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To whom it may concern:

Americans for Tax Reform (ATR}! appreciates the opportunity to comment on three proposed rulemakings
affecting the allocation and disttibution of capital in the U.S. banking sector.? Each of these proposed rules is
referred to as “the Proposal” according to its respective section in the comment letter. The interconnectedness

T ATR is a nonprofit, 501{c)(#) taxpayer advocacy organization that opposes all tax increases and supports limited
government, free market policies. In support of these poals, ATR opposes heavy regulation and taxation of financial
services. ATR was founded in 1985 at the request of President Ronald Reagan.
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of each of these rules necessitates a singular comment letter to understand the aggregated effects of these rules
on the broader U.S. economy.

‘The Federal Reserve (Fed), Federal Deposit Insurance Corporation (FDIC), and Office of the Comptroller of the Currency
{OCC) are proposing to heighten regulation on banks with at least $100 billion in consolidated assets. The origins of these
regulations stem from the Basel Committee on Banking Supervision (BCBS)—a consortium of central banks from around the
wortld, including the Federal Reserve. The Proposal would force large banks to build up more capital through retained earnings
and additional stock issuances without any input from Congress.

These new rules will make borrowing more expensive, hamper dividends and share repurchases,® and reduce the availability of
credit cards and mortgage loans.

The BCBS’s influence in bank regulation across the globe has created a regulatory structure that circumvents Congress. This is
evidenced by the Proposal’s direct repudiation of the bipartisan Economic Growth, Regulatory Relief, and Consumer Protection Act
(P.L. 115-174).* The Proposal eliminates and replaces the tailored regulation from P.L. 115-174 by applying uniform
regulations to all banks with more than $100 billion in assets. For example, the Proposal expands inclusion of accumulated
other comprehensive income (AOCI) for available-for-sale (AT'S) securities to capital calculations for Category 111 and IV
banks. Category 111 and IV banks would also be required to calculate their capital based on both the new expanded risk-based
approach and the existing standardized approach, “and then measure compliance based on the more stringent of the two
ratios.”® The supplementary leverage ratio (SLR) and the countercyclical capital buffer (CCyB) would also be espanded to
apply to Category IV banks. The blanket application of these requirements defeats the purpose of P.1. 115-174. Congress did
not intend for all banks with more than $100 billion in assets to be subjected to the same rules uniformly. The application of
these new rules is a direct rejection of congressional intent. According to the FDIC Vice Chairman, the proposal is a
“repudiation of the intent and spirit of* P.L.115-174.6

This Proposal is arbitrary and capticious, an abuse of discretion, and exceeds the statutory bounds with which the regulators
are supposed to operate.” Regulators may not expand their authority merely because they believe their “preferred approach
would be better policy.”8 The regulators clairn to have broad statutory authority to amend capital requirements at will.
However, Congress “does not alter the fundamestal details of a regulatory scheme in vague terms or ancillary provisions-—it
does not, one might say, hide elephants in mouseholes.” Congress made it clear in P.L. 115-174 that there needs to be a
regulatory structure that is best tailored to banks with different operations and structures. The Proposal dismisses Congress’s
intent and moves ahead anyway.

The Proposal’s insistence on applying uniform rules to all banks with more than $100 billion in assets contravenes P.L. 115-
174 and is inconsistent with previous rules. Other rules have been vacated because the agency “failed adequately to justify
departing from its own prior interpretation.”1®

5 Vzgmm qu: o Med S Ui sam Dep's o T Tmifhe’ﬁ" Thuman Serms, 678 B34 918, 400 U, App. D.C. 319 (D.C. Cic. 2012).
¢ Whitman v. American Trucking Associations, Inc., 531 U.S. 457 (2001).
10 Goldstein ». 8.E.C, 451 F.3d 873 (D.C. Cir, 2006).
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Regulators are justifying the uniform application of capital regulations to banks in Category I, II, ITI, and IV by referring to
“recent events” or the collapses of Silicon Valley Bank (SVB), Signature Bank (Signature), and First Republic Bank (FRB).1!
However, these bank failures cannot and should not be attributed to all U.S. banks with more than $100 billion in assets.

The capital requirements dictated by the regulators have not been condoned by Congress and are arbitrary and capricious
under the Administrative Procedure Act (APA).

The U.S. government is implementing regulations for U.S, banks that are based on a framework designed by a coalition of
global regulators. It is concerning that U.S. regulators are taking international guidelines and imposing them on banks and
ultimately the American public. Consumers will have to pay higher costs that are passed down through more expensive
borrowing or banking services more generally. The executive branch hijacked the rulemaking process by circumventing
Congress. The exccutive branch enforces the law, it does not create it. In this case, the Biden Administration is ignoring
checks and balances to notch a win.

The Proposal is a classic example of the government intervening in the operations of private companies by mandating how

they must organize their balance sheets. If finalized, the Proposal has the potential to reduce the availability, or increase the

cost of credit for auto loans, credit cards, and mortgages. One paper describes how the regulators’ unbridled quest for more
stringent capital requirements can make capital allocation more expensive. According to the paper, “{a]ll else equal, making

regulated banks less risky may actually raise their cost of capital—with consequent implications for investment, growth, and
the development of a shadow banking sector,”12

Internal Model:

The Proposal arbitrarily, and without direction from Congress, removes the usage of internal models for calculating credit and
operational tisk for Category I and IT banks. The Proposal “would remove the use of internal models to set credit risk and
operational tisk capital requirements (the so-called advanced approaches) for banking organizations subject to Category [ or II
capital standards.”#

The Proposal would also “revise the calculation of single-counterparty credit limits by removing the option of using a banking
otganization’s internal models to calculate derivatives exposure amounts and requiring the use of the standardized approach
for counterparty credit risk for this purpose.”t*

Banks may use internal models for calculating market risk, but the models may only be used by “trading desks for which a
banking organization has received approval from its primary Federal supervisor.”!* Additionally, banks have to show that their
models are “acceptable” otherwise they would have to use a standardized approach.¢ This provides the regulators with
seemingly unlimited discretion to critique internal models. Regulators would still control the internal models that banks may
continue to use.

