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My name is Hilary Allen, and I am a law professor at the American University Washington
College of Law. I am an internationally recognized expert on financial stability regulation and
new technologies, and am writing in response to proposed notices of rulemakings that, collectively,
would serve to further reduce the amount of capital with which banks are required to fund their
investments.

Several of my academic colleagues have submitted a letter that lays out empirical evidence
demonstrating that financial stability would improve from implementing higher capital
requirements, and that lowering capital requirements is not necessary for banks to satisfy the credit
needs of the broader economy.! I will not restate the content of their letter here, but I note that that
content is foundational to the comments I will make here. I offer this letter as further support for
my colleagues’ recommendations to: “Withdraw the arbitrary recalibration of the GSIB surcharge
Method 2 coefficients ...Eliminate the material downward deviations from the Basel III
standards...Reject the nonbank migration rationale as a basis for weakening bank capital
standards...Retain the dual-stack calculation requirement for the largest banking organizations
[and]...Evaluate these proposals holistically” in light of other steps being taken to reduce capital
requirements and banking supervision and enforcement more generally.

! See comment letter submitted by Stephen Cecchetti, Jeremy Kress, Kermit Schoenholtz, et al.



In this letter, I will provide context for our current moment, a moment in which it is not
just foolhardy but frankly immoral to reduce the capital requirements that help insulate society
from financial crises. Since memories are often short, I will reiterate here some of the costs of the
2008 financial crisis. In the United States, 3.6 million jobs were lost in 2008 alone, according to
the Financial Crisis Inquiry Commission. Unemployment peaked at around 10% in October of
2010, and didn’t return to pre-crisis levels until 2017. Even a decade after the crisis, measures of
broader economic growth like GDP remained persistently lower than their pre-crisis trend
suggested they should be, with one study estimating the impact of the crisis as a “lifetime present-
value income loss of about $70,000 for every American.”® The GAO has estimated the total cost
of the crisis to the American people to be in the trillions of dollars.?

As former Treasury Secretary Yellen has observed, “[t]hese are not just statistics. . . . The
toll is simply terrible on the mental and physical health of workers, on their marriages, on their
children.”*  For example, medical studies conducted following the 2008 financial crisis
demonstrated increased rates in heart attacks® and suicides,® and people were less likely to seek
preventative medical care in general because of concerns associated with the costs.” Even among
people who were able to keep their jobs and some sense of financial security during the recession,
many experienced a pervading sense of uncertainty and precariousness that may have caused them
to delay life events like marriage, home purchases and retirement. It is also important to note that
the impacts of the crisis of 2008 were not distributed uniformly. Unemployment and wealth
destruction resulting from the crisis hit Black and Latinx Americans harder than White
Americans,® and overall, the crisis has contributed to growing economic inequality and increasing
political polarization.’

The costs of the 2008 crisis should not be reflexively dismissed, as a never-to-be-repeated
aberration. There are many reasons to be concerned about the fragility of our financial system in
2026. Perhaps most prominently, there are rumblings that the private credit bubble could ignite a
financial crisis in ways that are reminiscent of the mortgage-backed securities bubble,!® and
threaten the stability of the banking system as a result. As Moody’s has noted, “Banks are
increasingly involved in private credit and other non-bank financial institutions through
partnerships, fund financing and structured risk transfers that allow them to maintain economic
exposure to credit markets while shifting assets off balance sheet.”!! It is conceivable that “a few
loan defaults in private credit funds might raise concerns about fund valuations given their
illiquidity, prompting investor redemption requests in semi-liquid credit funds. Funds then draw
on bank credit lines to meet liquidity or sell any liquid holdings.”!?
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Even if the private credit market isn’t large enough to cause a financial crisis on its own,
there are many other intersecting fragilities in the financial system. Banks are lending to private
credit funds that in turn are lending money to fund the data-center construction for an anticipated
Al'boom.!? If the Al bubble bursts, defaults on those construction loans will cause losses for private
credit funds, which could cause problems for the banks that ultimately extended that credit. But
private credit is not the only leverage associated with the Al bubble. While the conventional
wisdom seems to be that any recession caused by the Al bubble will resemble the one that followed
the dot-com bubble, equity-price bubbles can precipitate financial crises if they are fueled by
enough borrowed money.!* After all, the Great Depression was preceded by a debt-fueled “roaring
20s” equity bubble.

