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

Dear Chair Gruenberg, Comptroller Hsu, and Vice Chair Barr,

On behalf of more than 500,000 members and supporters of Public Citizen, we provide the
following comment on two rules proposed by the Federal Reserve Board (Board), the Federal
Deposit Insurance Corp (FDIC), and the Office of the Comptroller of the Currency (OCC)
(hereafter “the agencies”): “Regulatory capital rule: Amendments Applicable To Large Banking
Organizations And To Banking Organizations With Significant Trading Activity;” and “Long-
term Debt Requirements for Large Bank Holding Companies;” and on the Board’s notice of
proposed rulemaking for “Regulatory Capital Rule: Risk-Based Capital Surcharges for Global
Systemically Important Bank Holding Companies; Systemic Risk Report (FR Y-15).”

These are significant proposals for the large banking institutions that dominate the financial
industry. All in all, the proposals cover the 31 largest banks, namely those with more than $100
billion in assets. If implemented as proposed, we believe that the banking system will be safer.
Capital becomes stronger and greater long-term debt (relative to short-term debt) provides
additional stability. At the same time, Public Citizen believes that genuine financial stability will
not be achieved until regulators require a substantial increase in capital. This means less overall
reliance on debt, an end to risk weighting—which is overly complex and effectively a device for
banks to evade robust capital requirements, and greater attention to highly uncertain and
significant risks such as artificial intelligence (AT) and climate-related financial risk (climate
risk).

In the capital rule, the bank regulatory agencies propose to modify large bank capital
requirements that will better reflect underlying risks. Further, the agencies propose to increase
the consistency of how banks measure their risks with the use of standard, as opposed to bank-
devised internal models. These changes implement the final components of the Basel I11
agreement, an international accord regarding bank safety. In the parlance of the financial
regulatory community, this is known as the “Basel III endgame.”

In the debt proposal, the agencies propose to require that large banks hold a greater level of long-
term debt, reducing dependence on less stable deposits, which, if uninsured, are prone to runs
when a bank begins to falter.

In the surcharge proposal, the Board proposes to better align the capital surcharge for the largest
and most complex banks to each bank’s systemic risk profile.

These proposals follow the failure of four regional banks in the spring of 2023. In the case of
Silicon Valley Bank (SVB), Congress’ misguided 2018 law S. 2155 eliminated “enhanced
supervision” for banks as large as $250 billion in assets. This prompted SVB and several other
regionals to grow recklessly; in SVB’s case, the bank doubled its size each year following



passage of the law. The bank then bet disastrously that interest rates would not rise and invested
in low-returning long-term Treasury bonds. These bonds declined in value as interest rates, in
fact, rose, which the Federal Reserve had publicly and conspicuously warned. Market value
losses in this portfolio quickly eviscerated the thin amount of equity capital (assets minus
liabilities) that regulators required. Uninsured depositors, which accounted for the lion’s share of
SVB’s deposits, understandably withdrew their funds, culminating in a run. This forced
regulators to seize the institution. Public Citizen explored the collapse of SVB in a submission
before the Senate Banking Committee.

Well before these failures, the agencies have been working toward a Basel Endgame capital rule.
Agency leaders, economists and other staff have labored on the proposal for more than a decade.
The proposal would generally apply to banks with $100 billion or more in total assets, of which
there are 31 in number. Community banks would not be impacted by this proposal.

In particular, the proposal would standardize aspects of the capital framework related to credit
risk, market risk, operational risk, and financial derivative risk. Additionally, the proposal would
require banks to include unrealized gains and losses from certain securities in their capital

ratios. This addresses the problem of SVB, which held its long-term Treasuries in a manner
known as hold-to-maturity, or HTM. This allowed the bank (and others similarly situated) to
account for the bonds as if they had not lost value. These banks would also be subject to the
supplementary leverage ratio and the countercyclical capital buffer, if activated.

The proposed improvements to strengthen the banking system are estimated to result in an
aggregate 16 percent increase in common equity, with the increase principally affecting the
largest and most complex banks. The effects would vary for each bank based on activities and
risk profile. Most banks currently would have enough capital to meet the proposed requirements.
The proposal includes transition provisions to give banks sufficient time to adapt to the changes
while minimizing any potential adverse impact. During the comment period, the agencies will
collect data to further refine their estimate of the proposal’s impact. Under the proposal, large
banks would begin transitioning to the new framework on July 1, 2025, with full compliance
starting July 1, 2028.