The Proposal has not determined through quantitative analysis that the benefits of standardizing these models would outweigh
the cost to banks and broader economy from resultant higher capital requirements. Standardized models, instead of internal
bank models, hands more power to regulators to determine the quantity and breadth of capital banks must hold.

41d.
15 88 FR 64032
1 1d,
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Burdens of the Proposal

The Proposal, in some cases, is stricter than the final Basel 111 framework. For example, the Proposal uses more punitive
calculations for residential mortgages held by banks. The calculations are 20 percent higher than Basel III even though the
proposal contains no “evidence to support the sizing of the surcharge.”!” These burdensome requirements could weaken U.S.
bank competitiveness with foreign-owned banks, or force banks to lock for merger opportunities to offset increases in cost.

The Utban Institute published a paper highlighting how the new rules harm minority homeowners trying to acquire a
mortgage from a bank.!® According to the report, the capital requirements are too high across the board for single-family
residential mortgages. The enhanced regulations are especially burdensome for low-and moderate-income (LMI) botrowers
with loans exhibiting high loan-to-value (LTV) ratios. The report estimates that “fo]n a $200,000 mortgage with an LTV ratio
from 90 to 100 percent,” borrowers would pay “an extra $33 a month.”??

The competitive nature of the U.S, banking sector is what makes lending costs so sensitive to increased capital requirements.
One study found that if a bank is “forced to adopt a capital structure that raises its cost of funding relative to other
intermediaties” by as little as 0.2% then it may “become much less profitable” or “lose most of its business.” 2

The Proposal also imposes stringent leverage evaluations for banks that previously did not have to comply. The new mandate
will force banks to limit funding for credit cards or reduce exposure to securitizations that fund auto loans and mortgages.
One paper from Columbia Business School found that relaxing, instead of expanding, the SLR would allow banks to expand
credit “during economic downturns.”?!

Bill Dudley stated in an opinion piece that “[ejquity costs more than deposits or subordinated debt, 50 banks and their
sccurities units will pass that on in the form of higher lending rates, higher trading costs and reduced market liquidity.”>*
Dudley went on to say there are other ways to enhance stability. For example, “[bletter and more timely supervision could
have prevented the failure of Silicon Valley Bank: Supervisors identified the risks well ahead of time, but simply failed to act
quickly or forcibly enough.”2

Regulators are unilaterally harnessing more power to control how banks construct their capital structure. The new rules could
force banks out of some activities and into other activities. Such as when mortgage lending shifted to nonbanks. This is a
prime example of the federal government distorting the allocation of capital.

Regulators are imbedding short-term securities” valuations in capital requirements even though almost all of SVB’s bond
portiolio consisted of long-term securities.? Simple accounting tweaks, such as marking-to-market all of a bank’s securities can
offer transparency to bank shareholders, bondholders, and depositors without the need to account for unrealized gains and
losses on short-term securities in bank capital. ® SVB’s depositor base combined with the Fed’s lackluster monetary policy put
it in a unique position to fail

17 hernes / Swwrer fdic gov/news /speeches /2023 foptalZ 72 5e heml,
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According to Allan Meltzer, in the past increasing reserve requirements would result in a “steep monetary contraction.” 26
Reserve requirements require banks to hold onto a certain amount of “liquid assets.”?7 Similarly, capital requirements require
banks to hold onto a certain amount of retained earnings, or issue new stock to absorb potential losses. The Proposal amends
the parameters for assets banks can hold, which will constrain the amount of investments or financing banks can make,
whether it is in bonds, mortgages, or credit cards. T'his directly affects American households and consumers. ‘Lhe government
should be limited in its ability to mandate how banks should structure their balance sheets. Enhancing regulatory authority, as
proffered in the Proposal, would only further entrench the federal government’s foothold in banks-—forcing them to operate
as quasi-governmental entities.

; apital Buffer Duplicati

The Fed has not previously issued stress capital buffer (SCB) models for public comment. However, the models and scenarios
should be released for public notice and comment because of how the SCB intertwines with the Proposal. Conducting the
formal notice and comment process for stress test models is mote important now that the Proposal would expand the SCB to
be applied to risk-based capital ratios calculated under the expanded rsk-based approach.2® The SCB would now apply to all
banks with more than $100 billion in assets. Additionally, operational risk will be double counted sinee it is already included in
the SCB. The Proposal is requiting Category 111 and IV banks to newly account for legal and cybersecurity risk by itself and
within the SCB. This duplicative requirement is unnecessary and burdensome.

The Proposal will allow banks to use internal models to set market risk capital requirements, but “[t]he proposal would limit
the use of models to only those trading desks for which a banking otganization has received approval from its primary Federal
supetvisor.”™®

The rule offers no substantive empirical evidence on how it will affect trading activity. However, the Proposal admits that
“higher capital requirements on trading activity may also reduce banking organizations’ incentives to engage in certain market
making activities and may impair market liquidity.”* At the same time the rule states that empirical studies relating capital
requirements to trading activity is “limited” and “mixed.”3 The rule concludes that higher capital requirements on trading and
market liquidity “remains a research question needing further study.”3 It remains to be seen how the regulators can justify
increasing capital ratos for trading activity when they clearly admit that they are unsure of the effect it may have on capital
markets, Regulatoss ave putting the cart before the horse.

Pension funds, mutual funds, and insurance companies will be negatively affected by new capital charge for market and credit
valuation adjustment (CVA) risk. These costs pet passed down to college savings plans, pension plans, and defined
contribution plans. Moreover, smaller banking organization could be subject to the newly revised market risk capital rule if its
trading assets and trading liabilities are at least $5 billion or at least 10 percent of its total assets,?? The claim that only banks
with more than $100 billion in assets would be affected by the Proposal is etroneous,

28 88 FR 64031
2 88 FR. 64032
% 88 FR 64170
3 Iq.

ZBEFR 6M1T1
33 88 FR 64032
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In genetal, the Proposal would make it more difficult for banks to hold assets on their balance sheets. The colossal issuance of
‘Treasury bonds to fund the exorbitant federal government spending and service current debt issuances is hard for the market
to absorb.> Regulations, and the stringent capital requirements in the Proposal, will “make it more expensive for banks to
intermediate in government bond markets.”35 As a result, hedge funds are performing “basis trades,” or buying Treasuries and
selling futures contracts with underlying Treasury bonds by “borrowing in the repo market to finance the trade and provide
leverage”6-—all in otder to earn the difference on the bid-ask spread.®” This is the market’s reaction to a government-imposed
restriction on banking activity. U.S. debt needs investors or else the federal government will not be able to fulfill its current
debt obligations and make discretionary and mandatory payments in defense in nondefense sectors.

