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STRESS TESTING: WHAT’S INSIDE 
THE BLACK BOX? 

Wednesday, June 26, 2024 

U.S. HOUSE OF REPRESENTATIVES, 
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS 

AND MONETARY POLICY, 
COMMITTEE ON FINANCIAL SERVICES, 

Washington, DC. 
The subcommittee met, pursuant to notice, at 2:04 p.m., in room 

2128, Rayburn House Office Building, Hon. Andy Barr [chairman 
of the subcommittee] presiding. 

Present: Representatives Barr, Posey, Luetkemeyer, Williams of 
Texas, Loudermilk, Rose, Fitzgerald, Kim, De La Cruz, Foster, 
Sherman, Scott, Green, Beatty, Vargas, Casten, and Pressley. 

Chairman BARR. The committee will now come to order. 
Without objection, the chair is authorized to declare a recess of 

the committee at any time. 
This hearing is titled, ‘‘Stress Testing: What’s Inside the Black 

Box?’’ 
Without objection, all members will have 5 legislative days with-

in which to submit extraneous materials to the chair for inclusion 
in the record. 

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

HON. ANDY BARR, CHAIRMAN OF THE SUBCOMMITTEE ON FI-
NANCIAL INSTITUTIONS AND MONETARY POLICY, A U.S. 
REPRESENTATIVE FROM KENTUCKY 

When done right, stress testing can be beneficial to banks, con-
sumers, and the financial system. Stress tests demonstrate to ev-
eryone that the U.S.’ largest banks are well capitalized, resilient, 
and capable of functioning and lending throughout the economic 
cycle but for all these benefits to flow from stress tests, the tests 
must be credible, with transparency and accountability. 

Instead of running stress tests in an open and accountable man-
ner subject to public scrutiny, the Federal Reserve cloaks the stress 
test under a veil of secrecy. This is no legal basis for the secrecy, 
and the perceived benefits of secrecy are illusory at best. 

No one disputes that the stress tests are used in binding capital 
requirements, including the stress capital buffer, and can be used 
to restrict banks from paying dividends. The stress tests, including 
the scenarios and models, must be subject to the notice and com-
ment rulemaking process. 
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I am certain that we will hear from our colleagues on the other 
side of the aisle that key aspects of stress tests must remain secret 
and not subject to public comment. We will probably hear that 
banks will simply, ‘‘game the tests,’’ and that there is not enough 
time to take public comment on stress test scenarios. 

Even if these arguments were legally tenable, which they are 
not, they still do not carry water. As we will hear from our wit-
nesses, it is not clear that the banks could easily game the stress 
test, even if they wanted to and the Fed already has plenty of tra-
ditional supervisory tools to address gaming. More importantly, if 
disclosing models resulted in better stress performance without im-
proved risk profiles, this suggests there are material weaknesses in 
the models themselves rather than a problem with public disclo-
sure. 

It is critical that the Fed gets stress testing right and with grow-
ing politicization of the Federal banking agencies, it is possible that 
rogue officials pursuing political agendas could also game the tests 
by manipulating models and assumptions to obtain desired results 
for heightened capital requirements or reduce dividends. 

The stress tests have real world impacts: Banks make capital al-
locations based on how they think they will perform on stress tests. 
This means that banks are making decisions about how to lend 
based in part on how they think the Fed’s models will work, and 
that has massive ramifications for the real economy. Because 
banks are only making guesses, they must be more conservative 
with how they allocate their capital to ensure that they can easily 
pass the stress tests, regardless of the underlying models and as-
sumptions used. Again, this has real-world impact on the families, 
farmers and small businesses who rely on banks to access credit. 

Moreover, the stress tests impacts how much dividends banks 
can pay. It is important that banks can return their profits to 
shareholders as otherwise investors will not choose to invest in 
banks in the future. 

This hearing builds on the work that our committee has been 
doing in this Congress to improve the stress testing regime. This 
committee recently reported out my bill, the Bank Resilience and 
Regulatory Improvement Act, which would require that the Fed 
disclose the underlying models and assumptions used in the stress 
tests, and require that the Fed take public comment on each year’s 
stress testing scenarios. 

Of course, there is nothing keeping the Fed from fixing these 
problems on their own, but due to their continued unwillingness to 
do so, I applaud my colleagues for advancing this important piece 
of legislation. 

One final note, we have to also recognize and remember that 
stress testing and the way in which stress tests are conducted 
interface with the existing regulatory regimes that are out there. 
As the banking agencies are reviewing the proposal on Basel III 
Endgame, we must keep in mind how that can work cumulatively 
with any changes to stress tests, also the long-term debt rule. 
These requirements can pile up and the way in which they work 
and are interchangeable is very, very important, and so there is 
interplay among these regulatory and administrative decisions. 
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So I look forward to our witnesses and their testimony and shed-
ding at least a glimmer of light on these opaque processes. 

With that, I now recognize 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. 

HON. BILL FOSTER, RANKING MEMBER OF THE SUB-
COMMITTEE ON FINANCIAL INSTITUTIONS AND MONETARY 
POLICY, A U.S. REPRESENTATIVE FROM ILLINOIS 

Mr. FOSTER. Thank you, Chairman Barr. 
Thank you to our witnesses for joining us, particularly those of 

you who spent part of your life just trying to understand what be-
fell our economy in 2008 and how to keep it from happening again. 

In 2008 during the crisis, large U.S. banks faced a crisis of con-
fidence and its economic conditions continued to deteriorate, and 
the question came up just how much worse things could get. The 
outlook was dim at best, and action was needed to assure investors 
and the public that U.S. banks were capable of withstanding con-
tinued negative conditions in our economy. 

In 2009, regulators conducted simultaneous stress tests of the 19 
large U.S. banks to project their ability to continue should leading 
economic indicators continue to go downhill. By publishing the re-
sults of the stress tests and requiring banks to correct capital defi-
ciencies, these stress tests were a big part of what restored con-
fidence in large U.S. banks that they would be able to continue 
serving Americans if the crisis were to continue to worsen. 

This process is viewed as, almost universally, as a success. Led 
to the creation of the permanent stress testing regime that we now 
know today, with Congress requiring regular internal and super-
visory stress testing of large banks as part of the Dodd-Frank Act, 
but as stress testing has evolved, industry participants have peti-
tioned for greater transparency and predictability of stress tests 
from regulators, which has its pros and cons, which I hope we are 
going to have a thoughtful discussion of this in this hearing. 

Under the last administration, the Federal Reserve began pub-
lishing significantly more details regarding the design of stress test 
models and their methodology, including projected loss rates for 
certain types of loans. Despite the added transparency, industry 
participants and others would continue to advocate for closer to 
total transparency of stress test scenarios and models, both after-
wards and even prior to the stress tests. 

So academics and former Federal Reserve officials rightly cau-
tioned against this approach of total transparency, raising concerns 
that too much transparency and stress testing would allow finan-
cial institutions to game the stress test in various ways. 

When I first heard about the concept of stress test back in 2009, 
I thought that was a good idea and was impressed at how it 
worked, but I was also warned at the time that it is not a panacea. 
History gives us examples of the weaknesses of fully transparent 
stress tests. One relevant to this discussion is, in 2002, the Office 
of Financial Housing Enterprise Oversight administered what they 
called stress tests to Fannie Mae and Freddie Mac, which they 
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passed and which were not really viewed as a success in terms of 
diagnosing real problems they had. 

The agency did disclose all the comprehensive details about their 
stress testing model, including the scenarios, empirical specifica-
tions, and parameter estimates for public notice and comment. I do 
not think anyone or very few people appreciated not only the fra-
gility of asset valuations there but the correlations in those asset 
valuations. No one could anticipate, for example, that you would 
have a nationwide drop in housing prices and it was not reflected 
in the risks that the market priced into various complex financial 
devices that were put as a layer on top of housing finance. 

So complete transparency and limitations on the agency’s ability 
to update the model to reflect the changing economic conditions re-
duced the efficiencies of those tests, and we have to avoid that mis-
take here. In retrospect, the academic community has noted that 
these factors provide a very poor window into enterprises’ true risk 
exposures. 

Like I said, I hope for a really thoughtful discussion of the pros 
and cons of different kinds of transparency here. 

I yield back. 
Chairman BARR. The gentleman yields back. Thank you. 
Today we welcome the testimony of Sean Campbell. Mr. Camp-

bell is the chief economist and head of policy research at the Finan-
cial Services Forum. 

Francisco Covas. Mr. Covas is executive vice president and head 
of research at the Bank Policy Institute. 

Jonathan Gould. Mr. Gould is a partner at the Jones Day law 
firm. 

Greg Feldberg. Mr. Feldberg is a research director and research 
scholar and lecturer at Yale University. 

We thank each of you for taking time to be here today. 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. Campbell, you are now recognized for 5 minutes to give your 
oral remarks. 

STATEMENTS OF SEAN CAMPBELL, CHIEF ECONOMIST & 
HEAD OF POLICY RESEARCH, FINANCIAL SERVICES FORUM 

Mr. CAMPBELL. Chairman Barr, Ranking Member Foster, and 
members of the subcommittee, my name is Sean Campbell, and I 
am the chief economist at the Financial Services Forum, which rep-
resents the eight globally systemically important banks, or GSIBs, 
headquartered in the United States. I am a Ph.D. economist with 
nearly 14 years of experience at the Federal Reserve, where I was 
deeply involved in regulatory policies and stress testing develop-
ment critical to the stability of the U.S. financial system, particu-
larly following the 2008 financial crisis. The Forum appreciates the 
opportunity to testify today. 

Over the last 15 years, U.S. GSIBs have demonstrated their 
strength and resilience through rigorous and dynamic annual 
stress tests, holding significantly more capital compared to stress 
losses even under severe economic scenarios. Additionally, U.S. 
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GSIBs demonstrated their strength during recent real-life stress 
tests, supporting the economy during the coronavirus disease 2019 
(COVID–19) pandemic and fostering financial stability during re-
cent regional bank failures. 

An open and transparent regulatory process is a longstanding 
and well-accepted principle of good governance that provides the 
public with important information while also helping to ensure the 
public accountability of regulators. The stress testing framework, 
however, lacks transparency compared to other regulatory meas-
ures, like the risk-based capital requirements that are currently 
undergoing a public and transparent notice and comment process. 

Stress test opacity limits public understanding and hinders the 
broader discussion necessary to improve the stress testing process 
and mitigate any negative side effects for the broader economy. 

Transparency is essential to promoting an effective and efficient 
banking system. Importantly, available research indicates that 
stress tests have clear impacts on credit allocation in the U.S. econ-
omy and, in some instances, can lead to reduced lending in areas, 
such as small business and healthcare. 

As is the case for all other risk-based capital requirements, 
banks need to understand the regulatory rules to which they are 
subject to make informed decisions. Stress testing opacity forces 
banks to make decisions based on incomplete data and information 
that hinders banks core function of stewarding financial resources 
to their most productive and efficient use. 