Hedge fund concentration in the “Magnificent Seven” tech stocks (companies like
Amazon, Microsoft, and Nvidia) was at near-historic highs in 2025,'> and while it has been
reported that hedge funds sought to reduce their exposure in early 2026, there has also been
reporting that hedge funds have returned to buying the largest tech stocks while increasing their
leverage.'® In September 2025, analyst Adam Josephson noted that “hedge fund
borrowing/leverage [is] at a record high of $6.2 trillion, up more than 25% vs. a year ago at the
end of March.”!7 In its 2026 Financial Stability Report, the Federal Reserve reported that hedge-
fund leverage “remained near all-time highs.”'® Outstanding margin loans from broker-dealers
and repurchase agreements from primary dealers are also at historically high levels, and bank
lending to non-bank financial institutions — including broker-dealers, primary dealers, and the
hedge funds themselves — is also significantly elevated (bank loans to NBFIs accounting for $1.3
trillion in bank loans, or 10% of total loans outstanding in Q3 2025; these loans are highly
concentrated in the largest banks, with ten institutions holding 71% of these loans).!’

The prices of the Magnificent Seven tech stocks are highly dependent on the companies’
Al ambitions. If they fall short of their goals, and prices come crashing down, highly leveraged
hedge funds may be forced into fire sales, unloading stocks to meet margin calls or repay bank
loans. And if those fire sales don’t fetch enough cash, the funds will default on their repayment
obligations, potentially undermining the financial condition of the broker-dealers, primary dealers,
and banks that extended them credit. Fire sales of tech stocks will also drive down the prices of
tech stocks further, potentially forcing other leveraged financial institutions to sell off their
portfolios, and so on. And we shouldn’t assume that financial institutions desperate for cash will
restrict themselves to selling off tech stocks. On the contrary, they may need — or prefer — to dump
other types of assets, transmitting problems to other asset markets.
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In particular, we should expect to see crypto prices fall when the Al bubble bursts, and not
just because of fire-sale dynamics. Both crypto and the Al bubble have been inflated by the same
kinds of narratives about new technologies shattering old paradigms. As evidence of Al’s
limitations and public rejection of Al business models start to permeate public consciousness, this
pessimistic sentiment on tech assets could well undermine crypto hype as well. Despite narratives
about Bitcoin and other crypto assets serving as a hedge against risks in other markets, their price
movements tend to be correlated with equities.?’ Crypto markets are also rife with leverage,?! and
policymakers have increasingly pushed for their integration with banks.??> Banks could therefore
be impacted by a crash in Ponzi-like crypto assets such as Bitcoin, as well as by runs on asset-
backed stablecoins. If stablecoin issuers are forced to withdraw their cash reserves from banks,
they could trigger a run on those banks; and if they are forced to dump Treasuries from their
reserves, another critically important financial market could be sucked into the maelstrom, with
likely spillovers for many other financial asset markets that banks are exposed to.?

None of these outcomes are guaranteed, of course, but our financial system is vulnerable
to many uncertainties. As I have previously explored in my academic work, capital serves as a
cushion to absorb the impact of uncertain events on banks.?* With leverage built up in so many
parts of the system and asset-price movements so correlated, our financial system currently looks
like a tinder box primed to explode when the first spark hits. That spark may come from private
credit, the Al bubble, or the crypto markets, or it may come from a natural disaster, a war, a
pandemic, or something else entirely unexpected. But with so many warning signs flashing red, it
is obviously not the time to reduce bank capital requirements or otherwise permit the expansion of
leverage. Indeed, reducing bank capital at this moment is antithetical to Congress’ direction in
Section 616(a)(2) of Dodd-Frank to make capital requirements “countercyclical, so that the amount
of capital required to be maintained by a company increases in times of economic expansion and
decreases in times of economic contraction, consistent with the safety and soundness of the
company.”?>

For all of these reasons, I urge you not to adopt the proposed notices of rulemakings in
their current form. The capital that banks are required to fund their investments with should not
be reduced in any way — instead, capital requirements should be strengthened.

Sincerely,

Hilary J. Allen

Professor of Law

American University
Washington College of Law
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