Now, regulators ate scrutinizing hedge funds for finding innovative ways to make money off Treasury bond trades for their
investors.® If regulators take away incentives for hedge funds and broker-dealers to buy U.S. debt, then it is less ikely these
entities will want to actively trade Treasury bonds or repurchase agreements. Adding more “margin requirements and fees” by
requiring more Treasury bonds to be centrally cleared will likely deter investment to some extent or “inadvertently increase
system-wide risks.”¥ The provisions in the Proposal coupled with the new central clearing of Treasury bonds, and the overall
scrutiny of basis trades is putting the U.S. Treasury market between a rock and a hard place. The Proposal could put taxpayers
at risk of higher costs and result in less liquidity in the Treasury bond market.*

Held-to~-maturity (FTM) securities made up most of SVB’s portfolio.#! In March 2022, SVB's “HTM portfolio represented
roughly 46 percent of its total assets.”#2 The aggressive increase in interest rates plunged the value of the HTM securities.
Additionally, SVE’s weak “corporate governance and risk management” ultimarely lead to its demise.® However, the Proposal
is requiring Category III and IV banks “to include all AOCI components in common equity tier 1 capital, except gains and
losses on cash-flow hedges where the hedged item is not recognized on a banking organization’s balance sheet at fair value.”#
SVB’s HTM securities “would not have been affected” by this requirement.® It is hard to imagine how this new capital
requirement would offer any perceived benefit to the banking sector when it is the accounting classification of HTM securities
that masked the true nature of SVB’s financial situation. Instead, accounting adjustments that more clearly reflect the mark-to-
market value of every bank security could prove to be a less onerous yet more viable option for stemming deposit outflows, 4
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" Seouritizations

Bankruptcy remoteness prevents the special purpose vehicle (SPV) sponsors from afflicting investors if the sponsor happens
to collapse.#” It appears that all asset classes for securitizations are treated the same under the Proposak:

‘;‘;}

asset-backed commeriial paper, auto loans [ leases, RMBS, eredit cards, commencial morfpage-backed securities, collateralized loan
obligations, collateralized debt obligations squared, small and medism enterprises, student loans, other retail, and other wholosalet

The risk weights for the securitizations are multiplied by 8 percent. This is ignoring the fact that securitizations of these assets
have different risk exposures. Moreover, there is a lack of empirical evidence to treat these securitizations vniformly. This
arbitrary requirement is questionable.

Private Credit

Private credit funds are a market solution to a government-imposed headache. Private funds filling the financing void is just an
example of the free market working to solve the problem the government created in the first place.*® Government regulation
in the form of Bagel frameworks and the Dodd-Frank Wall Street Reform and Consumer Protection et started to force banks to
offload assets from their balance sheets to comply with government rules.’® We are secing this happen again now that the
regulators have proposed even stricter capital requirements. For example, it was reported that JPMosgan Chase is securitizing
its loan pottfolio to comply with the new rules.5! Government regulation is distorting the market by shifting assets to different
corners of the financial markets. The full spectrum of costs, benefits, and circumstances should be considered before finalizing

a rule of this magnitude.
Credit Risk

The proposal wrongly eliminates the use of internal credit risk models and creates the new expanded standardized approach
without any empirical evidence to justify the changes.

Rei ~vedit Risk Tranchins

Credit insurarnce is a private-sector option that allows banks to alleviate capital burdens. Allowing banks to participate in credit
tisk transfers (CRTS) to ameliorate the burdensome effects of higher capital requirements is a step in the right direction.

Under the Proposal banks should be explicitly authorized to use insurance and reinsurance CRTs to offload asset risk and
alleviate the burden of the new capital requirements. The Proposal should allow insurance and reinsurance contracts to be
considered as “eligible puarantees” while reinsurers should be considered “eligible guarantors.”

The Proposal should not erect regulatory barriers that would prevent banks from using insurance or reinsurance as an option.
For example, lowering the risk weight for cotporate exposures or even exempting reinsurance from the 100 percent risk
weight could be an alternative option.® One paper discusses the potential benefits of expanding government-sponsored
enterprise (GSE) CRT exposure to reinsurance.® The same benefits could be afforded to the banking sector, if the regulatory
framework adequately anthorizes it.

51 httne:/ Jarars . com/ onteat/561 Jebab- S50 40933&&6-661&:&;&86&6 T
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countties already allow their banks to use insurance and reinsurance CRTs, putting banks in the U.S. at a competitive
disadvantage.

Consumers, taxpayers, and banks do not need another financial crisis that results in another era of taxpayer-funded bank
bailouts. They need tailored regulation that reduces risk and volatility, and gives consumers access to affordable capital-—all of
which the private sector can bring to bear.

The Proposal should abide by the statutory mandates in P.L. 115-174 by tailoring reguiations and ensuring that banks have the
option 10 use private-sector alternatives to mitigate capital burdens while also enhancing capital allocation to all reaches of the

U.S. economy.

In general, the Proposal wrongly favors public company exposure over private business exposure. The Proposal bases this on
the fact that public securities are subject to more “enhanced transparency and market discipline.”>* This would unnecessarily
discourage exposure to small businesses and divert capital to larger publicly traded companies. The Proposal’s economic
analysis lacks any discussion of the diversion of capital that would occur due to government intervention. Regulators should
remove any provisions that would make it more difficult for banks to provide capital to small businesses and privately-owned
businesses.