Greater transparency and stress testing would improve bank risk 
management and capital planning, while allowing for more in-
formed assessments by people across the economy of its impact on 
credit availability and facilitating greater economic growth. 

To be sure, the Federal Reserve does provide some limited disclo-
sures to the public. The provided disclosures, however, are gen-
erally broad and high level, without providing the type of pertinent 
information that would admit a serious and critical assessment of 
the stress tests. As an example, in describing its model for net in-
come, the Federal Reserve discloses that—and here I am quoting 
from the Federal Reserve’s public website—the specific macro-
economic variables that enter each regression model differ across 
equations and are chosen based on statistical predictive power and 
economic theory. 

To analogize, this is a bit like asking your grandmother for her 
secret chocolate cake recipe and being told, oh, dear, it is so simple, 
just mix some flower, eggs, butter, and other flavorings together 
and there you have it. 

Stress testing is the only major prudential requirement that does 
not provide the public with an open and transparent process. This 
lack of transparency is largely a vestige of the rapid approach that 
was taken to executing the initial round of stress tests in the midst 
of the financial crisis. Then, you need to quickly assure the public 
of bank strength and financial stability arguably outweighed the 
need for transparency. Fifteen years on, there is no compelling pub-
lic policy rationale to maintain a largely opaque approach to stress 
testing. 

Today’s approach should be broadly consistent with the public 
notice and comment standards applied to the rest of the bank regu-



6 

latory framework, which includes Basel III, the GSIB capital sur-
charge, and liquidity standards. Critically important is the fact 
that the results of the stress tests now feed into the annual stress 
capital buffers for each firm, functioning as a de facto regulatory 
requirement by directly augmenting required capital amounts and, 
in turn, the allocation of capital to individuals, companies, and im-
portant sectors of the economy. 

In conclusion, greater transparency in stress testing is essential 
to achieving a more effective, efficient, and resilient financial sys-
tem. Remedies that should be part of a broader public policy dis-
cussion should include, one, more formal engagement with the pub-
lic on setting hypothetical scenarios so regulators can gain insight 
to salient risks from a diverse set of viewpoints; two, requiring that 
stress test models be subject to the usual notice and comment proc-
ess that applies broadly to other prudential requirements; and 
three, requiring that the stress testing process be subject to a rig-
orous external audit that would make its findings known to the 
board and to the public to instill further confidence in the validity 
and robustness of the stress testing regime. 

Overall, aligning stress tests with the public process afforded 
other bank regulatory standards would help improve public trust, 
promote economic stability, and ensure that banks can support the 
economy to their fullest potential. 

Thank you, and I appreciate your questions. 
[The prepared statement of Mr. Campbell follows:] 
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Chairman BARR. The gentleman’s time has expired. 
Mr. Covas is now recognized for 5 minutes. 

STATEMENT OF FRANCISCO COVAS, EXECUTIVE VICE 
PRESIDENT & HEAD OF RESEARCH, BANK POLICY INSTITUTE 

Mr. COVAS. Chairman Barr, Ranking Member Foster, and sub-
committee members, thank you for the opportunity to testify today. 

My name is Francisco Covas, head of research at the Bank Policy 
Institute. We are a research and advocacy group supported by 
banks with over $100 billion in assets. Our membership spans a 
full range of banks under the Federal Reserve’s stress tests, so we 
are keen to testify today. 

The stress testing regime that underpins the capital framework 
for large banks consistently demonstrate that U.S. banks are well 
capitalized and can continue to support the economy during eco-
nomic downturns. Since 2020, stress tests results have been used 
to set the stress capital charge, effectively part of larger banks’ 
minimum capital requirements. 

We support using a stress capital buffer in overall capital re-
quirements. However, the lack of transparency in the Federal Re-
serve stress testing regime has significant economic costs that can 
adversely affect U.S. financial system and the broader economy. 
The opacity and inaccuracy of the Fed’s models create uncertainty 
for banks about the level of capital they are required to hold, lead-
ing to excess ‘‘uncertainty buffers’’ that reduce credit availability 
and decrease market liquidity. 

In my written testimony, I provide several examples that high-
light the inaccuracies and the volatility inherent in supervisory 
stress testing models used to determine the stress capital buffer. 

Year after year, we observe significant fluctuations in the stress 
capital buffer that often fail to reflect equitable changes in banks’ 
risk profiles. This disconnect can be attributed to various factors. 

First, the lack of granularity in the Fed’s revenue projections, 
which are prone to inaccuracies and volatility. Second, the Fed’s 
models consistently underestimate trading revenues during times 
of higher market volatility, a finding that runs counter to historical 
experience. Third, operational risk loss models have proven to be 
inaccurate, with projected losses increasing in the post-pandemic 
period despite the absence of the corresponding rates in real-world 
losses. Fourth, long lost models also tend to overestimate losses 
compared to banks’ internal projections, likely due to the Fed’s in-
ability to properly account for bank-specific factors. Fifth, 
compounding these issues is a flawed reconsideration process for 
appealing stress test results, which suffers from a lack of independ-
ence and transparency. 

It is also important to have notice and common on the scenarios 
used to calculate the stress capital buffer. Our analysis reveals that 
the 2024 stress scenarios divert significantly from historical experi-
ence and the Fed’s own guidance. Several macroeconomic variables 
in these scenarios are dramatically more severe than those ob-
served in previous U.S. recessions. 

Consider this example: In just the first quarter of the stress 
planning period, the severely adverse scenario in the year’s stress 
test assumes a decline in the house price index exceeding 15 per-
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cent, and this is not annualized. This projection far exceeds what 
we observed during the 2007, 2009 global financial crisis. Such an 
extreme scenario implies unprecedented shifts in other macro-
economic variables, including sharper initial increases in employ-
ment rate and steeper declines in short-term rates. The result, fi-
nancial institutions face considerably higher projected losses and 
lower revenues compared to prior severe recessions. 

Moreover, the calibration of the global markets are a component 
that applies to the largest banks and has become less transparent 
over time, so it is not clear what scenario the global markets 
(GMS) currently represents. 

In summary, increased transparency in the Fed’s stress testing 
regime is necessary to reduce uncertainty and promote a more effi-
cient financial system. U.S. banks are very well capitalized, but the 
current stress capital buffer framework suffers from excessive vola-
tility, inaccurate projections, and a flawed reconsideration process, 
leading to less lending and increased market liquidity. 

Moreover, the stress analysis violate the Fed’s own guidance, and 
that is significantly more severe than historical recessions. Allow-
ing public comment on scenarios and supervisory models would en-
able extensive review by experts, academics, and banks. This would 
increase transparency in scenario design and improve model accu-
racy, fostering a more effective financial system that better serves 
U.S. economy’s needs. 

Thank you again for the opportunity to testify. I look forward to 
your questions. 

[The prepared statement of Mr. Covas follows:] 
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Chairman BARR. Thank you. 
Now, Mr. Gould, you are now recognized for 5 minutes. 

STATEMENT OF JONATHAN GOULD, PARTNER, JONES DAY 
Mr. GOULD. Chairman Barr, Ranking Member Foster, and mem-

bers of the subcommittee, thank you for the opportunity to discuss 
stress testing. 

My testimony is my own. I am speaking today solely in my per-
sonal capacity. I am not speaking on behalf of any clients or my 
law firm. 

Stress testing has transformed bank capital from a backward- 
looking static concept into a forward-looking dynamic requirement 
but its current integration into the overall capital framework rests 
uneasily with the requirements of administrative law and agency 
overemphasis on regulatory capital as the primary supervisory tool 
risks marginalizing the important role of examination in ensuring 
the safety and soundness of banks. 

The modern form of supervisory stress testing traces its roots to 
the 2008 financial crisis. To restore confidence in the health of the 
largest bank holding companies, the Federal Government designed 
and administered the Supervisory Capital Assessment Program, or 
SCAP. Under this program, regulators assessed whether banks 
would remain well-capitalized in an adverse macroeconomic sce-
nario. The SCAP was widely viewed as a success, but like many 
crisis-era actions, legal authorities and process were not scrutinized 
too closely given the exigencies of the moment. 

Congress subsequently endorsed and ratified the concept of su-
pervisory stress testing in the Dodd-Frank Act the following year 
but like other extraordinary programs borne of the crisis, super-
visory stress testing has evolved into something more. As the Fed 
embarked on the creation of its Comprehensive Capital Adequacy 
Review, or CCAR, it melded regulatory capital, stress testing, and 
capital planning into an omnibus framework, part supervisory ex-
ercise and part regulatory requirement, making liberal use of guid-
ance to knit the new edifice together. 

Supervisory stress testing became a cornerstone of a new ap-
proach to regulation and supervision of the Nation’s largest finan-
cial institutions. In and of itself, supervisory stress testing would 
be merely hortatory and, at critical times, illuminating for regu-
lators, markets, and the banks themselves, but under the Fed’s hy-
brid framework, supervisory stress testing is also used to limit cap-
ital distributions and has now become the means for setting bind-
ing capital requirements for large banks through the introduction 
of the stress capital buffer. 

The Fed’s continuing failure to seek public comment on its stress 
models and scenarios and, in the case of the former, even disclose 
them at all raises significant concerns under basic principles of ad-
ministrative law. First, the Administrative Procedure Act requires 
agencies to pursue legislative rules through notice and comment 
rulemaking but the Fed has not sought public comment on its mod-
els and scenarios. In the case of the stressed capital buffer and 
planned capital distributions, its related rulemakings are, at best, 
incomplete, omitting the most critical components. These omissions 
are particularly egregious since they not only inform but dictate 



59 

what is arguably the most important regulatory requirement on 
banks—their capital levels. Nor is this an area of legal ambiguity 
or first impression. Courts have repeatedly held that models treat-
ed by agencies as binding must go through public comment. 

Second, because the Fed’s models and assumptions are the basis 
for its actions and it has not disclosed its models, it is unable to 
explain its decisionmaking process. As a result, its actions appear 
arbitrary and capricious. 

At its core, the Fed has created a framework that allows it dis-
cretion to set capital levels for banks through a scenario choice and 
model design with limited accountability. Its only constraint is the 
models themselves, but the public lacks visibility into these models 
as well as their design, back-testing and revision. Put another way, 
the Fed’s capital stress buffer is like a highway with an unposted 
speed limit that changes on a regular basis, and one only learns 
the speed limit after being pulled over. Whatever the value of 
stress testing, its utility is no substitute for its legality. 

Supervisory stress testing and the capital edifice it supports are 
the paradigmatic post-2008 reforms. This new approach to regula-
tion and supervision is too often marked by its complexity, opacity, 
and only episodic adherence to basic principles of administrative 
law. As Federal banking agencies appear poised to double down in 
these and other areas, Congress should ensure that agencies abide 
by applicable legal requirements and assess the effectiveness and 
costs of current post-2008 regulatory reforms before expanding 
them. 

Thank you again for the opportunity to testify. I look forward to 
your questions. 

[The prepared statement of Mr. Gould follows:] 
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Chairman BARR. Thank you for your testimony. 
Now, Mr. Feldberg, you are now recognized for 5 minutes. 

