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What Makes a Bank Systemically Important?

Chairman Hensarling, Ranking Member Waters, and distinguished members of the Committee, thank
you for convening today’s hearing, “Assessing the Impact of the Dodd-Frank Act Four Years Later”
and thank you for inviting me to testify. | am a resident scholar at the American Enterprise Institute,
but this testimony represents my personal views. My research is focused on banking, regulation, and
financial stability. | have years of experience working on banking and financial policy as a senior
economist at the Federal Reserve Board, as a Deputy Director at the IMF and most recently, for
almost ten years, as Director of the FDIC Center of Financial Research where | served a three-year
term as chairman of the Research Task Force of the Basel Committee on Bank Supervision. It is an
honor for me to be able to testify before the subcommittee today.

The theme of my testimony is that the Dodd-Frank Act has failed to achieve its stated goals of ending
too-big-too-fail and reducing the fragility of the U.S. financial system. Instead, the balance of
accumulating evidence suggests that Dodd-Frank has reinforced investor’s perceptions that the
largest financial institutions enjoy an extended government safety net. Rather than ending too-big-to-
fail, Dodd-Frank’s provisions create new uncertainties around the resolution process for large

financial institutions.

Dodd-Frank’s mandatory enhanced supervision and prudential standards for the largest institutions
discourage investor due diligence and monitoring since government regulators are now intimately
involved in the management of the largest designated financial institutions. Dodd-Frank’s intrusive
rules and supervision impose undue regulatory burdens that are constraining economic growth
without providing any clear measureable stability benefits. Dodd-Frank’s enhanced prudential
supervision and regulation do not provide a guarantee against a large institution failure nor can they
prevent a future financial crisis since the exercise of most of these new powers are based on
regulatory judgment alone. There is no proven economic science to guide the identification of

“systemic risk” let alone pin-point regulations that can mitigate it.

Ironically, Dodd-Frank’s heightened expectations of a government’s commitment to remove the
possibility of a future financial crisis may increase the probability that such a crisis will occur and
require government support for the largest financial institutions that have been identified as too-big-
to-fail. The future under Dodd-Frank is foreshadowed by the famous words of the Irish
philosopher Edmund Burke, who said, "Those who don't know history are destined to repeat it."

Prior to the last financial crisis, many nations had in place institutions and practices similar to



Dodd-Frank’s Financial Stability Oversight Council and macroeconomic stress tests that were

designed to identify and prevent financial instability, and yet none did.

A guide to the remainder of my testimony follows. Section | provides empirical evidence based
on large bank funding costs that Dodd-Frank did not end too-big-to-fail. Section Il discusses
how the Dodd-Frank combination of vague policy goals and unchecked grants of new regulatory
powers creates a bias for over-regulation of the financial sector that reinforces investor
perceptions that the largest institutions are too-big-to-fail. Section Il discusses the trade-off
between financial safety and soundness regulation and economic growth and how over-
regulation of financial institutions reduces economic growth. Section IV discusses Title 11
Orderly Resolution Powers and the FDIC Single Point of Entry Resolution Strategy.

A high-level summary of my testimony follows:

e Four years after its passage, there is no evidence that the Dodd-Frank Act has ended too-big-
to-fail, indeed Dodd-Frank has probably reinforced investor expectations that the largest
financial institutions benefit from government safety net protections that are not available to
smaller institutions.

¢ Dodd-Frank grants financial regulators, especially the Board of Governors, the Financial
Stability Oversight Council and the FDIC, extensive new powers with few constraints while
assigning them the duty to ensure financial stability, a concept that is never defined in the
legislation. The absence of objective guidelines and restricted judicial and Congressional
review allows regulators to exercise their new powers based on their judgment alone.

¢ In the current environment, the mix of ill-defined duty and unconstrained regulatory power is
a recipe for over-regulation and slower economic growth.

e A Dodd-Frank Title Il resolution using the FDIC’s single point of entry (SPOE) strategy does
not fix the too-big-to-fail problem.

o In order to keep subsidiaries open and operating to avoid creating financial
instability, the SPOE extends government guarantees to subsidiaries. In many cases,
these guarantees will be far larger than those that would be provided under a
bankruptcy proceeding and Federal Deposit Insurance bank resolution.

e The Title Il and SPOE create new uncertainty regarding which investors will be forced to
bear losses when a bank holding company fails. This increased uncertainty will undermine

investor confidence and financial stability and could create a political crisis.
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o Title Il creates a conflict of interest between contributors to the deposit insurance
fund and contributors to the orderly liquidation fund.
o Title Il and SPOE alter investor property rights without prior notice, compensation,
or due process and with little scope for judicial protection.
e Dodd-Frank does not amend deposit insurance laws to require the FDIC to break-up large
banks in a resolution and prohibit whole bank purchase resolutions. Such a change is needed

to stop the FDIC resolution process from creating new too-big-to-fail institutions.