Separately, the Federal Reserve Board today also requested comment on a proposal that would
make certain adjustments to the calculation of the capital surcharge for the largest and most
complex banks. The changes would better align the surcharge to each bank’s systemic risk
profile, in particular by measuring a bank’s systemic importance averaged over the entire year,
instead of only at the year—end value.

Public Citizen supports greater capital for banks. We express concern that the Basel Endgame
proposal perpetuates reliance on risk weighting, which we believe is unwise, unsound, and
discriminatory. We are also concerned that the proposal calling for greater long-term debt
compounds the problem that banks already operate with too much debt. Public Citizen believes
that greater equity capital, not greater debt, will improve the safety and soundness of our largest
financial institutions.

! Bartlett Naylor, Testimony, Senate Banking Committee CITIZEN.ORG {March 27, 2023)
https://www.citizen.org/article/submission-to-banking-housing-and-urban-affairs-committee-re-silicon-valley-bank-
compensation/
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A Consideration of Capital

On the surface, a bank may appear to be the epitome of safety. Many emphasize this in their
names, using words such as “trust” or “security.” They occupy large, sturdy buildings in the
middle of cities, often defining the skyline.

Yet, as Americans have come to understand, they are, in fact, highly speculative business
operations that rely dangerously on debt. Moreover, much of that debt, namely, the debt that
comes as deposits, is insured by the federal government. This introduces moral hazard. While the
normal lender performs diligence on the borrower lest the money is squandered, the depositor
need not worry. If the bank fails, the insured depositor is repaid by the government. This invites
a wayward banker to speculate unsafely.

There are three traditional means of controlling moral hazard: 1. examination and supervision; 2
uninsured depositor and creditor discipline; and 3. regulatory capital requirements.

Banks overly reliant on debt risk insolvency. If the value of their assets declines by as little as 10
percent, they become insolvent, as what they owe becomes larger than what they own. At the end
of 2022, JP Morgan, America’s largest bank, with operations throughout the nation and in
dozens of countries, listed $3.66 trillion in assets. That’s $3,665 billion. However, it also
disclosed $3.373 trillion in debt, or liabilities.” The difference between these two mammoth
numbers is slim. If the value of its assets declined by a mere 7.9 percent, then the nation’s largest
bank would be insolvent. By contrast, the average household owns $166,900 worth of assets
(equity in a home, savings, stocks, etc).> And the average household debt is $101,915.* That
means the value of average household assets would need to decline by 39 percent before the
family is insolvent.

In the somewhat misleading parlance of bank regulation, these percentages are known as capital.
Capital is a ratio. Capital is the ratio of the difference between assets and liabilities, which is the
numerator, divided by assets, which is the denominator. JP Morgan’s capital is 7.9 percent of its
assets. The average household’s capital is 39 percent of their assets. JPMorgan may have
skyscrapers in many American cities and most of the world’s capitols, but the average American
household is essentially five times safer, financially.

Most businesses operate by developing, making and selling widgets at the least cost and then
selling them for the highest price the market will bear. Apple, maker of the iPhone, is the biggest
company in the United States, measured by market capitalization (the value of all its stock).
Apple disclosed $355 billion worth of assets in its latest annual report, and $302 billion in

2 JP Morgan, Annual Report, JP MoRrGaN (Dec. 31, 2022)
https://jpmorganchaseco.gcs-web.com/node/525601/html#i71fd3be39cff46d4bfa090c3713c3fa2_139
3 The Wealth of Households 2021, CENsus BUREAU (June 2023)
https://www.census.gov/content/dam/Census/library/publications/2023/demo/p70br-183.pdf

* Jack Caporal, Average American Household Debt in 2023: Facts and Figures,

THEASSENT (Aug 17, 2023) https://www.fool.com/the-ascent/research/average-household-debt/
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concluded: “To be as clear as we can possibly be, higher capital requirements have not hurt
banks, they have not hurt borrowers.”*®

The agencies’ proposal steps in the right direction, with capital increased by about 16 percent.
This is not a capital ratio of 16 percent, but rather an increase from the current ratio. This new
level is easily met. Some banks already conform to the proposed standard. Those that do not
could easily meet it by retaining earnings for a few quarters, suspending dividends."