STATEMENT OF GREG FELDBERG, RESEARCH DIRECTOR, 
YALE PROGRAM ON FINANCIAL STABILITY, AND RESEARCH 
SCHOLAR AND LECTURER, YALE SCHOOL OF MANAGEMENT 

Mr. FELDBERG. Chairman Barr, Ranking Member Foster, mem-
bers of the subcommittee, thank you for the opportunity to testify. 

Stress tests have played an important role in our financial his-
tory. Along with two of my fellow panelists today, I was involved 
in the first stress test on the staff of the Federal Reserve, and I 
think we are all very proud of how that turned out in 2009. 

I would like to make four points about the state of stress testing 
today. First, supervisory stress tests should be countercyclical. 
Stress tests should help supervisors keep their guard up during 
those long periods of financial calm when the possibility of a bank-
ing crisis and its associated costs appear remote. In good times, 
stress tests should be tougher, and we should resist the inevitable 
pressures to reduce the rigor of the process. 

Second, stress tests should use multiple scenarios. Financial cri-
ses tend to come from unexpected places. The Bank of England and 
European Central Bank have long used ‘‘exploratory’’ scenarios 
every other year. They are not binding, they simply help the under-
standing of regulators and banking system about the risks out 
there. For the first time this year, the Federal Reserve has intro-
duced nonbinding exploratory scenarios, and I welcome that devel-
opment. 

In short, the U.S. innovated the use of supervisory stress tests 
during the crisis in 2008. Early efforts in other jurisdictions did not 
measure up as they learned in other jurisdictions to ours, but in 
later years the innovation has been elsewhere in other countries. 

Third, stress tests are part of a broader regulatory and super-
visory toolkit. Some have argued that the Fed’s stress test should 
have included Silicon Valley Bank, the first large bank to fail last 
year in the rising interest rate scenario. I am not sure that would 
have worked. It is possible that rising rates could have boosted net 
interest income in the test, making up for the decline in asset val-
ues. 

The International Monetary Fund actually made that very point 
in 2020 in commenting to the U.S. about its financial stability sys-
tem. The International Monetary Fund (IMF) recommended in-
stead that the U.S. implement an existing Basel standard for inter-
est rate risk management with quantitative thresholds, as many 
other countries have done. I made that argument last year in a 
blog. 

There is no doubt that Silicon Valley would have failed on the 
Basel interest rate risk test. 

The lesson is that supervisors need many tools in their toolkit, 
a lesson was, again—that was again driven home recently when su-
pervisors rejected several big banks’ resolution plans. 

I guess the main topic of this hearing, and fourth, that trans-
parency can be a double-edged sword. As I noted in a paper in 
2019, the goal should be to reveal just enough about the Fed’s 
methods to help banks develop their models and manage their 
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risks but not so much that it becomes a predictable compliance ex-
ercise, which was what it really would become if grandma showed 
you a recipe like Sean said. 

I will make two observations about that tradeoff. First, we are 
already revealing a lot to the regulated industry, which may allow 
them to merely optimize the test. After what you have heard today, 
you may be surprised at how much we reveal in the U.S. I refer 
everyone on the committee to review the Fed’s public methodology 
and scenario documents. You might be surprised at the level of de-
tail after what you have heard today. You will see 50 pages de-
scribing the models, including descriptions of inputs and equations, 
26 pages on loss rates. I had a colleague on my team look at other 
jurisdictions to see what they revealed. The U.S. was far ahead of 
other countries, except Bank of England, to some extent and he 
could not find another country that revealed its loss rates. 

So you might wonder what it is. We would like to be more—we 
are hearing we would like to be more transparent about from the 
folks here today. 

Sean Campbell, his testimony, his written testimony was very 
helpful in understanding what it is we are being asked of and his 
testimony is fairly long. I think the main thing he is asking for is, 
gosh, we do get a lot of information about the models, we do get 
a lot of information about loss rates, but we are missing the param-
eters. Just tell us the parameters and we will really be able to 
make grandma’s cake. I think at some point that becomes no longer 
a supervisory test but something that lacks any kind of impact. 

We have a good example of what happens when you put the pa-
rameters of a stress test out for public comment like what is being 
proposed today. The supervisor of the government-sponsored enter-
prises, Freddie Mac and Freddie—Fannie Mae and Freddie Mac, 
were subject to congressionally mandated stress tests from 2002 to 
2008, which today did not detect any risks. In fact, they showed 
strong compliance. Why? It turns out the supervisor, Office of Fed-
eral Housing Enterprise Oversight (OFHEO), never tweaked its 
models despite growing obvious risk in the mortgage market. One 
paper found that the requirements to publish all stress scenarios, 
empirical specifications, and parameter estimates in the Federal 
Register meant that would have been administratively cumbersome 
to make any material changes to the underlying models. 

In short, supervisory stress tests are very important for bank 
risk management. I am concerned, as are many others, that the 
tests have become too routinized and that further disclosures from 
regulators will simply make them more so. 

[The prepared statement of Mr. Feldberg follows:] 
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Chairman BARR. Thank you for your testimony. 
We will now turn to member questions, and the chair now recog-

nizes himself for 5 minutes for questioning. 
We will start with Mr. Gould. Will you please explain why it is 

legally problematic for the Fed to keep secret the stress test models 
and methodologies? 

Mr. GOULD. Thank you, Mr. Chairman. 
Yes, so because the models and scenarios that the Fed is using, 

and at least with respect to the models not disclosing, are not put 
out for public comment, and because the Fed relies upon those 
models and scenarios to, essentially, calculate the stress capital 
buffer, which is a binding constraint on banks’ capital, those mod-
els and scenarios are, essentially, legislative rules, and under the 
Administrative Procedure Act they have to go through public notice 
and comment rulemaking. 

Chairman BARR. Are there also legal problems with the fact that 
the Fed does not give the public any opportunity to comment on 
the scenarios used in the tests? 

Mr. GOULD. Well, yes, public comment is a requirement under 
the Administrative Procedure Act (APA) for legislative rules. So 
yes, that is a problem as well. 

Chairman BARR. Could public comment improve the—not only 
the process but the tests themselves? 

Mr. GOULD. Yes. So setting aside the legal requirement that they 
have to do this from a policy standpoint, yes, it could inform it. In 
fact, that is the entire rationale behind public comment, generally. 
It is to inform the agency promulgating the rule on how to make 
the rule better. 

Chairman BARR. Mr. Covas, a number of commenters, including 
you, have noted the overlap between the stress testing and the 
Basel III Endgame proposal, as I suggested in my opening com-
ments. Can you talk about how supervisory stress tests already ac-
count for market risk and operational risk? 

Mr. COVAS. Thank you for the question. 
Yes, the Fed projects operational risk losses over the nine quar-

ters of the stress horizon. That threat reduces revenues under 
stress for the banks subject to the stress test, so operational risk 
is already accounted. 

For market risk, the Fed, as for the largest banks, subjects the 
largest banks to global market shock, for which assumes an instan-
taneous shock to banks’ market positions and result in significant 
losses. 

So operational risk losses account for about 25 percent of losses 
of all the banks, such as the stress tests. Market risk losses ac-
counts for roughly 20 percent for market risk losses for the largest 
banks in the stress test. 

Chairman BARR. We are told that the Fed is undertaking broad 
and material changes to the proposal, but if you—if the Basel III 
Endgame proposal were finalized as it has been proposed, do you 
think that there would be a double count of these risks? Meaning 
that banks will be required to hold more capital than is necessary 
to address their market and operational risks. 

Mr. COVAS. So yes. The Basel III proposal basically doubles cap-
ital requirements for operational risk and material increase capital 
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requirements for market risk. The way the banks allocate capital 
across business lines, they look at the entire capital requirement 
both based on the Basel framework as well as the result of the 
stress tests. There are significant overlaps because both of the 
stress losses—operational risk losses, for example, they are stress 
losses and the stress tests, by definition, also under the new Basel 
framework, they also are considered to be stress losses. They are 
all calibrated back to the global financial crisis, mortgage losses 
that the banks experience, and they effectively are double counted 
in a sense that they are requirements to hold capital for exactly the 
same type of risks. 

Chairman BARR. So I think that is very important that the Fed 
then take into account, as they undertake these broader material 
changes to Basel III, that they take into account what the stress 
tests actually require as well so that there is not double counting. 

Mr. Campbell, finally, there were numerous concerns expressed 
on the Basel III Endgame proposal. Fed Chair Powell and Vice 
Chair Barr have both stated that these comments have been help-
ful in ensuring proper consideration of the costs and benefits and 
the expected decrease in availability of credit. It seems to me that 
the static capital requirements have benefited greatly from trans-
parency and public engagement. At the end of the day, stress tests 
are essentially dynamic capital requirements, as Mr. Gould pointed 
out. 

Is there any reason to think that stress tests would not similarly 
benefit from transparency and public engagement? 

Mr. CAMPBELL. No. I think, in fact, indeed there is every reason 
to believe that the stress tests would benefit greatly from that kind 
of public engagement. As evidenced by the Basel III Endgame proc-
ess, there has been a voluminous amount of comments on those 
rules and that proposal. Most of the commenters, quite frankly, 
have been from nonbanks. As you indicated, the Federal Reserve 
key senior policymakers have indicated that those comments have 
been broad and helpful and that they will result in broad and ma-
terial changes. So it is puzzling, quite frankly, to understand why 
the Federal Reserve would not want to avail itself of the same ben-
efit in the context—— 

Chairman BARR. Finally, Mr. Campbell, can you address this ac-
cusation of gaming with transparency? 

Mr. CAMPBELL. Sure. So I think gaming is a misnomer, and I 
think—the issue is that banks use information in the regulatory 
structure and the regulatory architecture to engage in prudent risk 
management. They look at risk weights, they look at use of capital 
surcharges. All of the facets of the regulatory—bank regulatory 
framework are available to them. They can look at those things. 
They are publicly available because they are in the notice and com-
ment process, and they use that information to engage in prudent 
risk management. 

That is no different for stress testing than it would be in the way 
that firms look at risk weights in the context of Basel III Endgame. 
They all feed into the total overall capital requirement that applies 
to the firm and they use that information. 

Chairman BARR. Thank you. My time has expired. 
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The chair now recognizes the ranking member, Dr. Foster, for 5 
minutes. 

Mr. FOSTER. Thank you, Mr. Chair. 
One of the defining characteristics of the 2008 crisis was the un-

anticipated level of interconnection and contagion. It is hard for me 
to see how pure capital requirements can pick that up as well as 
a stress test. You know, if you think of the question of American 
International Group (AIG) when it came out was no one antici-
pated just how interconnected AIG was and what a body blow it 
would be to the entire international banking system if AIG went 
bust. That became a huge issue when it, in fact, did go bust. 

Mr. Feldberg, can you talk a little bit about how a stress test 
might be able to go after a contagion and interconnect in this in 
a way that just pure regulatory capital requirements might not? 

