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I see only advantages of harmonizing the calculation of regulatory capital across all banking
organizations, and not just large ones, since using nominal dollar thresholds does not provide an effective
cutoff in an inflationary environment where more banks will gradually be captured through regulatory
creep. However, [ argue that harmonizing can be effectively accomplished using the leverage ratio alone,
measured as equity relative to debt (or the sum of equity and debt), not in combination with risk-based
capital (RBC). Concerns about market risk can be addressed by using market values of equity, or by
comparing market and book values; risk-based capital requirements attempt to introduce what market
equity already does.

Many comments already submitted suggest that higher bank capital will make it more difficult for
banks to lend. That is true of RBC but not the leverage ratio, which has minimal effects on bank asset
allocations. The leverage ratio implicitly assumes equal risk-weights for all assets and is best designed for
unexpected losses, as risk-weighting cannot anticipate where unexpected losses will arise, and problems
only become apparent after subsequent bank distress. If the agencies want to protect depositors or
prevent bank failures without deterring lending, they should abandon efforts to turn all losses—including
unexpected losses—into actual expected losses through risk-weighting and instead just have banks meet
a funding prerequisite of higher equity, say 15 percent or more relative to debt (or the sum of equity and
debt); it’s the “unknown unknowns,” rather than the “known unknowns,” that harm depositors and cause
banks to fail.

This was apparent in the lead up to the 2007-2009 Financial Crisis for assets that turned out to be
riskier than the risk-weights suggested. It was also true with the Silicon Valley Bank (SVB) and Silvergate
failures in March 2023. These banks held large positions in agency mortgage-backed securities (MBS) and
Treasuries, which have low risk-weights and risk-weights equal to zero, respectively, reflecting their low
default risk. Low risk-weights meant those banks had little capital to back such asset holdings, and the
problem was compounded by those banks not hedging against interest-rate risk, which could have offset
such losses.!

I elaborate on these issues in the next four sections, in support of the thesis that the leverage
ratio—and not risk-based capital—is the more effective regulatory capital regime:

1. Changes to risk-weights after the 2001 Recourse Rule had unintended consequences that
contributed to the 2007-2009 Financial Crisis.

2. Post-crisis revisions adopted by US regulators from the Basel I1I capital guidelines resulted in risk-
weights that distorted bank balance sheets.

Risk-weighting did not prevent the March 2023 bank failures.

4, Regulatory verbosity on risk-weighting has led to regulatory complexity, creating distortions and
added costs of compliance.

TFor a discussion of Silicon Valley Bank’s and Silvergate’s low risk-weight securities exposures see Stephen “Steph” Miller, “On
SVB'’s Failure and Other Bank Distress: What's Going On?,” FinRegRag, March 15, 2023, https://www finregrag.com/p/on-svlbs-
failure-and-other-bank-distress.
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In the aftermath of the 2007-2009 Financial Crisis, reform initiatives failed to recognize the role of
RBC as a cause of that crisis. First, Congress made no references to the Recourse Rule when Section 939 of
the Wall Street Reform and Consumer Protection Act, or Dodd-Frank Act, called for eliminating
regulatory references to ratings, which for securitizations originated with the Recourse Rule.” Instead,
rating agencies bore the brunt of congressional blame, even though in a comment letter dated February 2,
1998, obtained from an electronic Freedom of Information Act (eFOIA) request, former Moody’s
Managing Director Donald Selzer stated this in response to an earlier proposed Recourse Rule:"

Moody's comments address only those aspects of the Proposal that propose the use of credit
ratings to measure the level of risk for recourse obligations and direct credit substitutes or other
securitized tranches of asset securitizations. It notes that the Proposal attempts to address some
adverse consequences of the use of credit ratings for these purposes, but Moody's believes that
those adverse consequences will ultimately undermine both the validity of the risk-based capital
standards and the credibility of credit ratings. Specifically:

- Rating scales vary substantially between rating agencies. Ratings that appear equivalent due to
similarities of their alphanumeric symbols may not be equivalent from a credit risk perspective. A
regulatory scheme that uses ratings of different rating agencies interchangeably inherently
contains systematic errors.

« The proposed regulation gives regulated financial institutions, as investors in ABS, an incentive to
demand higher credit ratings from rating agencies than a security's risk would warrant. It weakens
the tension between the interests of the investors who rely on ratings and the interests of the
issuers who pay rating agencies to generate ratings. This proposal will compound the adverse
effects on rating agencies already resulting from the use of ratings by regulators in other financial
sectors, and will over time exert further negative pressure on the quality and consistency of rating
opinions.

« The proposal's attempt to reduce rating shopping by having special requirements for "non-traded
positions within a securitization” is inadequate, as it fails to address the underlying problem of the
change in investor interests (and therefor rating agency motivations) created by this rule.

« The small incremental benefit that the use of ratings might bring to the risk-based capital
adequacy system does not justify its adverse impact on the rating process.

» Alternatives exist that would more consistently capture the specific credit risks of individual

exposures and their portfolio credit risk implications and the interaction of those securities with all

other securities and risk exposures on a financial entity's balance sheet.

The lesson following the 2007-2009 Financial Crisis was that risk-weighting creates more scope for
regulatory failure, but the Recourse Rule escaped scrutiny.

Second, Section 941 of the Dodd-Frank Act called for risk-retention regulation to get BHCs to
retain more of deal credit risk, even though Federal Reserve research showed that with some
securitization deals, originating banks could signal confidence in deals by holding the highest-rated rather
than the unrated equity tranche.” In my view, this does not speak to the fault of the research but does

9 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. Law 111-203; 124 Stat. 1376 (2010).

10 See Miller, “The Recourse Rule, Regulatory Arbitrage, and the Financial Crisis” for more details about the eFOIA requestion.
' See Michael S. Gibson, “Understanding the Risk of Synthetic CDOs,” (Working Paper, Federal Reserve Board, 2004) and Erel,
Nadauld, and Stulz, “Why Did Holdings of Highly Rated Securitization Tranches Differ So Much Across Banks?”
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