. Dodd-Frank has Not Fixed Too-Big-To-Fail: Evidence from Large Bank Funding Costs

One of the primary goals of the Dodd-Frank Act was to end investor’s perceptions that the
largest financial institutions are too-big-to-fail (TBTF). The recent financial crisis confirmed
investor perceptions that the largest financial institutions will benefit from government support in
a financial crisis while smaller institutions will be allowed to fail and impose losses on their
investors. Large institutions were extended extraordinary government support that shielded
many of their investors from loss while hundreds of small financial institutions were allowed to
fail. A primary goal of Dodd-Frank is to reduce if not completely remove investor expectations
of TBTF.

TBTF benefits are reflected in the largest institutions’ funding costs. Institutions that are
perceived to be TBTF will have lower funding costs compared to smaller institutions, holding
constant other important factors such as the risk of an institution’s assets, its leverage, and the

intensity of regulatory monitoring.

Following the financial crisis, there has been a lot of economic research focused on estimating
bank TBTF funding cost subsidies. Many studies find that the largest institutions enjoy a funding
cost advantage that was especially pronounced during the financial crisis. There is on-going
debate about whether the funding costs advantages that have been identified reflect a subsidy
conveyed by an implicit government guarantee, or whether other technical factors can explain its

existence and magnitude.



Instead of reviewing technical details of studies that estimate too-big-to-fail funding cost
subsidies, I will provide some new simple data analysis that clearly demonstrates that Dodd-
Frank did not erase or even reduce large-banks’ funding cost advantage. Indeed this statistical
evidence shows that, on average, after Dodd-Frank, the largest banks enjoy a statistically
significant funding cost advantage that they did not enjoy before the financial crisis. A large
bank funding advantage is clearly evident in multiple years since the passage of Dodd-Frank, and
this advantage was not apparent in the data during multiple years before the passage of Dodd-
Frank. While this evidence does not prove that TBTF is the source of the funding advantage, it
does show that post -Dodd-Frank, there is a pronounced funding cost advantage for the largest

banks that was not there before Dodd-Frank.

I use FDIC public data (Statistics on Depository Institutions) and calculate the average interest
rate on banks’ liabilities through the end of June for multiple years before the crisis, and multiple
years after the passage and partial implementation of the Dodd-Frank Act. The average interest
cost is defined as banks’ reported interest expense, divided by their reported liabilities
(multiplied by 100). I exclude banks that report zero interest expense and a dozen or so banks in
each year that report exceptionally large interest costs. In all cases, the “outlier” banks that are
omitted from the sample are small banks and omitting these institutions has only a tiny effect on
the sample size. It is important to recognize that banks’ reported interest expense is the total
year-to-date interest expense through the end of the reporting quarter. So the expense recorded
for June is only half of the annual interest expense should a banks’ contractual interest rates and

outstanding liabilities remain approximately the same for the balance of the calendar year.

After calculating each bank’s average interest rate, | separate banks into two groups: banks with
total assets larger than $100 billion, and banks with total assets below $100 billion. I use $100
billion as the cut off for the large bank group because this threshold designates at least 11 banks
as potentially “TBTF” banks in each year | examine. While 11 banks is not a large sample, if |
set the threshold higher $100 billion, there are even fewer large bank observations that can be

used to make statistical generalizations.

It is also important to recognize that 1 am using individual bank data, not consolidated data for
bank holding companies. | use bank data because most of the liabilities issued by a consolidated

bank holding company are issued by the insured depository and not the parent holding company.



Moreover, if small banks face higher costs of funds, the use of holding company data will bias
the results since a large number of small bank holding companies must be omitted from the
analysis because small bank holding companies are not required to file bank holding company
regulatory reports. In contrast, all banks regardless of size must file quarterly regulatory reports

that include their total liabilities and interest expenses.