Mr. FELDBERG. Sure. I think the basic innovation of the stress 
test is the introduction of a severe shock that is imposed on the en-
tire sector, the entire financial sector, to the extent that this—the 
shock affects intermediaries and you are supposed to be catching 
the impact that would have on banks. I am not particularly con-
vinced that the AIG scenario would have been caught by the stress 
test the way they are currently designed. 

After the global financial crisis, there were many responses by 
the regulatory community to try to address the AIG incident and 
to make sure that does not happen again, ranging from the way 
banks manage their risks to the way credit risk transfer and struc-
ture credit products are handled in the first place. I think the de-
velopment of the credit risk transfer market in recent years sug-
gests that, that some of those risks are rising again, and that 
would be a useful thing to add to the stress test. I am not sure if 
it was included this year and I hope they include it next year. 

Mr. FOSTER. I am a little—it appears that there is a little talking 
past each other. What exactly is meant by increased transparency? 
You know, so radical transparency means that the Fed just pub-
lishes all the Python source code for all its models for all of the— 
which could be done, but that is only half the problem. The public 
is going to understand what is involved. They will also have access 
to—need access to the granular information that you get from 
banks which seems would have huge problems. I doubt that, Mr. 
Campbell, your members would be enthusiastic about revealing 
that to the public. 

How do you—it would be—so when you are talking about letting 
the public see this, the public seems really to be the analyst inside 
the giant banks rather than the general public. They will be able 
to see how the details of the model applies to all the private infor-
mation they hold. So how do we deal with this? If you have a lot 
more transparency preventing the public from reverse engineering, 
many of the positions and private information of the large banks 
and—or, generally, how do you deal with that tradeoff? 

Mr. CAMPBELL. So—— 
Mr. FOSTER. Well, first off, I want to compliment you on your— 

it took me two glasses of wine to get through your written testi-
mony, and it was excellent, very thoughtful. Thank you. 

Mr. CAMPBELL. Great. Now, next time I will aim for three glass-
es, but thanks very much. 
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To address your question, first of all, I think I would say that 
when we talk about the public—so clearly that includes the banks, 
so I want to be absolutely transparent about that. So the public in-
cludes the banks but the public also includes not general members 
of the public like people like my dad, but people who are, say, eco-
nomics professors at Stanford University, people who are risk man-
agement experts inside the industry, and there are a variety of peo-
ple in the public that have the wherewithal and the ability to make 
sense of and understand better disclosures of who are not, essen-
tially, John Q. Public, but who are experts in the field. So, we 
should be thinking about those people. 

Then with respect to your point about the information, so the one 
thing that I would point out is that the nature of the data the Fed-
eral Reserve collects from the banks in the context of the stress 
testing process is publicly available through the Y–14 forms. Those 
forms are on the Federal Reserve’s public website. The data is not 
filled in, but the public has a window into exactly what data is 
being collected by the Federal Reserve. It has access to the instruc-
tions—— 

Mr. FOSTER. Yes. For example, Mr. Covas was complaining about 
what appeared to be sort of random jumps in the stress capital 
buffer. Those could be due to real differences. For example, there 
is an article in The Wall Street Journal about the synthetic risk 
transfers. Even though, instead of taking it out of the banking sys-
tem, it would boomerang back into the banking system. 

So that is the sort of thing that should cause a big—if a bank 
gets involved in that, there should be a big variation in the capital 
stress buffer if they decide to get involved in that sort of event. The 
problem is that you are going to have to reveal a lot of details 
about what the banks’ positions really are that caused it to have 
a big variation on the capital stress buffer. 

Mr. COVAS. Very quickly. I mean, I do not think—so a lot of the 
issues arise on the revenue side. For example, in terms of the vola-
tility you cited, the banks would like to know or the public would 
like to know just which variables are being used, the sensitivities 
and the coefficients. A lot of the issues are due to the lack of data 
that the Fed is using, and I think the banks have much more bet-
ter data and more experience, and that could be dialog similar to 
Basel Endgame where the Fed receives comments from the indus-
try and from subject matter experts that leads to improvement of 
the models. 

Mr. FOSTER. I think the gavel is coming down here, but thank 
you. 

Chairman BARR. Thank you. 
The gentleman from Florida, Mr. Posey, is now recognized. 
Mr. POSEY. Thank you very much, Chairman Barr. 
Mr. Covas, would you please explain how the lack of trans-

parency in Fed stress models resulted in uncertainty and impairs 
the ability of banks to do capital management planning? 

Mr. COVAS. Sure. Thank you for your question. 
So stress test results, the results can change every year, and that 

the fact it is a capital requirement, it is not uncommon to see in-
creases in capital requirements in excess of 1 percentage point, and 
the banks have 3 months to comply with the new requirement. 
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So just to give you a contrast, under Basel, the average estimate 
by the agencies was about 2 percentage points increasing capital 
requirements and the banks have 3 years to comply, plus they are 
subject to notice and comment. So the banks effectively have 3 
months to comply with the new requirement, which if they—no 
bank wants to be inside the buffer when the requirement goes live. 
Usually the results come at the end of June, go live October 1. So 
they have to make significant adjustments to their portfolios if they 
want to meet the new requirements. 

So ex ante, in face of this uncertainty, the banks just decide to 
underinvest in activities that tend to be—that are more cyclically 
sensitive; namely, small businesses and lending to households with 
less than pristine credit scores. They tend to be the exposures that 
they tend to economize and that is how it reduces lending and eco-
nomic activity. 

Mr. POSEY. Okay. You have written on the impact of stress tests 
on capital requirements and accessibility of credit for small busi-
nesses. Could you summarize that research for me? 

Mr. COVAS. Sure. So it is basically the fact that small businesses 
are a highly cyclical sensitive activity. When you have, in the Fed, 
analysis assuming unemployment rate goes from 4 percent to 10 
percent, the risk of lending to those borrowers increase signifi-
cantly and the banks just have to allocate much more capital. So 
over time, the banks have tried—they want to economize capital 
and assess the return on the investment versus the cost of making 
such investments. Over time, what we have seen in the data is that 
the banks, subject to the stress tests, have moved away from these 
more cyclically sensitive activities like small business lending. 

Mr. POSEY. Thank you. 
Mr. Campbell, you did research suggesting the Federal Reserve’s 

stress models overestimate Gross Domestic Product (GDP) declines 
and stress test losses. Could you please explain how the overesti-
mates capital requirements and increases the cost of capital to 
banks? 

Mr. CAMPBELL. Sure. Again, briefly, you are correct that we have 
done some research at the Financial Services Forum showing that 
the decline in GDP that you find in the stress tests is, larger than 
historical experience. So during the financial crisis, GDP fell 
about—really GDP fell about 4 percent. In the most recent stress 
tests it fell by 8 percent, and it kind of bumps around in that gen-
eral region. So it is effectively overstated relative to what we have 
seen in other severe historical recessions. 

It is also overstated relative to other empirical sort of 
regularities that relate GDP declines to unemployment. The obvi-
ous impact there is that, although we do not know exactly how the 
stress testing models are put together, real GDP declines are a 
driver of losses in all the stress testing models. So whether we are 
talking about auto loan losses, mortgage losses, business loan 
losses, a decline in GDP is going to result in those loan losses. 

If you ramp up the declining GDP, you are going to ramp up the 
loan losses. That is going to make those assets look riskier, maybe 
riskier than they actually are, given the overstatement and the de-
cline of GDP, and that is going to result in increased capital re-
quirements which has the natural effect of raising the cost of fund-
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ing and then incentivizing a pull back in lending to those sectors 
into those markets. 

Mr. POSEY. Thank you very much, Mr. Campbell. 
Mr. Chairman, I yield the balance of my time. 
Chairman BARR. The gentleman yields. 
Will Mr. Campbell please pull the microphone a little closer to 

you for future testimony. Thanks. 
The gentleman from California, Mr. Sherman, is now recognized. 
Mr. SHERMAN. It is not surprising in a capitalist country that we 

have fights over the allocation of capital and there is a fight be-
tween blue collar families operating small businesses, pizzerias, 
plumbing supply operations, and Wall Street, that prefers billion 
and multibillion dollar transactions. All the decisionmakers are 
grad school educated, people wearing ties like me and you. 

I will not say that the decisionmakers and the regulators hate 
the blue collar families, they just do not feel comfortable with 
them. So when we have to make a decision as to where the money 
goes, it does not go in $250,000 loans to pizzerias. It goes in multi-
billion dollar transactions on Wall Street, and I see these stress 
tests as pushing us further in that direction. 

You can see from a bank examiner’s standpoint, Silicon Valley 
Bank buys $50 billion worth of treasuries, oh, that looks wonderful. 
Wall Street understands that. All the files are perfect. We kind of 
know what the credit rating is of the borrower. If you actually look 
at the file for a $250,000 loan, it is a bit messy, some things are 
handwritten. It would not get you an A at any major business 
school. So this capital is shown because of—this fight—is shown by 
Basel III proposals that give only a 65 percent rate rather than a 
100 percent rate when the borrower is a publicly traded company. 

The greatest problem we have is the fight between interest rate 
risk and credit risk. The pizzeria loan is nothing but credit risk. 
The Treasury investment is nothing but interest rate risk. So we 
have a system that focuses on the credit risk and deliberately ig-
nores the credit risk—the interest rate risk. They do it deliberately 
and they do it by what I call the stupid depositor model, which is 
that if interest rates go up, your whole portfolio of treasuries goes 
down in value, but the bank makes money because it has lots of 
stupid depositors who will leave their money in non-interest bear-
ing accounts and not take it out and not put it in money markets 
yielding 5 percent. 

You know who turned out to be stupid? Not the depositors at Sil-
icon Valley Bank; the bankers at Silicon Valley Bank and the regu-
lators of Silicon Valley Bank. 

So I want to ask each of our witnesses, are you aware of any 
stress test that focused on the risk of interest rates going up, a 
pretty obvious risk, because 5 years ago, interest rates were 0.0. 
They had only one way to go, and did that, a test, a stress test for 
interest rates going up and depositors not being stupid. Any of our 
witnesses aware of any such stress test? 

I do not see—oh. 
Mr. FELDBERG. So the interest rate risk, the Basel standard that 

I mentioned, is essentially a stress of a portfolio against changes 
in interest rate risk and interest rates. 
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Mr. SHERMAN. That is proposed for the future. We have had 
stress tests for a while. 

Mr. FELDBERG. No, other—other countries been doing it for 20 
years almost. 

Mr. SHERMAN. Has the United States, as our regulators, done a 
stress test looking at the very stress that was pretty obvious that 
interest rates would go up having been—— 

Mr. FELDBERG. No, that is exactly right, they did not do that. 
Mr. SHERMAN. Then even worse for Silicon Valley Bank, et 

cetera, two worst things: One is they did not even have to face a 
stress test because they were below the limit and the limit should 
have applied. Then second, to illustrate how it is not the depositors 
that are stupid, Silicon Valley Bank had, in fact, an insurance pol-
icy against interest rates going up and their portfolio bonds going 
down. You know what they did with that insurance policy? They 
sold it to generate money. They could generate bonuses for their 
executives. 