Capital and Risk Weighting

Capital requirements are not new in the United States, but they have varied significantly over
nearly three centuries. The earliest banks formed in the days of Alexander Hamilton literally held
capital in the form of gold. After many decades, geography, not size, determined the amount of
capital. For example, the National Banking Act of 1864 detailed that a bank operating in an area
with less than 6,000 people must demonstrate $50,000 worth of capital. The National Bank Act
of 1863 described capital invested by shareholders. A shareholder, or “subscriber” might put up
the cash for half of his investment but could be liable for the other half if the bank began to
suffer losses. By 1939, the newly formed Federal Deposit Insurance Corporation described
adequate capital as one-tenth. That is, for every $1000 in loans, there must be $100 in capital.'®

A series of banking problems in Europe during the 1970s led to the establishment of the Basel
Committee on Banking Supervision. Housed in the Bank for International Settlements in Basel,
Switzerland, central bankers from the largest 10 economies formed the Basel Committee. '° After
years of study with considerable bank lobbying, they prescribed a new way to look at capital,
namely, through risk weighting of assets. They called for a minimum capital of 8 percent. But
they also introduced a relatively new concept. The assets would be “risk weighted.”* Assets are
a bank’s loans such as its business loans to large and small enterprises; its investments in
sovereign securities such as U.S. Treasuries and other items of value that it discloses on its
balance sheet. On the surface, not all assets are equally risky. A loan to a small business might
possibly go bad; an investment in a US Treasury has never failed. A loan to a small business

5 Using the more generous risk-weighted measure of capital, economists at the conservative Mercatus Center
argue that the optimal capital ratio is 25 percent. A study by the Minneapolis Federal Reserve Bank found that a
23.5 percent ratio would help end the problem of mega-bank bailouts.—Renita Marcellin, Testimony, House
Financial Services Committee, (Nov. 7, 2023) https://docs.house.gov/meetings/BA/BA20/20231107/116543/HHRG-
118-BA20-Wstate-MarcellinR-20231107.pdf

1 Steven Cecchetti and Kermit Schoenholtz, Setting Bank Capital Requirements, MONEY AND BANKING, (Oct. 12, 2020)
https://www.moneyandbanking.com/commentary/2020/10/11/setting-bank-capital-requirements

7 Jeremy Kress, Jeremy Kress on the Newly Proposed Banking Regulations

BITE-SIZED BUSINESS LAw (2013) https://podcasts.apple.com/us/podcast/jeremy-kress-on-the-newly-proposed-
banking-regulations/id16712468367i=1000632409678

8 Joseph Haubrich, A Brief History of Bank Capital Requirements in the United States, FEDERAL RESERVE BANK OF
CLEVELAND (Feb. 28, 29020) https://www.clevelandfed.org/publications/economic-commentary/2020/ec-202005-
evolution-bank-capital-requirements

¥ History of the Basel Committee, BANK OF INTERNATIONAL SETTLEMENTS (website visited September 23, 2023)
https://www.bis.org/bcbs/history.htm

2 History of the Basel Committee, BANK OF INTERNATIONAL SETTLEMENTS (website visited September 23, 2023)
https://www.bis.org/bcbs/history.htm
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with a thin track record might be riskier than a loan to a large, profitable business that even floats
high grade bonds. If all risk weights are the same, proponents of risk weighting contended, banks
would concentrate on those that are the most risky, with the greatest potential for reward.

But the concept of risk weighting resulted from considerable lobbying by the banking industry.
Risk weighting became a clever way of reducing the amount of assets in the denominator.*! If
assets can be reduced through lower risk weights, capital can be reduced.

The first Basel Accord (Basel I) was adopted in 1988 by the G-10 with the stated goal of
harmonizing capital regulation across countries and strengthening the stability of the
international banking system. The Basel committee explained that this framework would
encourage banks to increase their capital positions and to make regulatory capital more sensitive
to banks’ perceived credit risks. Accordingly, assets and off-balance sheet activities were
assigned risk weights between 0 and 100 percent according to their perceived risks, and banks
were obliged to hold a minimal amount of capital relative to total risk-weighted assets and off-
balance sheet activities.” The most risky assets were weighted at 100 percent. But other assets
are weighted at less than 100 percent. Sovereigns, which are bonds issued by governments, are
weighted at zero percent. Hypothetically, if a bank invested only in US Treasuries, it would need
no capital.