Using $100 billion asset size as the sample partition, | statistically test to see whether the average
interest cost of bank liabilities is lower for the large bank group in 2005, 2006, 2007, years
before the crisis and Dodd-Frank, and again in 2012, 2013, and 2014, years following the crisis
and the passage of Dodd-Frank. Independent estimates are made for each year, and the results of
the statistical test are reported in Table 1. The dotted line in Table 1 separates estimates of the
funding costs difference between the largest banks and smaller banks pre-Dodd-Frank, and post
Dodd-Frank.

Table 1: Funding Advantage for Large Banks Before and After Dodd-Frank

Number of

banks with  Estimated difference between Level of

>$100 billion average interest rate statistical
Date of Sample in assets ( large banks-small banks) significance*
June 2005 11 +5.59 NSS
June 2006 11 +15.68 NSS
June2007 6 o v6.88 ________Nss___
June 2012 19 -16.28 0.001
June 2013 20 -11.68 0.001
March 2014 22 -5.68 0.001

* NSS indicates not statitically significant at convention levels of the test. The March
estimate is for 3 months of interest expense; it must be multiplied by 2 to make it
comparable to June estimates. June 2014 data are not yet publically avalable.
Source: author's calcualtions using data from FDIC Statistics on Depository
Institutions http://www?2.fdic.gov/sdi/index.asp

The results in Table 1 show that in every pre-crisis pre-Dodd-Frank year, the largest banks paid
more for their liabilities on average, but the difference in the average interest rates paid by large
banks relative to small banks is not statistically significant. Post Dodd-Frank, the situation is

very different. After Dodd-Frank, the largest banks pay a lower average interest rate on their



liabilities, and the difference between the average rate paid by the largest banks and small banks

is highly statistically significant.

Whatever Dodd-Frank accomplished, it clearly did not erase any funding cost advantage that was
enjoyed by the largest banks prior to the crisis. Instead, the evidence suggests that after Dodd-
Frank, the largest banks have a consistent funding advantage of more than 20 basis points on an

annual basis.*

Why post Dodd-Frank do the largest banks enjoy a statistically significant and stable funding
cost advantage? In the following sections | will argue that the provisions of Dodd-Frank creates
a rational perception among investors that the largest institutions are TBTF, and should these
institutions become distressed, the government will likely provide guarantees that will shield

investors from loss.

Political rhetoric aside, it is completely rational for investors to conjecture TBTF status on the
largest institutions for two important reasons. First, the Dodd-Frank Act explicitly designates the
largest financial institutions as “systemically important,” and imposes on them much higher
prudential standards and intrusive government monitoring and supervision. For these
institutions, government regulators are supposed to closely monitor the risks that are being taken
by these institutions. Regulators have a duty and powers to mitigate any risks these institutions
might take that, in their judgment, would endanger these institutions’ liquidity and solvency.
Second, should these institutions become distressed, Dodd-Frank Title 11 creates a resolution
mechanism that is designed to guarantee most of the liabilities issued by the largest financial
institutions while the resolution mechanism for small banks historically has imposed large losses

on uninsured bank liabilities. Rather than fix too-big-to-fail, Dodd-Frank institutionalizes it.

1. Dodd-Frank’s Emphasis on Heighted Supervision and Regulation Increases

Investor Expectations that Designated Firms Have a TBTF Guarantee

The Dodd-Frank Act requires financial regulations to undertake extensive supervision and

regulation of the largest financial firms. Most of the new regulatory powers are based on the

! Because interest expense is reported as the cumulative expense in a calendar year, June estimates are doubled to
estimate annual benefits; the March estimate must be multiplied by 4.
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premise that financial regulators can identify and stop the largest institutions from engaging in
risky activities that might increase the risk that they will fail and the risk that their failure could

have spillover effects on the financial system and economy more generally.

The problem with Dodd-Frank is that tries to accomplish an ill-defined goal without identifying
any specific activities or establishing any specific thresholds for regulators to follow to achieve
its ill-defined goal. Dodd-Frank grants regulators vast new powers that are at best only weakly
constrained, and financial regulators are instructed to use their best judgment to exercise these
wide-ranging authorizes in ways that that promote “financial stability,” a goal with
characteristics that are also set by the regulators’ judgment. The regulators are given almost
complete discretion to use their new powers to change the financial system in ways that the
regulators themselves deem apprpriate, and the regulators decide when the changes they mandate
have achieved “financial stability.” In the post-crisis environment, this is a clear recipe for over-

regulation.

