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Tailoring Banking Regulations
to Accelerate the Next Crisis

By Gregg Gelzinis  May 16, 2019

When President Donald Trump took office, he promised to do “a big number” on
the Dodd-Frank Wall Street Reform and Consumer Protection Act. He also prom-
ised to give a “major haircut™ to this centerpiece of the U.S. response to the 2007-
2008 financial crisis. Beyond signing into law the Economic Growth, Regulatory
Relief, and Consumer Protection Act>—a 2018 bill that rolled back key pieces of
Dodd-Frank—Trump has sought to keep his promise by appointing financial regula-

tors intent on watering down major elements of financial reform.

These banking regulators—at the Federal Reserve Board of Governors, Office of the
Comptroller of the Currency (OCC), and Federal Deposit Insurance Corp. (FDIC)—
have proposed or finalized a host of changes to the big-bank safeguards put in place
following the 2007-2008 financial crisis. The common refrain from these regulators is
that the changes should be appropriately characterized as a commonsense “tailoring”
of regulation. In fact, Federal Reserve Vice Chair for Supervision Randal Quarles used
the words “tailor” or “tailoring” a staggering 25 times in a single related policy speech.*
The phrase implies the changes are neutral tweaks. When analyzing them collectively,

however, it becomes very clear that they are not.

The regulatory actions, when taken together, amount to substantial big-bank deregu-
lation and severely increase the fragility of the financial system. Some changes imple-
ment provisions to the Dodd-Frank rollback bill in concerning ways, while others go
far beyond the law. The U.S. economy and taxpayers are significantly more exposed

to the risks of another crash today than they were two years ago.

Living wills

The most recent deregulatory proposal, issued by the Fed and FDIC, targets banks’
living wills submissions.® These biennial submissions to the two regulators provide
aroadmap for how the bank would be wound down in an orderly fashion if it failed.
If the Fed and FDIC find deficiencies upon reviewing the resolution plans, banks

must rectify them in a timely manner or face more stringent regulatory safeguards.
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Regulators even have the authority to break up firms if the living wills are repeatedly
deficient. During the 2007-2008 financial crisis, policymakers did not have the tools
or necessary information to liquidate “too big to fail” banks and shadow banks;* the
only options were catastrophic bankruptcies or taxpayer bailouts. Through the living
wills process, banks have simplified their legal structures and have better positioned

capital and liquidity throughout their firms to facilitate an orderly failure, if necessary.”

The latest proposed rule from the Fed and FDIC would eliminate the living wills
requirement for banks with between $100 billion and $250 billion in assets.® If a
bank of this size failed, however, it would represent one of the largest bank failures in
the history of the United States.” These are not small banks. Absent a credible living
will, regulators during the next crisis would be far more likely to resort to massive
bank mergers with taxpayer assistance. The proposed rule would also decrease the
frequency of submissions for all banks with more than $250 billion in assets—
including the largest Wall Street banks.

Initially, living wills submissions were required annually, but over time, the process
shifted to the current biennial timetable. Under the proposal, banks with between
$250 billion and $700 billion in assets, as well as the U.S. operations of massive foreign
banks such as Deutsche Bank, would submit full plans only once every six years. The
largest Wall Street banks—the eight global systemically important banks (G-SIBs)—
would be required to submit a full living will once every four years. The proposal
would also require banks to submit miniresolution plans halfway between full submis-
sions. Moreover, the proposal includes a troubling provision regarding waivers for the
living wills submissions: Banks can ask the Fed and FDIC to waive certain elements
of the resolution plan, and only one of the two regulators has to agree to the waiver
for it to be granted.'® Put another way, if one agency rejects the waiver and one agency

agrees to it, it is granted. A tie goes to the big banks, not taxpayers.

Moreover, the FDIC has begun the rule-making process for weakening the resolu-
tion plan requirements for taxpayer-insured, deposit-taking subsidiaries, also known
as insured depository institutions (IDI).! These IDI plans are separate from the
living wills. The living wills submissions cover the resolution of the entire bank-

ing conglomerate, while the IDI plans only cover the taxpayer-insured commercial

banking subsidiaries."

Less stringent living wills requirements decrease the likelihood of orderly failures
and increase the chances that policymakers will again resort to taxpayer bailouts

during the next crash.”
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Bank capital

The lack of strong equity-capital buffers was one of the key vulnerabilities in the
banking system before the financial crisis."* Bank capital is essentially a cushion of
funding, which, unlike debt, does not need to be repaid and can therefore absorb
losses. In the past decade, postcrisis efforts have substantially strengthened bank
capital levels. But research shows there is more work to be done." Instead of build-
ing on this progress, Trump-appointed regulators have taken steps to lower equity

buffers at the largest banks in the country.

The Fed and OCC issued a proposal that would lower the capital buffers at the
taxpayer-backed commercial banking units of the eight Wall Street G-SIBs by $121
billion, or 20 percent.'s Additionally, the proposal could lead to an $86 billion
reduction over time at their holding companies, as banks seek to optimize their

other capital requirements."”

Furthermore, regulators issued a proposal that would allow banks with between
$250 billion and $700 billion in assets to opt out of a new capital requirement called
the accumulated other comprehensive income (AOCI) capital treatment. The AOCI
requirement ensures that banks’ capital levels reflect their up-to-date losses on cer-
tain assets.'® During the crisis, banks did not have to immediately write down their
capital levels when the values of certain securities were deteriorating. This treatment

painted an unrealistically rosy picture of the loss-absorbing capacity at banks."