Risk weighting, though, suffers obvious flaws. For example, not all sovereigns are equal. While
the United States has not defaulted on its obligations, Greece has. Risk weighting has not always
served well to prepare banks for troubles. Leading to the 2008 crash, mortgages were risk
weighted at less than 100 percent. Those arguing for this lower weight contended that housing
prices rarely fell, and mortgage defaults were rare. In fact, that lower risk weight proved fatal, as
Wall Street fraudulently wrote mortgages beyond what the market demanded to serve a
securitization frenzy.” The regional banking failure of Silicon Valley Bank on March 10, 2023,
followed the fatal error to purchase long term Treasuries. As the Federal Reserve raised interest
rates, the value of those bonds declined, revealing a marked-to-market loss beyond the bank’s
capital. Large, uninsured and arguably more sophisticated depositors could see this accounting
insolvency and withdrew their funds in magnitude—a run. Many banks also held these arguably
safe Treasuries, threatening runs at other banks, forcing the FDIC to effectively declare all
deposits covered by federal insurance at banks that size and above. In other words, risk
weighting helped cause, not prevent, the two most recent bank calamities.

Observed Kevin Dowd from the conservative Cato Institute, the explanation for the banking
industry’s affinity for risk-weighting “is simple: the regulatory system was being gamed by
banks engaged in risk-weight ‘optimization’—exploiting the loopholes and inconsistencies in the
system via regulatory arbitrage, in effect gaming both the denominator and the numerator in the
risk-weighted capital ratio. In so doing, they hijacked the system into a race to the bottom.*

2 Adam Chalmers, Characteristics and Banking Regulations on international Bank Lobbying

BUSINESS AND PoLITICS, (Feb. 1, 2017) https://www.cambridge.org/core/journals/business-and-politics/article/when-
banks-lobby-the-effects-of-organizational-characteristics-and-banking-regulations-on-international-bank-
lobbying/2F1C268EF453991B7DF6B5EC486004BF

2 Leonardo Gambacorta, Leverage and Risk Weighted Capital Requirements, BANK FOR INTERNATIONAL SETTLEMENTS,
(Sept. 2016) https://www.bis.org/publ/work586.pdf

2 Bartlett Naylor, TOO Big, PuBLIc CITIZEN (2016) https://www.citizen.org/wp-content/uploads/toobig.pdf
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Thomas Hoenig, a professor at the conservative Mercatus Center, has served on the front lines of
the capital debate for decades. From 1991 to 2012, he led the Federal Reserve Bank in Kansas
City, and then joined the board of the FDIC. From this vantage, he watched the financial sector
promote risk weighting. He observed,

The risk-based system is still pitched as a cure for slow economic growth. The Clearing
House Association, a trade group for large banks, [claims] that a risk-weighting system is
the only reliable way to judge bank capital. . . . Let's look further at the financial and
regulatory record. The preponderance of independent research, including by the
International Monetary Fund and Bank for International Settlements, demonstrates many
of the weaknesses of the risk-based capital measures that contributed to industry
problems. Risk-based capital schemes encouraged banks to use their financial
engineering tools to increase leverage and reported returns associated with artificially low
risk-weighted asset classes. Low weights were assigned to subprime mortgages, foreign
sovereign debt, collateralized debt obligations and derivatives like credit default swaps.
These asset classes ended up dominating the banks' balance sheet, leading to massive
losses. Unfortunately, and surprisingly, these risk weights have changed little since the
[2008] crisis.®

Risk weighting also leads regulators (and bank lobbyists) to pick winners and losers. In the
current proposal, mortgages with large downpayments receive a lower risk weight than those
with low downpayments. This discriminates against low- and moderate-income home buyers. A
loan to a small business is risk weighted higher than a loan to a large firm that has issued AAA-
rated bonds. This discriminates against small business. We believe this discrimination is
unwarranted even when considering risk alone. Banks will charge those mortgage borrowers
with low downpayments or small business with less operational history than large corporations
that issue bonds at higher rates.