For example, the Dodd-Frank Act uses the phrase “systemic risk” 39 times in directing the
financial regulatory agencies to identify, mitigate, and minimize *“systemic risk,” but the Act
never defines systemic risk. This is not an accident or oversight. The Act is vague because there
is no widely-accepted definition of systemic risk.

Much of the post-crisis banking and finance literature is focused on theoretical models that try to
explain aspects and potential origins of systemic risk or empirical approaches that purport to
measure an institution’s potential for creating systemic risk should it fail. However, this literature
is at an early stage of development, and it has produced no practical guidelines that can be used
to positively identify systemic risk or a systemically important institution. But the lack of a
proper economic foundation has not constrained regulators from acting as if they can identify
and control systemic risk.

Thus far, the academic literature has created many theoretical models that can explain why a
failing institution might create financial instability. The potential channels identified are largely
consistent with the designation factors identified in Section 113 of the DFA. These theoretical
channels identify an institution’s size, its over-use of collateralized borrowing, and financial

network interconnections as possible sources of systemic risk. At the current stage of



development, few if any theoretical models focus on an institution’s complexity as a separate

source of systemic risk.

Most economists would probably agree that an institution’s size is directly related to its potential
to create financial instability should it fail. Many economists would likely also agree that the
failure of a very large institution that makes heavy use of short-term collateralized lending could
create liquidity stresses and systemic risk in the form of “asset fire sales” should it default on its
secured funding. In contrast, financial network models have not yet provided much insight into
systemic risk. Network models are less prone to generate failure contagion than many

economists initially anticipated.

Because the term “systemic risk” is ambiguous, Dodd-Frank provides the regulatory agencies
with wide discretion to interpret their new powers. The DFA directs agencies to draft and
implement rules to control and minimize “systemic risk” without requiring the agencies to
identify specifically what they are attempting to control or minimize. Instead of legislating
appropriate measures to attain clear goals, the Dodd-Frank Act essentially defines financial
stability as the absence of systemic risk and then assigns regulators the responsibility of ensuring

U.S. financial stability.

The overall effect is to promote a naive strategy for promoting financial stability: identify and
restrict any financial intermediation that regulators perceive as a potential source of systemic
risk. Dodd-Frank encourages regulators to separate “good” financial intermediation from “bad”
financial intermediation and to impose rules to stop bad intermediation. The problem with this
strategy is that it is unclear that any person or agency has the capacity to distinguish good
intermediation from bad intermediation, and stopping financial intermediation has negative

consequences for economic growth.

While this problem is inherent to some degree in any form of financial regulation, Dodd-Frank’s
extensive new regulatory powers can be exercised without any requirement that regulators
recognize the cost on economic growth. The Dodd-Frank approach for ensuring financial
stability sets up a clear bias for over-regulation.

Post Dodd-Frank, if we do not achieve “financial stability,” the public and many in Congress

may conclude that the financial regulators failed because they did not stop enough “bad”



intermediation. Facing the possibility of public disgrace if their heightened prudential
supervision and regulation fails to prevent the next financial crisis, and no explicit cost for over-
regulating the financial sector, regulators will favor over-regulation to protect their reputations.
Under the incentive structure created by Dodd-Frank, regulators face no costs from over-
regulation but are harmed should too little regulation lead to unanticipated financial instability.
In the current environment, regulators will clearly prefer to over-regulate even if over-regulation

imposes costs on society in the forms of lower economic growth.

A. Section 113: Requlators are Given the Power to determine their Own Jurisdiction

The bias in favor of over-regulation created by the Dodd-Frank mix of new unconstrained
powers and vague policy goals is already apparent. In Section 113, Dodd-Frank empowers the
FSOC to designate non-bank financial institutions for enhanced prudential supervision and
regulation by the Board of Governors. Section 113 includes a laundry list of factors that the
Council can consider in making the designation. The primary standard for designation is an
FSOC judgment that the firm’s bankruptcy would be a potential source of financial instability.
Other factors can also be taken into consideration, but all of the standards rely entirely on
regulator judgment; there are no objective quantitative thresholds to constrain the designation

process.

For example, under Section 113, the FSOC is not obliged to identify specific issues or features
that mandate designation, nor must it demonstrate how the designation will mitigate risks. Title |
of Dodd-Frank includes a requirement that, once designated, firms must file an annual orderly
resolution plan that explains how they can be reorganized in a commercial bankruptcy without
creating financial instability. However, Section 113 does not require the FSOC to request a so-
called Orderly Resolution Plan as part of the designation process.

