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Dear Governors:

As you know, systemic vulnerabilities like excessive leverage exacerbated the recent financial
crisis, and many financial institutions did not have sufficient capital to withstand the economic
shock. In fact, the quality of capital at large U.S. commercial bank holding companies declined
leading up to the financial crisis.! Former Federal Reserve Chair Bernanke noted in testimony
to the Financial Crisis Inquiry Commission that, “in the crisis, true loss-absorbing capital was
often much lower than accounting measures suggested.™ As a result of the excessive
borrowing and lack of loss-absorbing capital, American taxpayers were left to bail out the
biggest banks in what was the most severe financial crisis in generations.

Since then, regulators have gained an invaluable mechanism to address these risks to the financial
system before an economic crisis ensues. In October 2016, the Federal Reserve Board of Governors
(Fed) issued their final policy statement implementing the Basel III Countercyclical Capital Buffer
(CCyB). In the policy statement, the Fed outlined how the CCyB, a supplemental, macroprudential
tool. could be used to “increase the resilience of large banking organizations when the Board sees an
elevated risk of above-normal losses™ by increasing it during periods when systemic risk is increasing
and reducing it as risks decline, “moderating fluctuations in the supply of credit over time.” In other
words, the CCyB is designed precisely to require banks to increase capital during economic expansions
so they are better positioned to provide credit and liquidity during economic contractions.

The Fed last considered the CCyB’s requirements in December 2017 and, at that time, voted to leave it
at zero percent.* According to the Fed, “circumstances in which the Board would most likely use the
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CCyB (...) would be to address circumstances when systemlc vulnerabilities are¢ somewhat above

normal.”® Under the policy statément, ‘the Board will cofisidéra number of financial system
vulnerabilities, including asset valuation pressures and risk appetite and leverage in the nonfinancial
sector.?

These systemic vulnerabilities a_re becoming more apparent. At a time when the largest banks in the
U.S. are reporting record profits "—morte than $100 billion in annual profits—now is precisely the time

{o require additional capital buffers that large banks could draw upon to mitigate a large adverse

financial shock.®

Recently, former Federal Reserve Chair Yellen urged “the Federal Reserve Board to carefully

consider raising the CCyB at this fime.”” She noted elevated asset valuations in the real estate
sector, the large volume of leveraged lending with a s'igniﬁcant weakening of underwriting
standards, and the'high debt burdens of nonfinancial companies as threats to economic stability
during the next downturn.

These concerns are justified. Fed researchers last October noted that banking stpervisors have
observed material loosening of terms and weaknesses in risk - management of the leveraged loan
market, which reached a record of $1.3 trillion in loans outstanding last year—more than double just
six years ago.!® The Fed's latest Monetary Policy Report also rioted elevated asset valuations and
borrowing among highly-levered and lower-rated businesses in the private nonfinancial sector.’

Credit rating agency Moody’s Investor Service explained that weak lending practices and increased
fending to lower quality corporate. borrowers “are creating credit risks that portend an extended and
meaningful defaultcycle once the current expansion ends™;'* Moody’s envisions more defaults than
the last downturn and lower recoveries,

In addition, other Fed officials, including Fedetal Reserve Board Governor Brainard, Cleveland
Federal Resérve Bank President Lotetta Mester; Boston Federal Reserve Bank President Eric
Rosengren, and Minneapolis Federal Reserve Bank President Neel Kashkari have advocated for
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the Fed to activate the C_(‘_Iy]E!.]-_3 Former Council of Economic Advisers Chair Jason Fuirian
has also supported using the CCyB."

While capital quality and-levels have increased since the crisis, capital levels are below the
optimal amount needed to insulate American taxpayers from future bailouts. '> A
compreliensive examination by Fed economists fourid-that current Basel capital surcharges for
GSIBs are less-than half the size than would be economically justiﬁed by an “expected impact”
framewotk based on the econoniic effect of large bank failure.'®” The saine study also suggests
that U.S. large bank surcharges.currently set by the Federal Reserve, while larger than the Basel
surcharges, are likely still considerably lower than the economically optimal level.'? Instead of
increasing capital, it appears the Fed is heading in the wrong direction as it has started to take
steps to reduce certain capital requirements.'

Vice Chair Quarles, in response to a question for the hearing record four months ago argued against
the use of the CCyB stating, “The financial system is substantially stronger than at similar points
in previous eycles (...) I believe that the financial system is quite resilient, with the institutions at
the core of the system-well capitalized and less risky.”

We have heard that before. Financial crises are caused by excessive optimisin on the part of bankers
and their watchdogs when times are good. We cannot repeat the mistakes of the recent past. In light
of the curtent market conditions and emerging risks thiat are indicators of incréasing systemic
vulnerabilities, the Board should use all of its prudential authorities, including the' CCyB, to strengthen
the resiliency of our financial system and p'r(')t_éct working families from the next economic downturn.

Sincerely,

ol Gy

‘Sherrod Brown
Ranking Member
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