I realize I have used a lot of my time. I will just say that I do 
not see there is much excuse for the regulators not to publish ev-
erything after the test. You do not give away the questions before 
the test but after the test. This is a democracy, things are supposed 
to be public. 

I yield back. 
Chairman BARR. The gentleman yields. 
The gentleman from Missouri, Mr. Luetkemeyer, is now recog-

nized. 
Mr. LUETKEMEYER. Thank you, Mr. Chairman. 
I thank our witnesses for being here today, an interesting discus-

sion today. 
What is the purpose of the stress tests? Mr. Campbell, what do 

you think the purpose of a stress test should be? 
Mr. CAMPBELL. I think the purpose of the stress test should be 

to assess the capital adequacy of the Nation’s largest banks. 
Mr. LUETKEMEYER. Okay. If you are going to assess that, would 

you not want to know how you are going to be assessed, so that 
you can manage your bank accordingly? I mean, that would seem 
to me what I would want to know. 

Mr. CAMPBELL. Yes, absolutely. 
Mr. LUETKEMEYER. So what we have here right now is a game 

of gotcha, if we do not have the Fed be able to give us the informa-
tion that is going to be on the stress test so that we can change 
our model. To me, the stress test should be the Fed’s own thought 
process of what the next crisis is going to be, what the next concern 
should be with regards to managing banks and our economy com-
ing down the road. 

Mr. Sherman made a great point here a minute ago with regards 
to the interest rate risk that got Silicon Valley and several other 
banks. It was attested for. Is that correct? 

Mr. CAMPBELL. I am sorry, I did not quite hear you. 
Mr. LUETKEMEYER. Okay. The stress test that Mr. Sherman was 

talking about with regards to interest rate risk, that was not on 
the stress test. 

Mr. CAMPBELL. Correct. 
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Mr. LUETKEMEYER. I think it is being incorporated now, if I un-
derstand it correctly. So they missed the future problem that could 
have—that they should have been able to see, as you pointed out. 
Everybody should know if they are interest rate’s at zero, down the 
road you are going to see them go up. 

To me this stress test should be something that would help 
banks manage their future problems according to what the Fed 
sees those problems to be. So the discussion then is, why do we not 
want to know those things ahead of time so that we can actually 
manage our banks? You want to wait a year before you get your 
stress test, before you can actually change your model, so that you 
can minimize your risk? Does that make sense to you? 

Mr. CAMPBELL. No, not generally. 
Mr. LUETKEMEYER. Mr. Gould, what do you think of my analogy 

so far in my discussion, am I on point or am I off on this? 
Mr. GOULD. I think you are on point, Congressman. I would just 

note that I think the underlying analogy to the concept of gaming 
is fundamentally off, right. This is not a situation where testing the 
bank’s knowledge, and so we do not want to go into the answer set. 
Capital—this is a compliance obligation and we are setting capital 
requirements. Inherent in setting capital requirements is estab-
lishing incentives. Some of the very incentives that Congressman 
Sherman was mentioning have altered the nature of the banking 
industry and the clients and customers it serves. So I think it is 
very important that we know these in advance. 

Mr. LUETKEMEYER. So to me the argument about gaming the sys-
tem is false. I think we need to be showing how this test could ac-
tually help banks manage their banks better. That is what it 
should be all about at the end of the day. Have a better banking 
system and a more sound economy and everything is going to run 
much better, but anyway. 

Mr. Gould, you went into a lengthy discussion, I know Mr. Covas 
also had some comments with regards to the Administrative Proce-
dures Act and the fact the Fed does not adhere to that. So if they 
do not adhere to administer—that is a law, by the way. If they are 
not adhering to that, are they in violation of the law? 

Mr. GOULD. Congressman, that is up for—that is for a court to 
decide. Certainly, I have not heard a convincing defense as to why 
they are not providing a notice in common on these models. 

Mr. LUETKEMEYER. You are an attorney, are you not? 
Mr. GOULD. Yes, sir. 
Mr. LUETKEMEYER. Do you advise banks, with your practice? 
Mr. GOULD. I do. 
Mr. LUETKEMEYER. Do you advise the banks to go after the Fed 

and sue them if they are going to try and impart this thing on to 
them without going through the proper procedures and it is in vio-
lation—it is a violation of law? 

Mr. GOULD. Look, I think that is a individual determination that 
banks have to weigh pros and cons because, as you know, banks 
have a lot of—— 

Mr. LUETKEMEYER. Okay. Well, you were advising the American 
Bankers Association or the—which represents mostly big banks, 
would you advise them to take this to the court? 
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Mr. GOULD. Congressman, I would certainly advise them to con-
sider it strongly. 

Mr. LUETKEMEYER. Okay. Very good. 
Question number three: One of the things that concerns me is 

that we have a situation here with this proposal that the Fed is 
going through with stress testing and it seems very inconsistent 
when you look at Current Expected Credit Losses (CECL). Here 
they asked the banks to be able to do their own modeling with re-
gards to the local economy, with regards to how they should deter-
mine loan loss. You have one bank on one side of the street, one 
bank on the other side of the street come up with completely dif-
ferent models and that it could be okay. 

So now we are talking about stress tests, it goes across every-
body, and they are sitting here with no ability to have an impact. 
To me, whenever you have people—the reason for comment period, 
by the way, is to have people who actually know what they are 
doing in the business to be able to tell you whether it is going to 
work or not. 

Mr. Chairman, I will yield back. The balance of my time is gone. 
Chairman BARR. The gentleman yields. 
The gentleman from Georgia, Mr. Scott, is now recognized. 
Mr. SCOTT. Thank you, Mr. Chairman. 
You know, we worked on this. I felt this was a real critical part 

of Dodd-Frank. Many of us on this committee were around back 
then and put a lot of work into it. 

Mr. Feldberg, there is one piece that we have been leaving out 
here. There are two pieces to this, and we talked about the banks, 
and that is the nonbanks. I want you to kind of delve into that a 
moment. Because oftentimes we miss the real deal in solving a 
problem, much like we did with Dodd-Frank, and we had to call at-
tention, I know I did with Barney Frank, and say we cannot solve 
this with just bailing out the banks. We have to do something else 
for those people who are losing their jobs, who are losing their 
homes, and we came up with the hardest hit. 

Tell us about the nonbanks. How can shock scenarios and hypo-
thetical models be designed to best analyze the interconnections be-
tween the banks and the nonbanks? 

Mr. FELDBERG. That is a very good question. Thank you. 
Other countries have taken a much more aggressive approach on 

this. The bank of England is currently doing an exploratory anal-
ysis—— 

Mr. SCOTT. You said the Bank of England? 
Mr. FELDBERG. Yes, of banks and nonbanks. The U.S. has not 

done this yet. I think part of the—another aspect of Dodd-Frank 
was designating systemic firms that were not paying for super-
vision, which might have led to stress testing of those entities but 
we have not attempted that yet. There are models around the 
world, other Central Banks, the IMF, that conducts stress tests on 
the nonbanking sector, and that is something that the U.S. ought 
to be doing too. It is harder when you do not have supervisory reg-
ulatory authority over an entity to involve them in a stress test. 

Mr. SCOTT. Do you feel it is possible to build a process through 
which banks could replace some Fed models with their own model, 
subject to careful consideration and Fed approval? 
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Mr. FELDBERG. So I would not recommend replacing the Fed 
stress test, but the banks that do have their own models, and I 
think the existence of both Fed models and the banks’ own models 
is a good thing to have both of those checks over the risk manage-
ment of the bank. 

Mr. SCOTT. Yes. Now, how can Federal regulators safeguard, 
search a process against poor quality of risk management or with-
out sacrificing the Fed’s goal of consistency across the institutions 
subject to stress testing, and that is particularly for the most poor-
ly managed firms. 

Mr. FELDBERG. So there used to be a qualitative objection that 
the Fed raised in the stress testing process, which has been taken 
out in recent years but the Federal Reserve supervisory process 
should allow for what you just said quite extensively. If the Fed is 
unhappy with an outlying bank’s risk mismanagement practices, 
the Fed’s supervisory authorities should be quite extensive for ad-
dressing that through the traditional tools. 

Mr. SCOTT. Do you feel that we are on the right course in this? 
Are there any other things that we on this committee can do to 
make sure that never again will we have the bank failures, the col-
lapse of our financial system? That is the whole purpose of the 
work we did with Dodd-Frank. Is there any more we need to do, 
particularly in this area that you and Yale University are doing 
such great work on? 

Mr. FELDBERG. There is certainly more that could be done with 
non-banks. I mentioned interest-rate risk management. I think 
part of it is keeping track of financial stability risks—— 

Mr. SCOTT. You said interest rates—— 
Mr. FELDBERG. Risk management, oversight—— 
Mr. SCOTT. Good. All right. 
Mr. FELDBERG. Then holding hearings like this to identify finan-

cial stability risks that might be overseen—or, might be missed by 
the regulators, like Congressman Foster mentioned, systemic 
risks—— 

Mr. SCOTT. Thank you very much, Professor. 
Chairman BARR. The gentleman’s time has expired. 
The gentleman from Texas, the chairman of the Small Business 

Committee, Mr. Williams. 
Mr. WILLIAMS of Texas. Thank you, Chairman. 
Thank you all for being here today, and I am from Texas. 
Now, the Federal Reserve stress-testing scenarios can play a key 

role in enhancing the stability of the financial system. Annual 
stress-test scenarios can increase the public’s confidence in banks’ 
ability to handle economic headwinds and maintains confidence in 
the overall U.S. banking system. 

However, the Federal Reserve continues to limit transparency by 
failing to disclose their stress-test models—we have talked about 
that—while also denying stakeholders and the general public the 
opportunity to provide feedback on stress-test scenarios. 

So greater transparency and accountability in stress tests pro-
vides all stakeholders, big and small, with the opportunity to iden-
tify flaws and suggest improvements to make the scenarios more 
useful and the outcomes more accurate. 
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So, Mr. Gould, can you please elaborate on the benefits of greater 
transparency in stress testing and why a proper notice-and-com-
ment period is important? 

Mr. GOULD. Yes, Congressman. 
First of all, as a matter of administrative law, if this is a legisla-

tive rule, which it certainly appears to be, then the models and sce-
narios themselves must be disclosed and they must be subject to 
public comment. 

From a policy standpoint, public comment is really important be-
cause it actually, ideally, makes the ultimate work product better, 
number one. Number two, it also, I think, increases credibility in 
the agency that is promulgating the legislative rule. Three, it 
serves as an element of accountability for that agency as well. 

Mr. WILLIAMS of Texas. Okay. 
The Fed’s stress-testing regime is a black box comprised of thou-

sands of pages of complex data, formulas, and models. This com-
plexity and lack of transparency makes it difficult for outsiders to 
understand how these tests work or how they can predict their own 
outcomes. So, consequently, both banks and the public often strug-
gle to grasp the full implications of the results. 

Now, the complexity of the process can lead to uncertainty and 
mistrust among stakeholders who rely on these tests to ensure fi-
nancial stability. 