The ambiguity of the designation standards provides the FSOC with virtually unlimited
discretion. For example, under what conditions should the consequences of failure be evaluated:
when the firm fails in isolation, or when the firm fails in a recession during which many other
financial institutions are also distressed? Two very different standards that may generate very

different FSOC conclusions, and yet Dodd-Frank is silent on the issue.
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One particularly egregious Dodd-Frank shortcoming is that it allows the FSOC to make
designations without knowing what heighted prudential regulatory standards will apply to
designated firms. Not only has the FSOC designated nonbank firms without knowing the
consequences of designation, but the justifications it has issued are so broad that companies are

not provided with any guidance on how they might avoid designation.

In practice, Section 113 guidelines merely restrict the FSOC’s designation discussion and the
case (if any) the FSOC makes to support its decision, but the designation outcome is completely
governed by the Council vote. Moreover, since the directive lacks objective standards for
designation, the criterion used to designate firms will almost certainly change over time with
changes in administrations. Without objective minimum quantitative standards for designation,
there is little scope for continuity over time or for a designated firm to use data, analysis, or case

precedent to avoid or overturn an opinion rendered by the Council.

Given these clear defects in Dodd-Frank, it should not be a surprise that financial regulators are
exercising their new powers without constraint. For example, all of the Council’s designations to
date have been made without any Council recommendations for specific heightened prudential
standards and before the Federal Reserve has revealed how it will supervise designated non-bank
financial institutions or what heightened prudential standards the designated firms must satisfy.
Once the Council has taken an interest in designating an institution, there is little or no objective
information the target institution can use to proactively modify its operations, capital, or

organizational structure to reduce its “systemic risk” to acceptable levels.

In summary, the legislation that guides the designation process for non-bank financial
institutions gives targeted financial firms little or no ability to protect themselves against an
arbitrary designation by the Financial Stability Oversight Council. By a simple vote, the Council
can decide which financial firms will be subjected to enhanced supervision and regulation by the
Board of Governors. It is not necessary to objectively prove that a designation will improve
“financial stability” or otherwise reduce financial sector risk. The Council has the sole power to

judge whether designation is warranted.
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B. The Federal Reserve Gets Unconstrained Power to Requlate Designated Firms

Section 165 directs the Board of Governors to establish heighted prudential standards that apply
to bank holding companies with consolidated assets in excess of $50 billion and non-banks
financial firms designated by the Council. The Board of Governors is required to set heightened
prudential standards for risk-based capital requirements, liquidity requirements, concentration
limits, risk management requirements, resolution plans and credit exposure reports. The Board of
Governors is also empowered to set standards for short-term debt limits, contingent capital
requirements, enhanced public disclosure, or other standards the Board of Governors deems
appropriate to mitigate or prevent risks to financial stability that may arise from the distress of a

designated company.

Section 165 also requires the Board of Governors to administer annual stress test to bank holding
companies with consolidated assets in excess of $50 billion and designated non-bank financial
institutions and to publically report on the results. The Board of Governors may use the results of
the stress test to require designated institutions to modify their orderly resolution plans. In
addition, Section 165 requires that all financial institutions or holding companies larger than $10
billion with a primary Federal regulator must conduct annual stress tests similar to the Board of

Governors stress test and report the results to their primary Federal regulator.

Section 165 also provides the Board of Governors and FDIC with the powers to impose heighted
prudential standards on designated firms that do not submit resolution plans that, in judgment of
the Board of Governors and the FDIC, provide for a rapid and orderly resolution under Chapter

11 Bankruptcy in the event the designated firm suffers material financial distress or failure.

These new Section 165 powers raise a number of important issues. | will discuss some of these

issues in the remainder of this Section.

1. When does a bank become systemic and require heighted prudential standards?

There is no science evidence that supports a threshold of $50 billion for subjecting bank holding
companies to heightened prudential standards. While the factors that are mentioned in Section

165 as potential indications that an institution may be a source of systemic risk—size, leverage
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riskiness, complexity, interconnectedness and the nature of the institutions financial activities—
are reasonable features to consider, there is no economic research that supports the use of
specific thresholds for any of these individual factors to indicate a need for heightened prudential

regulation.

