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April 30,2012

The Honorable Ben S. Bernanke

Chairman

Board of Governors of the Federal Reserve System'
20 Street and Constitution Avenue, NW
Washmgton DC. 20551

Re Enhanced Prudentlai Standards and Earlv Remed:atmn_ Re ] u;rements for Coveredvj
Compames

Dear Chairman Bernanke:

{ am wutmg thh respect to proposed rules issued by the. Board of Governors of the
Federal Reses've Systcm (“Board”) that would :mpiemem Section }65 of the Dodd Frank Wall3
Street. Reform and Consumer Protectwn Act (“Dodd- Frank Act”) ‘The fmanc:ai crisis that ‘began
in 2007 htghtlohted the economic costs. assoc:atcd with the. dxsorderly fax!ure; of ‘a major financial
compa" _and the Dodd-Frank Act put in. pEace a path to prudent reforms that would enhancez
Lﬁnanaal stabihiy

In determining enhanced prudential standards, poficymakers must balance the benefits of
financial stability and market integrity against the costs to economic growth and credit
avaslat’iiﬁty caused by risk-based capital requireménts, countérparty credit limits, and liquidity
requirements. In enacting Section 165, Congress struck a balance between these competing.
cons:deran(ms ! commend the Board for: attemptmg o’ craft standardq that adhere to
Cougress;,enal intent and for pro_v;dmg the - pubhc with additional time to ,mmmcn,t on the.
oroposal. i . o



Implementation Timeframe

1 appreciate the Board’s phased smpiem&mafzon approach and its dec:szon not to act
prematurely in certain areas. The rule recognizes the critical mterplay between Section 165, anci’
effom by the Basel Commtitee on Bzmkmg Supewaslon (“BCBS”) to- strenﬁmen ‘the regulatery
remme for mtematnonaily active banks and by the Financial Stab;hty Ovemght Councxi
;{“Coufm ) to dcswnaze nonbank. ﬁnanmal companies for enhanced oversxght by the Board I
wouid encourage the Board to move expeditiously in proposing rules with zcspect to forexonf
banking t)rgammtwns ¢ ‘FBO’) and nonbank fmancxal companies. in consu!tanon with the BCBS
and the. Coungil -and to continue to. deveiop a framework that is sensitive to. ﬂw dsfferences{
'between mldwsxzed ‘regional banks that. may ‘be subject 1o the proposed rules and more complex
mst:mtmns

Liguidity Requirements

Durmo the fmancm! cnsxs, solvem fi nanma{ firms expeﬁenced itqmdxty shortages and
had: dtfﬁcuity meeting. obhgauons ona nmely basis {,in response, bankmg regulators pursued
requirements that wvuld rei;mre clobai systcmxca. i ' : ‘GaSIBs”} to hold asseis
that could be used 1o meex cash ourﬂows durmg'nmes of s{ress The BC BS preposed a liguidity
coverage ratio (“LCR”) as part of Basel 1 reforms in December 2010 and the Board. proposed
i:qmdﬁy; , qmréments as-a part of its proposed rule. ‘These steps. will be. of the utmost 1mportance’

in improving financial stability.

1In its’ rule, the Board proposes a multi-stage process for implementing: liquidity
requirements. that wouid cause hank hoidmg ‘companies with total consohdated assets of 550
billion or'more and nonbank fmanmal compan es the: Ccunczt hasld' 'lgnated pursuant to section
113 of the Dodd-Frank Aet, for supervision by the- Board (toﬁether, “covered: companies” and
gach a “covarcd company”) to mainfain a hqusd;ty buffer of unentumbercd “h:ohly hqu:d
assets.” The Board's liquidity reqmremems under the prosed rule i 1mprcve upon the definition of
highly quahty liquid assets used in the LCR by taking into account the diverse pool of hxghiyﬂ
hqu;d assets and Inqmdlty facilities available to covered campames in the United States. In
pamcular. the Board’s definition of hi ghly liquid assets includes securities issued or guaranteed
by US. government agencies and enterprises.

deﬁmimn of h:ghiy hqmd absets In ihe mic zhe Beard spet!ed out a ti;ree pan test Ihat wouid
require a covered company to demonstrate to the satasf'tcuon of the Federal Reservc that an
asset:.