Opecational Risk

The Proposal adds a standardized calculation for determining operational losses. % This differs from the status quo, which
allows banks to use internal models to determine operational risk. Calculating operational risk will include factors such as
interest income, income and expenses from fees and commission business {e.g., interchange fees, fiduciary fees, fees and
commission from securities brokerage, underwriting fees, wire transfer fees, charges on deposit accounts, annuity sales, and
underwriting income from insurance and reinsurance activides).’ Insurance income is counted here even though it is not
counted in the Basel framework.5” The SCB also includes operational risk and CVA risk, which is duplicating risk charges. The
duplicative nature of the operational risk charges and the fact that is deviates from the Basel framework exposes the arbitrary
and capricious nature of operational risk charges. In fact, regulators have previously “indicated that the standardized approach
implicitly considers operational risk in the calibration of tisk weights for credit risk.”8

From an accounting standpoint operational risk is fundamentally duplicative and unnecessary. For example, when conducting
a quality of earnings report during pre-sale due diligence an accountant would categorize a lawsuit as a non-recurting event
that is “unlikely to repeat” and “can be removed from the financial statements.”* Consequently, this calls into question the
validity of operational risk charges.

New capital charges for credit cards could reduce credit utilization, which will negatively affect consumers’ credit scores® and
potentially increase borrowing costs. Higher capital charges may result in a reduction in credit aflocation, which in turn would
reduce consumption, and consequently diminish interchange fee revenue that is used to fund rewards programs and consumer
privacy protections, such as tokenization.

54 88 FR 64054

55 88 FR 64082

56 88 FR 64084, n. 184
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pated Assels

Staff Accounting Bulletin (SAB) 121 would require banks to treat crypto assets held in custody as z liability on their
balance sheet, with 2 corresponding asset.%' Since banks have to hold capital against any assets on their balance
sheets, the capital requirements, even as they exist today, would make it prohibitively expensive to custody these
assets. The Proposal would worsen this by imposing an operational risk capital charge that is based on a bank’s
incotne, rather than assets, including fee-related income. Any fees genetated from custodial services for all assets
(including ceypto assets) would increase a bank’s operational risk capital charge. To the extent a bank is able to
profitably custody crypto assets despite the opetation of SAB 121, the Proposal’s opetational risk charge would
erode ot eliminate this profitability. Regulators should not hamstring new business opportunities that offer
inherently safe and sound services that could benefits households or institions.

Credit Valuation Adjustment (CVA) Risk

All banks above $100 billion in assets must quantify CVA risk, unless the derivatives or securities financing transaction is
centrally cleared. Regional banks would no longer be able to calculate derivatives exposure using an internal model--it must be
calculated using the standardized approach for counterparty credit risk (SA-CCR). Howevet, the Proposal offers no empitical
evidence to suggest this would eminently improve the derivatives market.

The airline industry may be negatively impacted by these rule changes. The Proposal “would make it more expensive for banks
to do cleatly useful things, like helping airlines™2 use derivatives to hedge jet fuel prices:

Abrlines bave a distinctive gperating cost structure in which jet fuel acounts for about 30%—40% of operating expenses vesulting in
significant financial visk exposure. Any fluctuations in fer fuel prices can load to distressing financial repercussions for airlines, also becanse
substantial competition with low cost carviers prevents simply passing on cost increases to customers. Fistorically, aivlines deployed financial
hedging to manage the risk excposure of jet fuel prices’ volarility. Financial devivatives such as future contracls or options can enable airlines
to attaint future jet fuel requirements at a fixed prearranged price, lessening visk vulnerability to instabilities in fet fuel market spot prices.®

Agricultural end-users are also likely to be harmed by the Proposal. The requireroents for derivatives clearing may limit the
services provided to the U.S. agrcultural sector. One report from the U.S. Department of Agriculture estimated “that 94
percent of futures trading by farmers, and 87 percent of options trading, was on corn and soybean contracts.”$¢ Corn and
soybean farmers should not have to absorb the cost increases that will result from the Proposal.

Supplementary Leverage Ratio

The supplementary leverage ratio (SLR) would be applied to Category I'V banks without any empirical evidence and
quantitative analysis to justify this change.

ntercveli ital Bufler

Under the Proposal, the countercyclical capital buffer (CCyB) would apply to Category IV banks without any empirical
evidence and quantitative analysis to justify this change. In the event CCyB is raised from zero percent, new capital charges
that apply to the biggest banks will now equally apply to all banks with more than $100 billion in assets. This change should
not be made without the proper data to justify that the benefits outweigh the costs.



https://www.ers.usda.gov/webdocs
https://www.scmafor.com/artide/01
https://:w:ww

Page 10 of 19

The Proposal restricts the benefits of using internal models for calculating risk. According to the Proposal, the output foor is
72.5 percent. This number is the summation of 2 bank’s risk-weighted assets (RWAs) under the expanded standardized
approach, operational RWAs, and CVA RWAs, plus RWASs caleulated using the standardized measure for market risk .56 The
calculation subtracts out “adjusted allowance for credit losses that is not included in tier 2 capital and any amount of allocated
transfer risk reserves.”? The output floot is designed to restrict banks’ usage of internal models for market risk calculations,
even though the banks would better understand their own market exposure.® The Proposal offers no substantive justification
for the limits on internal models. Based on some academic literature, the variability in internal models appears to be mixed.®
The uncettainty in variability does not justify the elimination of internal models to calculate risk charges.

'The Proposal states that removing the usage of banks’ internal models for certain calculations “would increase capital
requirements in the apgregate.”? According to the Proposal, the regulators’ economic analysis finds that the benefits of higher
capital requirements outweigh the costs. Howevet, the economic analysis conducted in the Proposal is incomplete and fails to
adequately prove that the benefits outweigh the costs, This is underscored by the fact that in October 2023 the regulators
began accepting new data on the potential impact on higher capital requirements.”™ Without inputting this new data into its
analysis, the Proposal’s determination that benefits outweigh the costs is presumptuous and erroneous.

Small Businesses

The Proposal claims that the regulators do not have to conduct an analysis of the effects on small entities, However, under
federal statute, srall entities are broadly defined, and are not restricted to small banking organizations.” Under Section 3 of
the Small Business Adt, a small business concern is defined as “including but not limited to enterprises that are engaged in the
business of production of food and fiber, ranching and raising of livestock, aquaculture, and all other farming and agricultural
related industries, shall be deemed to be one which is independently owned and operated, and which is not dominant in its
field of operation.”™ In the code of federal repulations, a small business concern is defined as “a concern, including its
affiliates, that is independently owned and operated, not dominant in the field of operation in which it is bidding on
Government contracts, and qualified as a small business under the criteria in 13 CFR Part 121 and size standards in this
solicitation.””* The broad definitions could imply that the regulators need to determine the significant economic impact of
higher capital requirements on small business lending. The Proposal does not provide a quantitative analysis of the economic
impact on small business lending,

Banks with less than $100 billion in assets could see costs go up because market risk could apply to them because of the
boundary berween the trading book and banking book. Additionally, smaller banks rely on Iarger banks for services that will be
subjected to increased operational risk chatges. These new costs may be passed down to smaller banks.