Mr. Covas, can you discuss how the secrecy and lack of informa-
tion on the stress-test scenarios makes it harder to evaluate the 
analytical effectiveness and accuracy of the test outcomes? 

Mr. COVAS. Thank you for your question. 
SThe Fed models, because they are based on data that is not 

very granular, the results change significantly from 1 year to the 
next, just due to changes in banks’ balance sheets and the fact that 
the scenarios themselves are also changing in ways that are unpre-
dictable. 

Now, the results—for example, what happened during the post- 
pandemic, the Fed increased significantly its balance sheet. By 
buying Treasury securities by the value—the amount of $1 trillion, 
banks’ balance sheets increased significantly with the reserve bal-
ances. According to the Federal Reserve models, the higher is your 
balance sheet, in particular by having—the higher are your ex-
penses. That increases banks’ capital requirements in the stress 
test, because they are holding more reserve balances, which is at 
zero to no interest—no interest expense. 

As a result, the banks need to price in the increase in capital re-
quirements in the loans they are making to households and busi-
nesses, and as a result, that reduces credit availability and ulti-
mately impacts—negatively impacts economic growth. 

Mr. WILLIAMS of Texas. Okay. Thank you. 
Over the last year, I have talked at length about the dangers of 

increasing capital requirements on banks and the impact that 
these changes can have on businesses’ ability to access reliable 
credit. 

Now, a proposal like Basel III Endgame forced banks to hold 
more capital, which in turn increases overall borrowing costs and 
reduces availability of credit for businesses and consumers, in 
many cases, right down Main Street. 



85 

So this is why I am extremely concerned with the lack of trans-
parency surrounding stress tests, because stress tests can be used 
to set binding capital requirements for banks. We must ensure 
transparency and public engagement on stress testing to reduce 
any redundancies which the capital requirements require. 

Mr. Campbell, quickly, what are the real-world impacts stress 
tests have on banks’ capital requirements and how does this impact 
the cost of credit and access to capital for businesses like mine? 

Mr. CAMPBELL. Sure. In the last couple of years, the Federal Re-
serve has undergone actually a massive project to formally include 
the stress-testing process into the formal bank regulatory capital 
framework. Today, stress tests are run, and those result in what 
has already been discussed today, is the stress capital buffer. The 
stress capital buffer is indeed a regular element of a firm’s required 
bank capital requirement. 

So, after running the stress test, if their stress capital buffer goes 
up by, say, a full percentage point, that increases the amount of 
capital that they need to maintain against all of the assets on their 
balance sheet. As they need to raise more capital on their balance 
sheet to support the assets on their balance sheet, that increases 
the cost of funding, because bank equity capital is the most expen-
sive form of finance. So, as they raise more capital, that raises the 
cost of funding. 

As that raises the cost of a bank’s funding, for any business— 
it does not matter if you are a bank or a car dealer or a bakery— 
when the cost of your inputs goes up, you turn around and you 
have to charge the customer more. So, ultimately, that is going to 
impact people who are borrowing from banks, and that is going to 
increase the interest rates that they get charged on loans. 

Mr. WILLIAMS of Texas. I do not raise the cost of my cars. 
Chairman BARR. The gentleman’s time has expired. 
The gentleman from Texas—the other gentleman from Texas, 

Mr. Green. 
Mr. GREEN. Thank you, Mr. Chairman. 
I thank the ranking member. 
I thank the witnesses for appearing. 
I would like for Mr. Feldberg to respond, please. 
Sir, if we make the banks aware of what we are testing, would 

that encourage them to be prepared for things that are not being 
tested, such that they would not take into consideration some of 
the many other concerns that may hurt us when we have a down-
turn? 

Mr. FELDBERG. Sorry. Could you rephrase that? 
Mr. GREEN. Yes. I am simply saying that if the banks are aware, 

if they know what the testing is all about—— 
Mr. FELDBERG. Uh-huh. 
Mr. GREEN [continuing]. I am confident they would be preparing 

for this. 
Mr. FELDBERG. Uh-huh. 
Mr. GREEN. What about the many other things that they might 

avoid or not prepare themselves for because they focused only on 
what they are concerned with in terms of passing a test? 

Mr. FELDBERG. Uh-huh. 
Mr. GREEN. Your response, please. 
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Mr. FELDBERG. Yes, no, I think that is a fair point. 
I think some disclosure—the Fed discloses quite a lot, as I point-

ed out, and I really think—I really want to emphasize that point. 
The Fed discloses a lot about the stress-test methodology, more 
than any other country. To some extent, that is a good thing. I 
think the argument I was making was that, at some point, you are 
providing so much data that all they are doing is optimizing to the 
test, and it is—— 

Mr. GREEN. Exactly. 
Mr. FELDBERG [continuing]. and it is diluting the point of the ex-

ercise. 
Former Vice Chair of Supervision Dan Tarullo, who was the lead-

er who led the stress-test process through much of the first 5 or 
10 years that it was run, has expressed concern about the excessive 
disclosures that are already being made, to some extent, and that 
could be made under what has been contemplated. He has made 
the argument that if you are really going to go this far and, what 
I would call, just make it like the OFHEO process that had such 
dire results with the Government-Sponsored Enterprises (GSEs), 
you might want to just consider something else. 

It was kind of shocking to read Dan Tarullo’s paper in Brookings 
just a month or two ago, where he said at this point, maybe we 
should just take away the connection of the stress test to capital. 
Because if we are going to go ahead and make it this predictable 
and easy to game, then really maybe we just need another tool. It 
was very distressing to see him say that. He laid out what it would 
look like if we were going to decouple it from capital. 

Mr. GREEN. If we should decouple, what is that other tool? 
Mr. FELDBERG. So, I mean—so, in his view, if you were going to, 

say—and I think it should be pointed out that other countries that 
do stress testing do not tie it as directly to capital as we do. So, 
essentially, it would just be looking like other countries. It would 
be an exploratory scenario that would help the regulators—inform 
the regulators on what the capital charges would be for individual 
banks. 

That, of course, the way it works in other countries, would prob-
ably raise even more objections as far as transparency. I mean, if 
you look at Bank of England, any country, they conduct the stress 
test, and they say, this informs our individual capital charge for 
that bank. So, essentially, that is more of a black box than we are 
talking about here. So I do not think the banks are going to want 
to see that alternative. 

Whatever you do, Tarullo made the point that if you are going 
to get rid of the stress test and its impact on bank capital, you are 
going to have to raise the basic level of capital before the stress 
test, just because you have gotten rid of all that sensitivity and 
analysis and its role in the capital process. 

Mr. GREEN. Thank you, Mr. Chairman. I yield back the balance 
of the time. 

Chairman BARR. The gentleman yields. 
The gentleman from Tennessee, Mr. Rose, is recognized. 
Mr. ROSE. Thank you, Chairman Barr, and thank you to our wit-

nesses, and also Ranking Member Lynch for holding the hearing 
today. 
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Mr. Covas, in your testimony, you highlight that the reconsider-
ation process of stress tests are inadequate. Could you—or, is inad-
equate. Could you elaborate as to why you believe that? 

Mr. COVAS. Thank you for your question. Yes. 
Since the stress capital buffer framework was put in place in 

2020, we have had eight reconsideration requests, for which the 
Fed has effectively denied those requests. 

However we do not know—to the best of my knowledge, there 
has been no change in adjustments in the stress capital buffer of 
those banks, and there is no explanation of how those reconsider-
ation requests are currently being addressed in terms of change in 
the models and any timelines of how they are addressing the short-
comings of the models that have been pointed out by the firms. 

Mr. ROSE. So it is truly a black box out of which the—— 
Mr. COVAS. Yes. It is very difficult to understand how the results 

change from 1 year to next, despite some of the disclosures. I have 
been following the stress tests for some time. It is always—when-
ever we get the results to compare against our expectations, it is 
very difficult to know exactly how the results change from 1 year 
to the next. 

Mr. ROSE. Has there ever been a situation where the Federal Re-
serve has admitted fault and revised the stress capital buffer for 
a financial institution that appealed? 

Mr. COVAS. To the best of my knowledge, no. 
Mr. ROSE. Okay. 
How would establishing a truly independent review mechanism 

with clear procedures and timelines solve the problems with the re-
consideration process, in your opinion? 

Mr. COVAS. So, just forcing—adding much more transparency 
around the process is going to force the Federal Reserve to just dis-
close a lot more information for the public and for the firms them-
selves that can analyze. 

For example, notice-and-comment on the models would address 
many of the questions the banks have in terms of the behavior of 
the models. If they still disagree of the relationships, they can, 
again, through the notice-and-comments process, try to improve the 
models. 

At the same time, this does not—is going to obligate the Fed to 
actually follow the comments provided by the industry. The Fed 
could always deny and not follow those. 

So I do think it is important to have a third-party validator that 
just reviews the interchange of information between the com-
menters and the Fed and provides recommendations. You know, a 
good example would be the Government Accountability Office 
(GAO) to perform that role. 

Mr. ROSE. As a recovering lawyer, the failure to solicit public 
comment on stress models and scenarios appears to violate admin-
istrative law. Your thoughts on that? 

Mr. COVAS. So, coming from an economist, the Stress Capital 
Buffer (SCB) is effectively a capital requirement, no different from 
the Basel capital requirements that we have been discussing over 
the past year. So they are rules that affect banks’ decisions in 
terms of capital allocation. So, yes, I do think they should be sub-
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ject to the same requirements as the Basel Endgame proposal, for 
example. 

Mr. ROSE. Mr. Gould, I know that you share these concerns as 
well. Have the courts reached any conclusions as to whether mod-
els treated by agencies as binding must go through public com-
ment? 

Mr. GOULD. Yes, they have, and the courts have concluded that 
models that are treated as binding by the agencies are subject to 
the public notice-and-comment. 

Mr. ROSE. You think that would be appropriate here? 
Mr. GOULD. It would seem to me. Again, I have not heard from 

the Fed any justification for an exception to the legislative rule 
process. 

Mr. ROSE. You have also described the action of the Federal Re-
serve as appearing arbitrary and capricious. Can you explain why 
the Federal Reserve might appear that way due to its failure to 
disclose its models? 

Mr. GOULD. Yes. I think this could come up, too, in the, kind of, 
reconsideration process. Because the Fed has not provided trans-
parency around its models, it is very hard for them to fully explain 
how they arrived at the outputs to those models. 

Mr. ROSE. Thank you. I appreciate that. 
As a former bank board member, I have witnessed firsthand how 

regulation can be burdensome and ineffective. 
Mr. Campbell, do you think that stress tests are useful for banks 

and supervisors? 
Mr. CAMPBELL. I think they have the potential and the scope to 

be useful for banks and supervisors. I think the current implemen-
tation and the lack of transparency limits their usefulness consid-
erably, and improved transparency would improve the extent to 
which they can be useful to banks and supervisors. 

Mr. ROSE. What are some realistic changes that would provide 
immediate benefits to both the banks and supervisors, in your 
view? 