As of March 2014, the U.S. has 39 bank holding companies with consolidated assets in excess of
$50 billion. Of these, 4 had consolidated assets greater than $1 trillion, 4 had assets between
$500 billion and $1 trillion (and none of the 4 are primarily commercial banks), 8 had assets
between $200 and 500 billion (5 of these are specialty banks), and 23 had assets less than $200
billion. Of the 23 banks with under $200 billion in consolidated assets, most are almost
exclusively involved in commercial banking and many might be characterized as “regional”

banks.

There are huge differences in the characteristics of the 39 bank holding companies that are
subjected to enhanced prudential supervision by the $50 billion limit imposed under Section 165.
Very few of these institutions can truly be considered systemically important. Moreover, for the
vast majority of these institutions, their failure could be handled using an FDIC bank resolution
if the appropriate planning were undertaken using Title I orderly resolution planning authority.
There should be no need to invoke Title Il. The DFA $50 billion threshold set for enhanced

prudential standards is a clear example of over-regulation.

2. Enhanced capital and leverage requirements for designated companies

The enhanced capital and leverage requirements that have been implemented by the Board of
Governors are associated with the US implementation of Basel I11. These requirements have
been designed for use by banks and bank holding companies. They are not appropriate for non-
bank designated firms who are also subject to the heightened prudential requirements under
Section 165.

Section 165 seems to give the Board of Governors the discretion to modify these enhanced
prudential requirements and tailor them to more closely fit the businesses of non-bank designated
firms. Thus far, the Board of Governors has not modified any of these enhanced prudential
standards and argued that the Collins amendment imposes Basel | capital requirements as a

minimum standard on all designated companies. Legislation clarifying that the DFA Collins
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amendment does not apply to insurance companies has passed the Senate and been introduced in

the House of Representatives.

The issue of the applicability of Section 165 enhanced prudential standards highlights
fundamental weakness in the drafting and implementation of the Dodd-Frank Act. The Financial
Stability Oversight Council has designated a number of non-bank financial institutions without
either knowing what enhanced prudential standards will apply or assuming that non-banks will
have to meet the same standards as bank holding companies. In either case, it is doubtful that the
Council’s deliberations considered how designation would improve U.S. financial sector

stability.

3. Atwo-tiered system of bank regulations will stimulate the growth of large institutions

A second issue raised by the imposition of enhance prudential standards on the largest
institutions in the banking system is that a two-tiered system of regulations officially recognizes
two distinct types of banks: (1) those that are small and can be allowed to fail without social cost;
(2) those that are very large and create large failure costs that must be avoided by stricter
regulation. Under this system, the smaller banks may benefit from less burdensome regulation,
but investors understand that these institutions will be allowed to fail and softer regulations
seemingly makes their failure more likely. In contrast, large banks have added regulatory
burden, but they also have been explicitly identified by the government as so important that they

need additional regulation to ensure their continued existence.

The differences in capital and leverage regulations between small and large banks mandated by
Section 165 and implemented as Basel 111 are mechanical and are exercised without imposing
additional regulatory judgments about critical firm operations. However, the Board of
Governors stress test and the resolution plans (joint with the FDIC) mandated by Section 165
include very intrusive correctional powers where the Fed or the FDIC can require extensive
operational changes or additional capital at the largest institutions. For the largest institutions,
post Dodd-Frank, it is not hyperbole to say the Board of Governors (and to a far lesser extent the
FDIC) now have a direct and important role managing the largest banks and designated financial

holding companies.
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When the government is intimately involved in planning and approving large bank operations,
investors will rationally conjecture that their investments are safer in the largest banks. The
enhanced prudential standards imposed by Section 165 contribute to investor perceptions that the
largest banks are too big to fail.

Over time, the two-tiered approach to banking regulation will erode the ability of small banks to
compete for uninsured deposits and reduce their ability to issue unsecured liabilities. Since
Dodd-Frank also prohibits the use of trust preferred securities, small bank options to fund growth
beyond their retail deposit bases are severely limited. As a consequence, Section 165
requirements are likely to encourage additional consolidation in the U.S. banking system.
Deposits and assets will further migrate into the institutions that are required to meet enhanced

prudential standards.

4, Limits on the use of short-term debt will raise the cost of borrowing

Section 165 gives the Board of Governors the power to require designated financial firms to
extend the maturity of their funding debt (except for deposits, which are exempted from the rule)
and restrict the use of short-term collateralized funding including the use of repurchase
agreements. Curiously, the deposit exemption is not restricted to fully insured deposits. Banks
may issue uninsured deposits without restrictions even though this source of funding is among

the most volatile and the first to run.