6 88 FR 64034
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Some community banks rely on larger banks to issue credit cards. For example, “many community banks that offer credit
cards do so through an agent relationship with an issuing bank. For many that is TCM Bank, operated by the Independent
Community Bankers of America.”?5 If costs to issue revolving credit po up this could negatively impact comununity bank

customers.

Under the Proposal, the new 65% tisk-weight for “investment-grade” corporate debt oaly applies to publicly traded
companies.’® Private companies are excluded from the relaxed risk weights, This makes it more expensive, and less likely, for
banks to extend credit to private businesses. Small private businesses do not have access to capital markets like publicly traded
companies. This is a quintessential example of the federal government picking winners and losers.

Consumer Einance

‘The provisions in the Proposal are already forcing banks to rethink how they will allocate credit to consumers. According to
the Iinancal Times at least one bank has already threatened to end revolving lines of financing for “credit card customers.””?

In aggregate, potential federal regulations on the credit card market could devastate access to short term lines of credit for
millions of Americans. Higher capital requirements for credit cards in conjunction with new Consumer Financial Protection
Bureau (CFPB) regulations on credit card late fees,’ and threats from Congress to further regulate credit card routing,™ aim to
enervate the credit card market to a point where the product will be significantly more expensive for small businesses and
consumers to access lines of credit. These regulations are not considered in aggregate in the Proposal’s economic analysis. In
fact, the costs the Proposal will impose on credit card lending is not discussed at all. The economic analysis only observes
lending services as a whole. This falls short of what is necessary to provide an apt assessment of the implications of higher
capital requirements on the credit card market.

Orther Jurisdictions

The opaque construction of the Basel III Endgame framework has resulted in a patchwork of regulation around the world. 80
The Proposal is aiding European banks over U.S, banks. According to one article, “European regulators estimate that the
region’s banks would only need an extra €600 million of capital, versus more than $170 billion that the Fed figures U.S. lenders
will need to add.”8! The Proposal fails to explain why the “gold-plated” provisions are necessary. Moreover, the Proposal does
not explicate how costs from this competitive disadvantage could hamper U.S. capital markets, pension fund investments, and
defined contsibution plans.

E ic Anaysi

The Proposal lacks a substantive cost-benefit analysis. Ignoring costs contravenes court precedent that found “[a]o regulation
is “appropriate” if it does significantly more harm than good.”® The Proposal’s economic analysis fails to justify the
heightened capital requitements. According to the Committee on Capital Markets Regulation, “{w]hile the analysis
acknowledges that the Proposed Rule’s capital increases could reduce banks’ lending and capital markets activities, it does not
quantify those reductions or the resulting economic costs. Nor does the analysis substantiate or quantify the Proposed Rule’s
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purported benefits for finandal stability.”# The Proposal also fails to adequately explicate the potential increase in costs for
activities such as “custody and asset management.”# The Congressional Research Service (CRS) notes that:

if regulators raise risk weights to be hipher than is commensurate with the activity's actual visk, then banks wonld be too disincentivized to
engage in an activity, and economie efficiency wowld fall {or the activity would migrate out of the banking system).85

Leonomic impact data should have been collected and analyzed prior to issuing the Proposal. Collecting the economic data
during the comment petiod® and then releasing the results for comment after the comment petiod has closed is not in line
with the APA notice and comment process. In fact, “[f)he process of notice and comment rulemaking is not to be an empty
charade. It is to be a process of reasoned decision-making, One particulatly important component of the reasoning process is
the opportunity for interested parties to participate in a meaningful way in the discussion and final formulation of rules,”¥

'The knock-on effects of increasing the amount of capital banks must hold are a significant increase in prices throughout the
economy. Businesses “tend to pass on cost increases far more quickly than cost reductions.”® As the cost of borrowing
increases, or services cease to exist, due to government-mandated capital controls, businesses will likely pass down these costs
to consumers. This effect that “[ojutput prices tend to respond faster to input increases than to decreases” is widely observed
in the producer and consumer goods markets.® The Proposal has not analyzed the cumulative effects of new capital
requirements on the broader economy at a granular level. The dearth of a proper economic analysis using quantifiable data is
grounds for the withdrawal of the Proposal because it fails to conform with the provisions outlined in the APA.

The analysis admits that it does not consider the Proposal’s effect on the SCB. The SCB maintains a floor of 2.5 percent of
RWA, which would consequently rise because the Proposal increases RWAs. The full analysis is incomplete and needs further
evaluation before any rule can be finalized.

The Proposal fails to show the calculations and methodology used to determine certain estimates in the economic analysis. %
For example, the Proposal cstimates that RWAs “associared with banking organizations’ lending activities would increase by
$380 billion for holding companies subject to Category I, II, I, or IV capital standards.”” The Proposal claims that the
benefits will outweigh the costs and cites a few academic papers.”> However, the papers do not specifically analyze the
provisions of the Proposal and how they would affect bank lending activity.

The burdens of the Proposal would “would slightly decrease marginal risk-weighted assets attributable to retail and
commercial real estate exposures.”® Limiting retail exposure would potentially include a situation where banks Jimit offerings
or inctease costs for certain consumer finance products such as auto loans, credit cards, bank accounts, money transfers, and
student loans. The provisions in the Proposal would require banks to hold more capital to account for RWA exposure to retail
and commercial real estate exposure. Banks could either hold onto these exposures or release them and let a nonbank service
these products. Either way, the federal government is distorting the market for retail lending and commercial real estate.
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The Proposal fails to incorporate an economic analysis of trading activity that would justify the higher capital requirements.
The evidence of benefits is few and far between. The analysis states that “existing empirical studies on the relationship
berween capital requirements and market liquidity are limited and empirical evidence on causal effects of higher capital
requirements on liquidity is mixed.”?* Additionally, more stringent “capital requirements on market making activity and market
liquidity remains a research question needing further study.”? 'L'his does not prove that the benefits of the Proposal outweigh
the costs. In fact, “the agency must examine the relevant data and articulate a satisfactory explanation for its action, including a
‘rational connection between the facts found and the choice made.” The analysis is incomplete and thus deviates from the
approprate notice and comment process in the APA.

