legal definition does not mean that this capital threshold, which was
established in 1997, is optimal for the types of activities and level of risk-taking in which
financial conglomerates now engage, almost three decades later.!”

Representative Brad Sherman:

Within our current capital rule framework exists what is known as the p-factor, which
determines the “securitization surcharge,” or the additional capital required for a pool of assets
when held in securitized form. The Basel III Endgame proposed rulemaking doubles this
securitization surcharge. Can you discuss what increasing the p-factor will do to the
securitization market and overall access to credit?

Response: The p-factor is one of many inputs involved in calculating the risk-weight for a
securitization exposure under the banking agencies’ capital rules. The Basel 111 Endgame
proposal would relax several of the inputs in the securitization framework. For example, the
proposal would reduce the risk-weights for many assets that underlie securitizations, which
would be reflected in lower values of the K¢ variable in the securitization framework. In
addition, the proposal would reduce the risk-weight floor for many securitization exposures.
The proposed changes to K and the risk-weight floor would generally depress capital
requirements for securitization exposures. Thus, the agencies did not propose to calibrate the p-
factor in isolation. Rather, the proposed increase in the p-factor would help ensure that the other
changes to the securitization framework do not inappropriately reduce capital requirements for
securitization exposures that can pose risks to banking organizations and the broader financial
system, as the 2008 financial crisis vividly demonstrated.

Representative Scott Fitzgerald:

The Basel Il Endgame Proposal includes many provisions, one of which is the securitization
framework. As you know, securitization is an important source of funding for U.S. consumer
and business lending, with over $1.5 trillion of asset-backed securities issued in 2023 alone.
Are you concerned about how the increased regulatory capital requirements within the
securitization framework will affect securitization markets and the cost and availability of
credit?

Response: The securitization market can help promote funding for consumer and
business lending. As the 2008 financial crisis demonstrated, though, securitization
can also pose risks to banks and the broader financial system. When establishing

1612 C.FR. §225.2(r)1).
37 See Bank Holding Companies and Change in Bank Control (Regulation Y), 62 Fed. Reg. 9290 (Feb. 28, 1997).
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risk-weights for securitization exposures, the banking agencies balance the dual
objectives of (1) promoting credit availability, and (2) ensuring that banks maintain
sufficient capital to withstand potential losses on such exposures.

Ranking Member Maxine Waters:

Professor Jeremy Kress

1. Which of the following options best describes your self-identified race? (you may
choose more than one)
a. White or Caucasian
b. Black or African American
c. Hispanic/Latinx
d. Asian
e Middle Eastern/North African
f. Choose not to answer
g Prefer to self-describe (please specify)
2. Which of the following options best describes your gender identity?
a. Woman
b. Man
c. Non-binary
d. Transgender Man
e Transgender Woman
f. Choose not to answer
g Prefer to self-describe (please specify)
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