Risks tend to build under the surface during strong economic times. For centuries,
a damaging cycle of booms and busts has been driven, in part, by financial deregula-
tion during positive economic times. Yet, despite clear evidence that the economy
is moving toward the end of the business cycle, the Fed refused in March to activate
a postcrisis capital buffer that was created to improve the loss-absorbing capacity at
the largest banks during economic booms.”” With elevated asset prices and sky-high
corporate debt levels, the countercyclical capital buffer, as it is called, was designed

to be activated in moments like this.?!

These actions on bank capital leave the core banking system more vulnerable to

another crash.?

Stress testing

The Fed proposed or finalized several changes to the bank stress-testing regime that
would fundamentally weaken this important regulatory tool. Stress tests are meant

to ensure banks have sufficient capital buffers to handle a severe financial shock and
economic downturn, while still serving the credit needs of the real economy.* The first
stress tests were conducted in 2009 and have played an important role in improving

both the capital levels and internal capital planning capabilities at big banks.
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First, the Fed proposed watering down certain assumptions used in the stress tests,
which would make the tests less rigorous.** Banks would have to prefund only four
quarters of their planned dividends instead of nine quarters of planned dividends
and share repurchases. Moreover, the Fed would assume that bank balance sheets
do not grow during the stress-testing time horizon, further limiting the amount of

capital required by the tests.”®

Second, the Fed proposed removing the supplementary leverage ratio (SLR)—an
important capital requirement—from the stress tests.” The SLR does not take the
riskiness of a bank’s assets into account and serves as a complement to the risk-
weighted capital requirements that also apply to banks.*” This is one of the measures
that prevented some Wall Street banks from initially passing the 2018 stress tests,
and its removal certainly makes the tests less challenging for big banks.>® Fed Vice
Chair for Supervision Quarles even suggested the Fed may remove all leverage
measures from the tests.”” Third, the Fed is now publicly releasing detailed informa-
tion on its own internal models used in the stress tests.*’ Providing this information
to banks helps them game the tests and could lead to correlated risk taking, as banks
adapt their balance sheets to limit their stress-testing losses based on the Fed’s mod-
els. Releasing this information is akin to giving banks the tests in advance. The stress
tests are supposed to shock bank balance sheets and test them in a robust manner.

This change turns stress testing into a simple open book exam.

Fourth, the Fed eliminated its qualitative objection in the stress tests.*’ Under the
qualitative objection, the Fed could stop big-bank shareholder distributions if the
firms had deficiencies in their internal capital planning processes. The threat of this
powerful tool is a major reason why banks have improved their internal controls,
governance, and capabilities around capital planning.*> And this decision runs
counter to the Fed’s purported desire to provide more “transparency” surrounding
the tests.* In reality, the Fed is only advancing transparency when it serves banks.
Finally, the Fed proposed reducing the frequency of stress tests from annually to
biennially for banks with $100 billion to $250 billion in assets, as well as for massive

foreign banks with U.S. operations of that size.**

These changes would make the stress tests easier for banks and reduce the utility of
this vital tool. As a result, bank balance sheets and internal capabilities would be less

resilient to a financial shock.

Liquidity rules

The Fed, FDIC, and OCC issued a proposed rule that would substantially reduce
the liquidity requirements for banks with between $100 billion and $700 billion in
assets.*® Liquidity requirements are important safeguards to limit the chances and

effects of damaging bank runs.* Banks should have the liquid assets necessary to
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quickly meet cash demands from creditors and counterparties during a period of
stress. If a bank’s assets are tied up in illiquid, hard-to-sell assets, it may have to sell
those assets at fire-sale prices to generate cash. Fire sales harm the bank’s financial

position and can have dangerous ripple effects on other firms and markets.

The regulators’ proposed rule would entirely remove two important postcrisis
liquidity requirements—the liquidity coverage ratio and the net stable funding
ratio—for banks with between $100 billion and $250 billion in assets and would
reduce these requirements by 15 percent to 30 percent for banks with between $250
billion and $700 billion in assets.”” These changes would reduce the liquidity buffers
at affected banks by $77 billion.*®

Lower liquidity buffers at some of the largest banks in the country make it more
likely that banks will resort to destructive fire sales in times of stress and increase the

chances that creditors will run in the first place.*

Volcker rule

The five financial regulatory agencies with jurisdiction over the Volcker rule issued
a proposed rule that would invite more risk into the banking system.*’ The Volcker
rule prevents bank holding companies and their affiliates from making risky propri-
etary bets and from investing in hedge funds and private equity funds. Engaging in
trading activity for the bank’s own profit is highly risky and belongs outside of the
core banking system, which is backed by taxpayers.

The proposal allows banks essentially to regulate their own adherence to a central
provision in the Volcker rule, weakens definitions, removes certain restrictions

for foreign banks, increases the size of existing loopholes, and creates new ones.*!
Despite a stated desire to advance data-driven policy, the proposal offers no data or
evidence justifying the rollbacks. And recent reporting suggests Wall Street lobbying
efforts have successfully convinced the regulators to make even more severe changes

and reverse course on elements of the proposal banks opposed.*
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Conclusion

Regulators call their actions regulatory “tailoring.” But these actions move in one
direction—weakening the big-bank regulations put in place following the financial
crisis. It is deregulation, plain and simple. And the actions documented here do not
cover additional recent measures, including lighter bank supervision,* regulatory
rollbacks made by Congress that did not provide much discretion to regulators,**
deregulation in the shadow banking sector,* and the dismantling of key consumer

financial protections.*

These rules have been largely proposed or finalized on a one-by-one basis, making

it easy to lose sight of the big picture. But the rules interact with and exacerbate one
another, and the collective impact of these actions should trouble all Americans.
Regulators are making stress in the financial system more likely while limiting the
ability for banks to safely handle that stress. Regulators won’t bear the burden of the
next crash. That tab will be picked up, as always, by taxpayers.
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