Mr. CAMPBELL. As we have already discussed today, greater 
transparency on the implementation and the specification of the 
stress-test models themselves, as well as greater transparency on 
the scenario generation process, I think, would help to foster great-
er understanding amongst banks, amongst the public, and amongst 
regulators as to exactly how the models work, how they are risk- 
ranking different activities that are sitting on banks’ balance 
sheets, and would help improve capital management decisions and 
understanding of the banking sector more broadly. 

Mr. ROSE. Thank you. 
I see my time has expired. Thank you, witnesses, and I yield 

back. 
Chairman BARR. The gentleman yields. 
The gentleman from California, Mr. Vargas, is recognized. 
Mr. VARGAS. Thank you very much, Mr. Chairman. 
First of all, I would like to say that I think this has been an ex-

cellent hearing. I am not exactly sure what side I fall on now. I am 
a little more agnostic, I think, to this issue. I do see both sides, to 
be frank. 
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I mean, I took a lot of tests in my life. If I had the questions 
prior to the test, I think I would have done better on some. I do 
agree with Mr. Sherman; after the test is over, I do not understand 
why it is not disclosed completely. I do not understand that aspect 
of it, to be frank. So I am not sure. 

Whether it conforms to the APA or any other rules, I am not 
sure. For years here, I kept hearing how the Consumer Financial 
Protection Bureau (CFPB), their funding source, did not conform to 
the law. Of course, the Supreme Court came down quite clearly and 
said, of course it does, it is right down the middle, it is no big deal. 
So I am not sure here either if it does or does not. I know you have 
some stronger opinions here. 

I do want to—and I always ask this question, so I am going to 
ask it of you. I think it would be unfair if I did not. How many 
of you believe in climate change, that the climate is changing? 

Okay, all of you. I appreciate that. In a reasonable group like 
this, I would think that we would come up with that reasonable an-
swer, and we did. 

I do want to ask about that, because I do think that is a risk that 
we are not looking at strongly enough and transparently enough, 
frankly. I know that the Securities and Exchange Commission 
(SEC) now has taken a look at this, and I know the Fed is looking 
at it. They have conducted a pilot project on this program. 

I wanted to tell you, I believe climate change is real, and we 
have seen things in my own district—we just—I represent San 
Diego—we had a 1,000-year event. You know, we had one of those 
50 years ago—not even 50 years—20 years ago, and it is another 
1,000-year event. It is not a 1,000-year event if it happens every 
20 years. 

So obviously the climate is changing. I want to know if these 
stress tests that we have are, in fact, taking that into account. It 
is hard to know if we do not know what they are—would someone 
like to comment on that? 

Mr. FELDBERG. I—— 
Mr. VARGAS. Yes, go ahead, sir. 
Mr. FELDBERG. I mean, I think the long-term changes in climate 

are just way beyond the timeframe of the typical stress test. Even 
having said that, the climate stress scenario that the Federal Re-
serve just conducted, I think, was extremely useful in under-
standing these risks and some of those risks really should show up 
in the next—in the planning period for a stress test when—— 

Mr. VARGAS. Well, I do not know that they are way beyond the 
time—I mean, you see all the things that are happening now. In 
fact—— 

Mr. FELDBERG. So—— 
Mr. VARGAS [continuing]. examples, you have data gaps right 

now in real estate exposures. You have—— 
Mr. FELDBERG. That is right. 
Mr. VARGAS [continuing]. insurance and infrastructure expo-

sures. The banks’ financing, I am not sure that it is not within the 
scope and timing of these tests. 

Mr. FELDBERG. So—— 
Mr. VARGAS. Can you comment on that? 
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Mr. FELDBERG. So, I mean, I think, to the extent that a bank is 
experiencing—has real estate on the coast and is experiencing bor-
rowers whose insurance rates are going up and that is affecting 
their credit risk, we should not even be talking about climate sce-
narios; that should already be in their credit risk analysis. I mean, 
there should not be anything controversial about that. 

Mr. VARGAS. I do not think there should be. 
Would anyone disagree with that? 
Mr. CAMPBELL. Yes. 
Mr. VARGAS. Would anyone disagree with that, that it already 

should be in the models? 
Mr. CAMPBELL. I think, to the extent that climate risk is approxi-

mate in first order of risk on bank balance sheets, then it should 
be included in the models. 

I think there is an open question as to whether or not climate 
risk is a first-order imminent risk in the banking sector that would 
have material consequences to the banking sector. I think the 
available evidence and research suggests that it is not. As to Greg’s 
point, especially over the time horizons over which we think capital 
is a useful economic resource, it is not clear that climate risk is a 
first-order issue. 

To the extent that it is an important economic risk, then it 
should be captured in any risk model. 

Mr. VARGAS. Anyone disagree with that? 
I mean, that seems reasonable to me. I mean, I would disagree 

that it is not. I think it is but reasonable people can disagree. That 
is why it should be tested, it should be looked at, the information, 
the data should be there. 

Mr. FELDBERG. I mean, I think—I mean, the insurability of 
coastal areas is already in question. I mean, this is happening now. 

Mr. VARGAS. Uh-huh. 
Mr. FELDBERG. That part is happening now. 
The harder question, which the Fed also tested for, is the transi-

tion risk and that is the risk, very simply, of what happens when 
policy really finally transitions, if it does. 

Mr. VARGAS. Uh-huh. 
Mr. FELDBERG. So they tested net-zero 2050. The idea is, some-

how the global community is going to agree that we need to do 
whatever it takes to get to net-zero by 2050, and what does that 
mean for the financial system? That is not going to—— 

Mr. VARGAS. Right. My time is about—— 
Mr. FELDBERG. That is not going to happen in the next 24 

months, but it is a serious risk—— 
Mr. VARGAS. Yes. 
Mr. FELDBERG [continuing]. that bankers should be considering 

in—— 
Mr. VARGAS. I have 10 seconds, so I am just going to say, I agree 

with what has been said here. I think it has been a very good hear-
ing, and I appreciate it. I think it is important that this informa-
tion, the stress-test information, be disclosed at some point. 

Thank you. 
Chairman BARR. The gentleman from Illinois, Mr. Casten, is rec-

ognized. 
Mr. CASTEN. I did not expect to go so soon, but thank you. 
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Great minds are thinking alike with Mr. Vargas here. I want to 
follow up on this climate-risk thread. I guess I want to—I guess I 
am going to start with you, Mr. Campbell, since your clients are 
the GSIBs who are well-exposed to these stress tests. 

Broadly speaking—and tell me if I am missing anything—if I am 
a GSIB, I have a risk on my balance sheet, I can either—to the ex-
tent I want to hold it and it is insurable, I can insure it and I can 
offload that risk onto an insurance company; to the extent I have 
a buyer and I can offload it, I can sell it or I suppose I can write 
it off. 

Is there any other—if I do not want to hold the risk, do I have 
any other options, or have I accurately captured all the choices I 
have? 

Mr. CAMPBELL. If you do not want to hold it? 
Mr. VARGAS. If I do not want to hold the risk, I can either insure 

it, sell it, or write it off. 
Mr. CAMPBELL. Some combination of that sounds right to me, 

yes. 
Mr. CASTEN. Okay. 
I asked the question because the characterization that climate 

risks are not near-term risks, I think, sits a little awkwardly with 
the reality, that we have actually seen lots of data that the more 
likely you are to hold a mortgage in a flood-prone area, the more 
likely you are to sell off that mortgage to Fannie and Freddie, 
which is path one. We have seen a whole bunch of areas of, can 
we get insurance? We have seen Fannie and Freddie move to, you 
know, are the reinsurance markets there, which we can insure it? 
Then, of course, we have these reports and stories about people in 
Texas and Florida who are now just sitting on uninsured homes 
where they are essentially writing it off, right? 

So the risk is there. I think the question is not so much, do the 
banks perceive the risk, as much as, are the banks able to offload 
that risk into some other part of the financial system? 

So, if we agree that they have the risk, then—I guess I will pivot 
to you, Mr. Feldberg—do you think that FSOC has the ability, au-
thority, talent to identify where that risk is pooling in our financial 
system? 

Mr. FELDBERG. So I think the FSOC certainly has the responsi-
bility to do it. A lot of what you are talking about means the insur-
ance sector, which is still State-regulated in the U.S. The State reg-
ulators sit on FSOC. So, to that extent, the FSOC could raise the 
issue with insurance. 

It really is an issue that has to be looked at in terms of banks 
and insurance companies at the same time—— 

Mr. CASTEN. I mean, I get concerned—— 
Mr. FELDBERG [continuing]. because of the interconnections be-

tween them on this issue. 
Mr. CASTEN. My wife is in the insurance industry, and she has 

no obligation to provide insurance in every State in the country. 
Mr. FELDBERG. That is right. 
Mr. CASTEN. Right? So I get nervous that does not eliminate the 

risk, and we are seeing it pool up in those other places. 
Mr. FELDBERG. Uh-huh. 
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Mr. CASTEN. I raise all that because I think this question about 
transparency—I share my Jesuit friend’s agnosticism. I have never 
met a buyer who does not want transparency, and I have never 
met a seller who wants transparency, right? 

So, if we were to go and identify all of these risks—and let us 
say we are sitting here and we say, there are risks in this society, 
and, by the way, maybe there are some of these climate risks that 
are held by the GSIBs, which is not insurable, which—the buyer 
is sufficiently informed that they do not want to buy it at a price 
you are willing to sell—— 

Mr. FELDBERG. Uh-huh. 
Mr. CASTEN [continuing]. should we publicize that? Are we on 

board for transparency in that case or does that risk jeopardizing 
the solvency of the GSIBs because they now are sitting on risk 
rather than being able to offload that into some other part of the 
economy that is not subject to stress tests? 

Does anybody have any—what should we do in that case? Should 
we make this information public, or should we punt it to a future 
Congress? 

Mr. FELDBERG. That is a good question. I think we have been 
talking about the disclosure of the inputs into the process, and now 
you are bringing up the disclosure of the outputs of the process, 
which—there are also tradeoffs, like I mentioned in my paper, 
there. 

You certainly want the disclosures about stress-test results to be 
informative to the public but you also do not want them to raise 
undue concern about individual institutions. It is part of the super-
visory process, which has been a very confidential process since it 
was started 150 years ago. Certainly, information like that, you 
might not want that to be public. 

Mr. CASTEN. Yes. Well—and if any of you have thoughts to con-
tinue that conversation. 

There was a study out of Harvard that I think was in a recent 
Senate hearing, that they found that real estate in the U.S. may 
be overvalued by as much as $237 billion because there are sort of 
second-tier rating agencies that are providing insurance for second- 
tier banks that are therefore able to offload this onto Fannie and 
Freddie. 

I get it, right? Like, if there is a sucker who is willing to buy 
something from me, I will sell. All of us, whether as regulators or 
legislators, are ultimately going to have to fix that. 

I think—I will close where I started. These climate risks are big, 
and they are real, and they are now but we need to do stress test-
ing of the whole financial system, not just of the six biggest banks. 