The regulators need to tread carefully or risk exposing their arbitrary Proposal to future litigation. The Proposal is
economically significant and needs clear Congressional authorization pursuant to the major questions doctrine.

T ITAYL : Risk-Base ital Surcharges stemical ant Bank Holdi
anies: ic Ris o

The regulators are also proposing to make changes to the global systemically important bank holding company (GSIB)
surcharge.”® This requirement to hold extra equity capital only applies to Category I banks.

The Proposal is expanding the definition of “financial institution” to include “savings and loan holding companies, private
equity funds, asset management companies, and exchange-traded funds.” The arbitrary decision to add these entities to the
expanded definition could deter investment in small businesses and limit the availability of funding through private credit
vehicles. Committing capital to private funds would increase a GSIB surcharge and require banks to hold more capital.
Although footnote twenty-three states that private equity fund portfolio companies would not be included in the new
definition unless it meets the definition of “financial institution,” the fact that private equity funds are roped into the definition
could deter GSIBs from committing capital to private credit funds,'® or other funds dedicated to managing small private
companies. Ultirnately, pension funds and their beneficiaries will feel the reverberations of reduced returns if deals fail to
execute due to GSIB’s reluctance to commit capital.

All exchange-traded funds (ETFs), except bond ETFs are added to the new definition of “financial institution.” This will
reduce bank capital investment in ETFs managed by other asset management finms, but also stymie investment in a GSIB’s
own ETF portfolio. Ultimately, this reduces liquidity in capital markets. The Proposal fails to offer a substantive and empirical
assessment for why the definition needs to be expanded to include ETFs.

With regard to asset management, the Proposal distegards the concept of bankruptcy remoteness for management of assets
held in a special purpose vehicle (SPV). It also could have a detrimental effect on the efficacy and returns for bank loan funds
offered by asset management firms. Bank loan funds have proven to pose as a durable hedge against the Fed’s interest rate
hikes. According to Morningstar, “{o}ver a 12-month trailing period ending Aug. 9, the average bank-loan fund has rerarned
7.1% while the overall bond market has lost 2.9%,"10!

The Proposal also wants to amend the calculation to include the agency model, or 2 GSIB’s guarantee of a client performance
during over the counter (OTC) dervatives transactions. This may deter GSIBs from acting as derivatives clearing
intermediaries under the agency model.

“1d.
%5 88 FR 64171
% Motor Vebicle Mfrs. Ass'n v. State Farm Mutnal Automobile Ins. Co., 463 U.S. 29 (1983).
o West Vrfgmmv EPA, No. 20-1530 (US. Jun. 30, 2022).
i werw, govinfo.gov/conrent/ple/FR-2023-09-01 /ndf/ 202316896 5df.



https://w:svw,morningstar.com/markets
https://surcharge.98

RICANS Page 14 of 19
TAX REFORM

Inclusion of securities not listed on an exchange or registered with the SEC would negatively impact investment in private
companies. Small businesses with less than 500 employees that are private would be impacted. Moreover, the number of
private companies far cutstrips the number of public companies in the U.5,192 In fact, 87 percent of U.S. businesses with more
than $160 million “in revenue are private.”103

Certificates of deposit (CDs) are low risk and pose littde redemption tisk because of the penalty depositors face if they
withdraw their funds before the maturity date.’™ FEven transferable CDs pose little risk and offer “higher returns.” 19 The
justification for including of any type of CI in a GSIB’s surcharge calculation is tenuous at best.

Applying derivatives to the calculation for cross-jurisdictional activities would likely include credit-linked notes (CLNs). This is
noted by the Proposal when it states that the omission of detivatives from this calculation may “present opportunities for a
banking organization to use derivatives to structure its exposures in a manner that reduces the value of its systemic indicators
without reducing the risks the indicator is intended to measure.”196 However, the Proposal fails to highlight that the repulators’
proposed increase in capital requirements is what is forcing banks to lean on CLNs “to reduce regulatory capital charges on
the loans they make.”¥7

Moreover, the Proposal dismisses the structural benefits of CLNs and other synthetic securitizations. In some cases, these
instruments utilize SPVs, which maintain the advantage of bankruptcy remoteness, The Fed pointed out that “a Board-
regulated institution transfers the risk of a reference portfolio of on-balance sheet exposures to a special purpose vehicle using
a guarantee or credit derivative. The special purpose vehicle issues credit-linked notes to investors, and the Board-regulated
institution takes the cash proceeds of the notes as collateral supporting the special purpose vehicle’s performance on the
guarantee ot credit derivative.”108 The Fed has even admitted that directly issuing CLNs “is similar to practices commonly
used for mitigating credit risk that the Board recognizes in its capital rule.”9* The Fed goes on to say that “[tlhrough a directly
issued credit-linked-note transaction, firms can, in principle, transfer a portion of the credit risk on the referenced assets to the
credit-linked-note investors at least as effectively as the synthetic securitizations that qualify under the capital rule.”1%0 The
Proposal should explicitly anthorize the usage of capital markets-based tools to mitigate credit risk.

'The Proposal includes reciprocal or “sweep” deposits in the short-term wholesale funding indicator.!* This would hamper the
usage of reciprocal deposits, which offers a service to spread deposits around to various participating banks, including
community banks, to ensure depositors’ funds stay under the $250,000 deposit insurance limit. Reciprocal deposits should be
removed from the short-termn wholesale funding indicator because they are fundamentally different from brokered deposits.