Summarized Stanford Professor Anat Admati

Risk weights introduce distortions in multiple ways. (i) They allow the use of internal
models that often ignore tail risk, thus encourage concentrated tail risks and increase
systemic risk; (ii)The use of banks’ internal models allows manipulation of the
requirements in order to increase leverage and risk. (iii) Risk weights distort bank
lending, often away from business lending and towards government lending and other
investments. A recent example is the excessive lending of private banks in Europe to the
Greek government in 2001-10. Such lending received zero risk weight and thus the risk
was ignored.”®

We welcome the agencies’ reform of risk weighing models by terminating the ability of banks to
use their own internally generated models. Instead, the agencies propose a uniform risk weight

24 Kevin Dowd, Math Gone Mad, CATO INSTITUTE (Sept. 3, 2014)
https://www.cato.org/sites/cato.org/files/pubs/pdf/pa754_1.pdf

% Thomas Hoenig, Why Risk-Based Capital is Too Risky, FEDERAL DEPOSIT INSURANCE CORP (Aug. 11, 2016)
https://www.fdic.gov/about/learn/board/hoenig/op-ed-081216.html

% Anat Admati, The Missed Opportunity and Challenge of Capital Regulation, National Institute Economic Review
(February 2016https://www.fsb.org/wp-content/uploads/Anat-Admati-Stanford-GSB. pdf
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model. Internal models failed to appreciate the growing risk that led to the 2008 crash. An
analysis from 2013 by the Basel Committee found that internal models at banks with similar risk
profiles generated different risk weights for their own credit and market risks of their assets,
including loans and securities.”’” Ideally, the agencies would abandon risk weighting and adopt a
simple ratio, commonly known as the leverage ratio, as the sole measure for capital.

Artificial Intelligence

As stressed above, stronger capital requirements constitute the front line of bank safety. We
believe stronger capital requirements are especially important with the emergence of artificial
intelligence (AI), which poses enormous new risk to the financial system. The ingredients are
many. Al that uses neural networks suffers from opacity, a “black box” problem where human
overseers cannot readily understand the connection between inputs and outputs. Where firms use
models, there may be overreliance on a given model, which, in turn, could be subject to a
cyberattack.”® The Equifax data breach, allegedly perpetrated by the Chinese army, exposed
thousands of customer records.*

Writes American University Prof. Hilary Allen, “A panicked fire sale is just one example of
“herding,” a well-documented phenomenon that is inimical to financial stability. When market
participants behave in a correlated manner, such participation will often lead to suboptimal
outcomes for the financial system as a whole.” This herding can inflate asset bubbles, as
happened in the run-up to the 2008 financial crash, where banks collectively underwrote
mortgages beyond market sense, leading to inflated housing prices and an inevitable deflation.*
Other researchers worry that robo-investing could inflate stock market prices. Firms generally
categorize their investment clients into between five and eight profiles. Then Al constructs an
investment portfolio for each. Economies of scale make this cheaper for investors, but also
influence the choices of larger groups. Deflation following the market surge caused by such
herding could lead to a loss of clients. For a mega-bank reliant on a sizeable investment bank
affiliate, a rapid loss of clients could impair its earnings, and therein, its capital. *

Climate Change

Public Citizen also believes that climate change poses significant and growing risks to banks and
to the financial system. Climate-related transition risks to large banks are growing, for example,

¥ Basel Committee on Banking Supervision, Regulatory Consistency Assessment Programme Analysis Of Risk-
Weighted Assets For Credit Risk In The Banking Book, BANKING FOR INTERNATIONAL SETTLEMENTS, (July 2013}
https://www.bis.org/bcbs/publ/d424.htm.

% Gary Gensler, Lily Bailey, Deep Learning and Financial Stability MIT, SSRN (Nov. 2020)
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3723132

“Federal Bureau of Investigations, Chinese Military Hackers Charged in Equifax Breach, FBl.cov (Feb. 10, 2020)
https://www.fbi.gov/news/stories/chinese-hackers-charged-in-equifax-breach-021020

% Hilary Allen, Driverless Finance, HARVARD BUSINESS LAw REVIEW (April 16, 2019)
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3366016

L Hilary Allen, Driverless Finance, HARVARD BUSINESS LAw REVIEW (April 16, 2019)
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3366016
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