I yield back. 
Chairman BARR. The gentleman yields. 
The gentlewoman from California, Mrs. Kim. 
Mrs. KIM. Thank you, Chairman Barr. 
I want to thank the witnesses for joining us today. 
I am all for ensuring the stability of our financial system. How-

ever, when we talk to small businesses and households, we should 
also be frank and transparent about how increasing capital re-
quirements and making models in scenarios less predictable can re-
duce lending and access to capital. 
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First question to you, Mr. Campbell. If the Fed decides to broad-
en the scope of stress-test scenarios without making them more 
transparent, can you elaborate on how this decision could change 
stress capital buffer requirements? 

Mr. CAMPBELL. Sure. So you have in mind the idea that the Fed-
eral Reserve would use more and different kinds of scenarios rath-
er than a single scenario, just to make sure I understand the ques-
tion? 

Mrs. KIM. To me, it seems that it could make them less predict-
able. So, if—— 

Mr. CAMPBELL. Yep. 
Mrs. KIM [continuing]. multiple stress-test scenarios make cap-

ital requirements less predictable—— 
Mr. CAMPBELL. Yes. 
Mrs. KIM [continuing]. how can that influence lending to small 

businesses and families? 
I ask this because my fear is that, with high interest rates, mort-

gages and other financial tools, that will increase in cost due to un-
predictability of stress tests. 

Mr. Covas, do you have anything to add to this question? 
Mr. COVAS. Sure. I would just add that, if you are increasing 

scope regarding stress-test results, the banks will want to hold 
more capital as a precautionary buffer. As I said earlier, no bank 
wants to be below their minimums by the time the requirements 
go live. So, yes, that will reduce credit availability and provision of 
capital to markets. 

Mrs. KIM. Thank you. 
We understand that Basel III Endgame proposal would increase 

the capital banks must hold with respect to market risk and this 
is the same risk that is being stress-tested in the global market 
shock component. I would say that this sounds like double counting 
of these risks to me. 

I know Chairman Barr touched on the double-counting aspect. So 
if you could tweak either the market risk component of the Basel 
III proposal or the global market shock component, which one of 
the two components do you find less necessary and would you 
eliminate one or both? 

Mr. COVAS. I mean, I can answer. 
Mrs. KIM. Mr. Covas, uh-huh? 
Mr. COVAS. I mean, we were disappointed in terms of the Basel 

proposal. You want to look holistically about the requirements and 
look at the requirements at the product level and see which ones 
are in excess. I think you want to address both of the require-
ments, potentially. 

So the current—the existing market risk framework has some 
flaws for which the Fed, through the stress test, has enumerated 
some of those flaws through the global market shock. The new pro-
posal fixes some of those flaws. 

So I do think you ought to go back to the global market shock 
and make some adjustments so that ultimately you are not over-
capitalizing for market risk. 

Mrs. KIM. Mr. Campbell, could you add to that, please? 
Mr. CAMPBELL. I mean, I would broadly agree with that senti-

ment. 
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I think the most important thing to ensure is that the global 
market shock and the treatment of market risk assets in the con-
text of Basel III Endgame work in a conceptually consistent and 
logical manner and that they do not, basically, work at cross-pur-
poses with each other. I think that is part of what is going on in 
the current regime. 

Mrs. KIM. Well, let me move on to another matter. It has been 
suggested that being more transparent with models and scenarios 
could lead to gaming and that it could be like the teacher revealing 
the questions to the students before the exam. 

Mr. Covas, do you think the Federal Reserve Board revealing 
methodologies and increasing public engagement on the stress-test 
framework would lead to banks gaming the stress test? 

Mr. COVAS. As we discussed in the hearing, no. I mean, again, 
this is—the stress tests are a capital rule. The banks need to allo-
cate the portfolio allocation of capital through the different prod-
ucts they offer. They need to know what the capital requirement 
is. 

You know, banks change their portfolios driven by business deci-
sions and market demand, not because they want to game or re-
duce the capital charge in the stress tests. 

Mrs. KIM. Uh-huh. 
Mr. COVAS. The models, if they are accurate—the banks have no 

incentive to game accurate models. If they are inaccurate, they 
should be put out for notice and comment to fix the models. 

Finally, the Fed already has processes in place to look at banks’ 
exposures through the global market shock. Again, these allow— 
they have been doing that for the last at least 3 or 4 years, where 
they look carefully at banks’ exposures and if they think the banks 
are—some of the exposures are just to reduce the charge in the 
stress test, they are disallowed. So I think—— 

Mrs. KIM. Mr. Campbell, on the same topic, can you explain why 
it is difficult to game stress tests when you are talking about hun-
dreds of billions in the balance sheet of a bank? 

Mr. CAMPBELL. Sure. 
So I think, again, this notion of gaming the stress test is largely 

a misnomer. What banks are doing is, they are using the informa-
tion that they have access to in the risk weights, in the context of 
things like the GSIB capital surcharge, and, in principle, in the 
context of the stress test, to assess the riskiness of the assets on 
their balance sheet and then make funding decisions on a relevant 
basis in concert with the other information that they bring to the 
table in the context of their own risk management decisions. The 
better information that they have access to, the more complete that 
information, the better risk management decision that they can 
make. 

To the extent—as Francisco and others have pointed out, to the 
extent that the Federal Reserve is concerned about some sort of 
gaming activities or something else, they have a variety of rem-
edies at their disposal that they can use through the supervisory 
process—— 

Chairman BARR. The—— 
Mr. CAMPBELL [continuing]. to deal with that. 
Mrs. KIM. Thank you. 
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Mr. CAMPBELL. They do not need to limit the transparency in the 
stress-testing regime to deal with that issue. 

Mrs. KIM. I yield back my time. 
Chairman BARR. The gentlewoman’s time has expired. 
The gentlelady from Massachusetts, Ms. Pressley, is now recog-

nized. This will be the last questioner of the hearing. 
Ms. PRESSLEY. Thank you, Mr. Chair. 
Thank you to our witnesses for joining us today. 
The 2008 financial crisis exposed the weaknesses and 

vulnerabilities in our financial system, causing a recession that 
robbed an entire generation of economic opportunity and many are 
still reeling from these effects. 

The modern stress-testing regime that regulators use today was 
born out of that crisis and is now a staple of our regulatory frame-
work and oversight of banks. 

My Republican colleagues, however, want to go beyond the roll-
back of Dodd-Frank in 2018 that directly led to the collapse of Sil-
icon Valley Bank (SVB) and other banks last year. They want to 
continue down a path of deregulation that will undoubtedly in-
crease systemic risk in our financial system and increase economic 
harm to our constituents. Make it make sense. 

Mr. Feldberg, how did regular stress testing restore confidence in 
the banking sector following the 2008 financial crisis? 

Mr. FELDBERG. So, in the middle of the financial crisis, there was 
widespread concern about the capital of all the largest banks in the 
U.S., and I think there was just a lack of belief in regulatory cap-
ital information that was out there. There was a lack of confidence 
in the measure of capital. 

So the point of the stress test was to throw a very difficult sce-
nario at the banks and to ask the question, what would happen if 
this thing got even worse than it is? I think it was seen as a very 
credible test. The important thing, really, was that it be seen as 
credible by the markets. 

The results showed some banks passed, some banks failed. 
Banks went ahead and raised capital in an environment in which 
confidence was improving. I guess there was some luck that they 
were able to raise capital and only a small number of banks ended 
up really failing the test. 

It was a—it was a remarkable opportunity to address the crisis 
and get it going—— 

Ms. PRESSLEY. Thank you. 
Mr. FELDBERG [continuing]. get things going again. 
Ms. PRESSLEY. Thank you. 
Again, deregulation is a failed approach. Yet bank lobbyists are 

continuing to push for less stringent oversight. My colleagues 
across the aisle are working with big banks to publicly reveal the 
mechanics behind stress testing. This is not a pro-transparency, 
good-governance argument. They simply want to help banks game 
the system and circumvent oversight. 

Mr. Feldberg, in 2019, the Fed provided details to banks about 
how they conduct stress tests, and this diminished the value of 
those tests. 

If the Fed reveals even more information—just building upon 
what we have been talking about today; please expound—would 
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that not allow banks to game the tests, undermining the very pur-
pose of examining how resilient and prepared banks are for unex-
pected shocks to the financial system? 

Mr. FELDBERG. The banks spend a great deal of money trying to 
reverse-engineer the stress tests, and do not think they do that for 
any other reason than trying to game the process. 

They can already do a petty good job of reverse-engineering be-
cause they already get more information about the stress-test mod-
els than any other country gives their banks. 

If they got what is being asked for today, it would emasculate the 
process, and we would have something similar to what OFHEO 
had with the GSEs—an ineffective process that does not keep up 
with changes in the financial system. 

Ms. PRESSLEY. Thank you. 
Mr. FELDBERG. I would like to—I mean, just—an argument that 

came up earlier was, why do we not reveal these things after the 
test? I would discourage that idea from going much further. 

As I keep on saying, we actually do disclose a great deal already, 
so the difference in what we would be disclosing after and before 
the release of the results is not very much, but it is that one little 
secret sauce that prevents the banks from essentially just repli-
cating the models and baking grandma’s cake, and then you just— 
you do not have a test anymore. 

Ms. PRESSLEY. Thank you. 
When implementing stress tests, regulators should be prioritizing 

what is best for consumers and the stability of our financial sys-
tem, not the desires of greedy bank CEOs. 

If Republicans and big banks want greater transparency, then 
they should practice what they preach. I have a long list of areas 
where banks should be more transparent: the use of AI in decision-
making, their investments in mass incarceration, the funding of 
fossil-fuel projects that kill our environment, the denials of mort-
gages and business loans to disproportionately Black and Brown 
communities, and so much more. 

The Fed should not give away the answer key to stress testing. 
After witnessing some of the largest bank failures in our history 
last year, our response cannot be further deregulation that weak-
ens our banking system. We need meaningful and stringent stress 
tests for a safer and more stable financial system. 

Thank you. I yield. 
Chairman BARR. The gentlelady yields. 
I would like to thank our witnesses for their testimony today. 
As a matter of a concluding observation, I would just say that I 

thought we had great testimony, great points made by all of our 
witnesses. My takeaway is that we can have more transparency in 
stress testing, we can reduce the opacity. We can do that certainly 
on the input side of things to provide the accountability, to improve 
the process, to improve the actual stress testing itself and we do 
not have to do it in a way that would create the risks that Mr. 
Feldberg pointed out on the outputs. 

I think he makes a good point, that the goal should be to reveal 
just enough about banks to help market participants evaluate risk 
but not so much to undermine confidence. I think improving trans-
parency at the front end does not necessarily have to lead to under-
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mining confidence on the back end, and results of stress tests can 
be disclosed to the supervised institution so that they can evaluate 
those risks without undermining confidence. 

So, with that, I appreciate the testimony. I think this was a great 
hearing. 

Without objection, all members will have 5 legislative days with-
in 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. 

[The information referred to can be found in the appendix.] 
Chairman BARR. This hearing is now adjourned. 
[Whereupon, at 3:41 p.m., the subcommittee was adjourned.] 
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