Additionally, the vilification of short-term wholesale funding is unwatranted. In 2021 the Fed published a study showing how
“Ig]lobal banks mainly use” short-term wholesale funding “to finance liquid, near risk-free arbitrage positions.”t12

The Proposal admits the cost of compliance would compound the increase in capital requirements found in the regulatory
capital rule. The provisions in the Proposal would amount to a “$13 billion aggregate increase in the risk-based capital
requirements of domestic G81Bs.”113
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The arbitrary and capricious nature of the Proposal calls its validity and legality into question.

The regulators are proposing that non-GSIB bank holding companies (banks) “issue and maintain minimur amounts of long-
term debt.”1'* Ostensibly, this would mitigate the risk of uninsured deposits withdrawing from banks that rely on theit
deposits.’* However, this would also leverage banks and propagate bank instability. 1% A new government-imposed
“substantial layer of liabilities™ ahead of uninsured deposits would further subject banks to mote regulatory oversight and
scrutiny.!? Imposing LTD on banks is also akin to additional deposit insurance'® because it introduces a new moral hazard
for uninsured depositors.1? If the LTD reduces “the likelihood” of uninsured depositors from withdrawing it would not only
increase a bank’s debt load but also signal to all depositors that their funds will be safe even if bank management takes greater
risks.!® Introducing a new moral hazard would increase bank instability, not mitigate it.

The Proposal “provides 2 means for & facto extending deposit insurance through regulation.” 21 The World Bank and
International Monetary Fund (IMF) have discussed how deposit insurance enhances instability. With deposit insurance, “banks
are encouraged to finance high-risk, high-return projects. As a result, deposit insurance may lead to more bank failures and, if
banks take on risks that are correlated, systemic banking crises may become more frequent.”’?? LTD is no different. ETD acts
as a form of insurance for depositors that could propagate moral hazard concerns, amplify regulatory scrutiny, and exacerbate
bank instability.

The Proposal further entrenches regulators’ control of banks. This is evidenced by the Proposal’s admission that the Fed
“reserve[s] the authority” to increase or lower a bank’s LTD.!2 The Fed is also allowed to regulate whether a bank may
repurchase its T4 and what type of debt securities may be included in LTD.1% Additionally, the Proposal prohibits banks
from issuing external short-term debt without any consideration of the costs versus the benefits, 126 The increase in regulatory
control of the banks covered under this Proposal has not been proven to improve the overall stability of the banking sectot.

The LTD minimums provided in the Proposal ate effectively meaningless. Apart from the notice and opportunity for a bank
to respond, an agency has seemingly unlimited discretion to raise or lower LTD minimums and add or subtract debt securities

that qualify as eligible LTD.1?7

The Credit Suisse debacle is a perfect example of the legal tisk associated with mandating banks to issue LTD. The terms and
conditions of the new UBS AT1s combined “with the legislative framework give the Swiss authority the capability to
determine whether a viability event has occurred, even if the capital ratio threshold has not been breached.” 128 In a lawsuit
filed in Japan, investors are suing the brokers that sold them the Credit Suisse AT1 bonds, claiming that they “did not mention
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the viability provision in a brochute typically provided to buyers of foreign securities.”?® Forcing banks to issue LTD
ironically opens banks up to more operational risk, which would be held accountable under the more stringent operadonal risk
charges in the Proposal. Although the Proposal prevents banks from offering external LTD that can be converted into equity
prior to a bank enteting resolution, it does not prohibit conversion to equity during resolution. Moreover, “U.S. intermediate
holding companies (IHCs) of foreign banking organizations” 3 would be required to issue internal 1D with a conversion
trigger that would give the Federal Reserve the authority to require the “IHC to convert or exchange all or some of the eligible
internal LTD into common equity tier 1 capital on a going-concern basis.” 13!

The Proposal’s goal is for banks to issue external LTD to institutional investors, not retail investors, Flowever, demand for
LTD is uncertain following the collapse of Credit Suisse.

The Proposal would fundamentally alter the structure of the debt liabilities held by banks. The economic analysis assumes
there will be demand for LTD from institutional investors. However, the Proposal admits that academic “literarute on
subordinated bank debt does not always find historically that price signals from such debt led such banks to limit their growth
or take action to improve their safety and soundness.”?3 The benefits of LTD are unclear. In fact, there is a “potential lack of
understanding and experience among market participants with LTD-based protection for deposits.”!3

The Proposal claims that new LTD will save $800 million per year in assessments.* However, the regulators admit that the
Proposal “does not consider whether, or to what extent, deposit insurance assessments, or a change in the level of deposit
insurance assessments, could have indirect effects on estimated costs and benefits of this proposal.”135 Additionally, “the size
of the estimated LTI needs and costs presented in this section do not account for either of these potential effects of the Basel
1H proposal.”36 Without analyzing the compounding effects of additional capital requirements, it is likely that the costs of
implementing new LTI would be higher than anticipated.

Costs will go up as a result of the Proposal. The regulators admit that, “LTD is generally more expensive than the short-term
funding banking organizations could otherwise use, the proposal is likely to raise funding costs in the long run.”1%7
Additionally, regional banks will see income decline. Category IV banks will see “a twelve-basis point permanent decline in
NIMs.”138 The banks may have to increase “interest rates on new loans” to offset the cost of LTD.1%

Additionally, the size and scope of the new LTD requirements could “strain the market capacity to absorb the full amount of
such issuance if issuance volume exceeds debt market appetite for LTD instruments,” 40

Members of Congress led a letter questioning the unnecessary uniformity of the Proposal as it applies to Categories II, III, and
IV banks—all with varying asset sizes that should be treated differently.!¥ This is one example of the regulators circumventing
Congress and P.L. 115-174. The Proposal highlights how it believes issuing LTD will enable more market discipline, but it also
states that “scope for these effects is uncertain for a number of reasons including but not limited to potential lack of

ApAL- Wil

129 betme: / Sorww Bloombers com/news ferticles / 20231204/ credit-suisse-ar L -fallovt-widens-in
130 88 I'R 64526

131 88 FR 64540

132 88 FR 64551

13 Id.

1 1d,

13¢ 88 FR 64551, n. 95

136 88 FR 64551, n. 97

137 88 FR 64552

138 88 FR 64553

139 Id.

MO T4,

W bpene [ Mtwatter.com/Rep Timmons /statos /172 7418846941026718.