(i) Has low credit risk (low. risk of default) and low market risk (little or
no price volatility); ‘ o ’ ‘ o
_(u) is trade_ n an -active secondary two-way. market that has. observable;
;market prices; commazted ‘market ‘makers, a iarfre number of malrket}5
pamc:pants anda h;gh trading volume; and

(iii) Is a type of asset that investors hlstorwaﬂy have purchased in periods
“of ﬁnanmai ‘market distress danng whxch i:qu;dity is :mpazred (ﬂwht to-
- fquaiﬁy)

The rule also suggests that highly liquid assets should be. diversifi ed by instrument type,
counterparty, and geographic market

Covered Bonds (CBs) are -one. asset that 1. encourage - the Board to include in its
definition of h:ghly hqmd assets. The- BCBS mciuded CBs in its deﬁmtlon of hlgh¥y quality
liquid assets for the purposes of th LCR The $32 trilllon of outsxandmg CBs represent a deep
and liguid market. In addition to their loy w3markct risk, a _d actlve secondary;
market, CBs offer veographw -and: counteiparty dlv,,‘_;
available to covered companies.. o

Single Counterparty Credit Limits

Excesswe credit exposures. between: counterpames can. pose risks to the financial
system. 1 strongly support the po];cy gedl of mng extreme!y large cxposures of covered
companies to counterparties by imposing single counterparty credit  limits (“SCCL”).
Unfortunateiy the ‘blunt approach used by the Board 1o apply Sectmn 165(6) overr&aches in
several respects.

First, in: exercnsmg anthomies under ‘Section’ 165(e)(2), the propesec:l rule fails to take
mto account the broader economic 1mpac1: of the SCCL Desplte szgmf cant empirical and.
.histoncal data on capxtal rﬁquxrements 11 xs w1dely acknowledged that estimates of the. ;mpact of '

other hand are novel features of prudenna! rcauianon at the holdmg company ieve! thh hule,
empmcaf data that can be used quanttfy then‘ 1mpact on reai economic: dCthity, credltbavaliablhty

to any unafﬁllated company that exceeds :25-- percent of the capxtal stock and ssrplus” of the»
covered company. and. prov:des the Board with aathomy to lower that- amount “to-mitigate risks
to the f;nanc;ai stabm‘ty of the United States.” The Board exercised its authorlty to lower
statutory credit expostire limits before prowdmw a compieze assessment of :he impacts to credit.
availability, economic growth, or liquidity that its proposed 1evels wonid have. !n proposing
capital req,uxremc;;{sthg BCBS conducted repeated rounds of Quantitative Impact Studies (QIS)



v-pnor to adopting rules. The board did not conduct a comprehensive: and 1teratwe QIS before
proposing to expand SCCLs. | would' urge the Board to conduct an-economic impact assessment,

‘which is informed by data gathered after the: statutory iu‘mt goes mto.-effect before exermsmg :ts:
'authomy under 163(“ 2)‘".:

Should the B()ard choose to- exercise its authoriiy under . Sectmn 165(&)(2), after
rcempletmg an economic. 3mpact assessment, the Board should modify its approach o adequately '
take into account the different risk characteristics of counterpames ‘to. “major ‘covered
companies” with tatai ccmsolrdated assets - of 5569 i}:lhon or more. Counterpames to-major
covered companies: vary | reatiy in’ the;r risk: charactensncs. The proposed rule. ‘does. not,.
however, acknowledge th ariations among counterparties: For example, a covered: cc}mpany,
subject 1o enhanced pru | regulation by the Board, shouid pcse lower risk than a sin
‘sized: nonban .l,nancza! company that, was not covered by enhanced prudentxa] standards and':
Board oversxgbt under the rui” Exposure to centml banks mgh quahty sovereigns; or. state and
Jocal govemmems would be’ v:cwed as posing risk commensurate to a lightly r 'guiated fﬁrelgn :

fund. Additionaliy, w1th0ut appropndteiy cahbrated rlsk charactensucsv the pm§bsed rule couid-

when lowenhg the statutory threshoid and shouid consider prudetit use_of its: exemptwe author:ty'
under i65(e)(6) in.cases that serve zhe pubi ic: mterest

L appiaud the Board for. its work to- improve financial stab:hty through cnhanced'
prudennai regulations in the U S. and :ntematzonaily and I look forward to the Board’s ruies thatv
covering nonbank fmanc;al ‘companies and foreign. bzmkmg araamzanons* Thank you, for your
f these comments. Please feel free to contact me or my staff if you would like
dlscuss these 1ssues further

Sincerely,

Kay R. Hagan
Umted States Senator

c¢: The Honorable Janet L. Yellen
Board of Governors of the Federal Reserve System



The Honorable Elizabeth A. Duke, Member
Board of Directors of the Federal Reserve System

The Honorable Sarah Bloom Raskin
Board of Governors of the Federal Reserve System.

The Honorable Daniel K. Tarullo
Board of Governors of the Federal Reserve System

Jennifer J. Johnson, Secretary |
Board of Governors of the Federal Reserve System