RICANS Page 17 of 19
TAX REFORM
understanding and expetience among market participants with LTD-based protection for deposits.”42 8o, it calls into question
whether any empirical analysis has been conducted to determine whether the desired effects would materialize.

Instead of relying on additonal leverage and heightened interest rates on loans to save losses to the DIF, policies expanding
the usage of reciprocal deposits should be considered. Understanding how monetary policy affects bank stability should also
be more carefully observed. Some academics have questioned whether quantitative easing contributed to the surge in
uninsured deposits in recent years. 143

The Proposal claims that the collapses of SVB, Signature, and FRB changed the dynamic of the banking sector such that it
justifies the implementation of LTD requitements for banks. However, each of these banks harbored foibles that ultimately
led to their downfall.

Silicon Valley Bank

The Proposal claims that the collapses of SVB, Signature, and FRB changed the dynamic of the banking sector such that it

justifies the implementation of L.TD requirements for banks. However, each of these banks harbored foibles that ultimately
led to their downfall. Some of these shortcomings include, deficient risk management, failing to account for higher interest
rates, and concentrating their deposits with technology firms.

Since 2011, the Government Accountability Office (GAO) has been sounding the alarm over the federal financial regulators’
reluctance to elevate supervisory actions when it is necessary to stymie irresponsible bark behavior. This is relatively concrete
evidence that the recent bank failures were not, as the self-evaluation from the Fed asserted, a result of bipartisan legislation
enacted in 2018 that tailored bank regulation.’* Rather, the bank failures are a result of the repulators’ continued failure to
enforce regulations that are already on the books.

In the past, Congress has passed legislation that has further subjected the banking sector to a dizzying array of federal
regulations. Fortunately, in 2018, Congress passed the bipartisan Economic Growth, Regulatory Relief, and Consumer Protection Act
(EGRRCPA) to support regional and midsize banks so that they were not subjected to the same stringeat rules as the largest
banks in the U.8.

In the wake of the 2023 bank failures, the EGRRCPA and the prior Administration’s alleged disempowerment of supetvisors
were immediately blamed for the failures. However, SVB was alrcady well-regulated. For example:

¢ SVB was already subject™ to various enhanced prudential standards under the Fed’s Regulation YY, including a
requirement to perform internal liquidity stress tests and maintain a contingency funding plan to address potential
runs by its depositors.?#6 The fact is that SVB failed its internal liquidity stress test for a 30-day stress period and Fed
examiners failed to follow up adequately.

*  SVB was already required to have a risk committee and a chief risk officer to report and resolve any “risk-
management deficiencies in a timely manner.” 147 SVB had neglected to fill the chief risk officer position for a period
of eight months, and by the Fed’s own admission, Fed staff could have issued a violation citing Regulation Y'Y, but
they chose not to0.148 Clearly, repulations were not the problem; rather, it was the failure to enforce the rules already on
the books that led to SVB’s receivership.
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» SVB was not subjected to the liquidity coverage ratio (LCR), but it was required to underpo quattetly internal liquidity
stress tests. The Fed was aware of these tests and had access to the results but failed to act appropriately. Even if SVB
was subject to the LCR, it would have resulted in SVB holding even more high-quality liquid assets (HQLA)}, such as
Treasury bonds. However, it is difficult to see how holding more HQLA would have saved SVB when it faced a
substantial liquidity crisis caused by the losses associated with its inventory of devalued Treasury bonds and agency
mortgage-backed securities.

¢ Itis worth noting the market value of SVB’s bond portfolio declined because of the Fed’s rapid interest rate hikes.
This exposed SVB to substantial interest rate risk (IRR), which ultdmately put SVB in a position where it could not
liquidate enough assets to fulfill its customers’ deposit withdrawals. As outlined in SVB’s annual SEC filing, the bank
was requited to submit annual comprehensive capital analysis and review plans to the Fed and undergo stress testing
every other year.¥ FDIC regulations also required SVB to submit a resolution plan. §VB submitted a plan in
December 2022.

The teal source of SVB's demise was the Fed’s failure to promptly supervise and enforce rules on SVB. According to the
GAQ’s preliminary report on SVB and Signature, the GAO wamed the FDIC and the Fed about issues with properly
escalating “supervisory concerns™ as eatly as 2011.15%¢ The prompt corrective action framework, “which was designed in 1991
to improve regulators’ ability to identify and promptly address deficiencies at depository institutions and minimize losses to the
Deposit Insurance Fund-—did not result in consistent actions to elevate concerns.”

In 2011, the Federal Reserve’s Office of the Inspector General (OIG) also released a report highlighting the Fed’s inadequate
escalation of supetvisory actions.!5! The report examined the failures of state membet banks from 2009 to 2011. The OIG
determined that “exarniners identified key safety and soundness risks, but did not take sufficient supervisory action in a timely
manner to compel the Boards of Directors and management to mitigate those risks. In many instances, examiners eventually
concluded that a supervisory acton was necessary, but that conclusion came too late to reverse the bank’s deteriorating
condition.”152 The OIG also pointed out how the Federal Reserve Bank of Chicago was too slow in escalating its supervisory
actions against Irwin Union Bank and Trust (TUBT).

In 2 2015 report, GAO critiqued repulators again.!s3 The 2015 report found that “regulators could have provided ecarlier and
more forceful supervisory attention to troubled institutions™ in the 1980s savings and loan crisis and the 2008 financial crisis.

The Fed was making the same mistakes several years prior to the passage of EGRRCPA. Supervisory failures contributed to
SVB’s collapse, not tailoring bank regulation. Even the most recent QIG report pointed out that the EGRRCPA’s impact was
significantly more limited. 1>

Lastly, the Fed did not proritize supervision of the actual financial risks embedded in SVB’s IRR. The Fed’s report on SVB
adrnits that the Fed deferred an IRR exam “to the third quarter of 2023 in order to pricritize povernance and liquidity exams.”
The report goes on to say that the Fed “should have conducted comprehensive IRR and investment portfolio reviews, with
adequate resources, and communicated findings through [matters requiring immediate attention].”

* * * *
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ATR appreciates the opportunity to comment on these three proposed rulemakings. If you have any questions or need any
additional information, please contact Bryan Bashur at bbashur@atr.org.

Sincerely,

Americans for Tax Reform
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