Short-term debt restrictions limit one of the most visible symptoms of a financial crisis—the
inability of financial firms to roll-over their maturating debt. Regulators are now empowered to
alleviate this problem by requiring that firms have, on average, a longer time buffer before they
face the inevitable maturing debt roll-over. But all going-concern debt eventually becomes

short-term and must be refinanced.

The idea for short-term debt restrictions is popular in many post-crisis academic papers that
argue that there is an underlying market failure that can be fixed by short-term debt limits. Banks
gain private benefit from funding short term because they have a monopoly on issuing
demandable deposits and an implicit guarantee advantage in issuing other short-term deposit-like

liabilities. The bank benefit is that short-term funding is usually the cheapest source of finance.
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The market failure arises when there is a liquidity shock and investors for some reason become
unwilling to roll-over banks’ short-term liabilities and banks are forced to sell assets to meet
redemption requirements. Because many banks are using “excess” short-term funding because
of the apparent interest cost savings, they must all shed assets, and this depresses the market
price of assets, causing a so-called “fire-sale” decline is asset prices. The decline is asset prices
must be recognized by all institutions, even ones that may not be funding with excess short term-
debt. And so the lesson from these models is that “asset fire sales” are an externality attached to
the over-use of short-term debt, and if regulators restrict bank’s ability is fund short term, then

the externality can be controlled.

While restrictions on the use of short term debt may reduce the probability of “asset fire sales,”

the restriction will also impose real economic costs that are not recognized in these models.

First, all debt eventually become short term, so limiting the amount of short-term credit banks
and other financial firms issue does not remove the issue that all debt must eventually be rolled

over regardless of maturity.

The economic models that demonstrate “fire sale” externalities are highly stylized and static. In
these models, if banks fund long term (in the third and final model period) they do not have to
refinance in the second period when the fire sale occurs. By forcing banks to issue claims in the
“last” period of the model, the claims magically never have to be refunded in the horizon
examined. While this solves the fire sale problem in these simple economic models, it does not
fix the real life problem that seemingly far-off future periods have a habit if turning into

tomorrow, and debt that was once long-term, becomes short term and must be rolled over.

The “fire sale” models of short-term debt also ignore a large literature in corporate finance that
argues that short-term debt is cheaper because it is a mechanism for controlling the risk that the
managers of a financial institution (or any corporation for that matter) take. If the manager of a
corporation is faced with the discipline of continuously rolling over a significant share of the
corporation’s funding, then the manager must ensure that the corporations finances are always
sound and its debt holders are never surprised by the firm’s is investments.

Short-term debt is a bonding device. The need to roll over debt helps to keep the manager from

investing in longer-term risky investments with uncertain payoffs unless debt holders are fully
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aware and approve (i.e. are already compensated) for such investments. If the manager conveys
that the firm investments are short term and relatively safe activities, should debt holders learn
otherwise, they may refuse to roll over the debt at existing rates and the manager will be forced
to abandon longer term investments before they can (possibly) produce the desired high payoff.

When short-term debt controls the risks the manager takes, investors can charge lower interest
rates. Thus, short-term debt provides cheaper funding in part because it limits borrower risk-
taking. Indeed many academic papers argue that, before deposit insurance, banks funded
themselves with demandable deposits because depositors required the demandable feature to
discipline the bank, since the soundness of the bank’s assets could not otherwise be verified by
depositors. Deposit insurance largely destroys the risk control benefits of demandable deposits.

I say largely because there is evidence that some insured deposits still run.

Thus, there are sound economic reasons for arguing that short-term debt restrictions on
designated financial firms may be less advantages than they might at first seem. Short-term
(noninsured deposit) debt controls risk taking, and the current wave of theoretical economic
models that produce “asset fire sales” do not consider the risk control benefits of short-term debt.
If financial firms are forced to fund themselves using longer-term debt, their cost of debt will
increase, and either the institutions will absorb these costs and be less profitable or pass these
cost on to customers in the form of higher loan rates and lower returns on deposits. Section 165,
and indeed the current wave of macroprudential economic models, do not recognize that short-

term debt restrictions are likely to have real economic costs for borrowers.

5. Mandatory Board of Governors annual stress are being used to run the largest banks

Section 165 Board of Governor stress tests are perhaps the most problematic form of enhanced
prudential supervision required by the Dodd-Frank Act. The value of these exercises for
identifying and mitigating financial sector excesses is highly questionable, and yet the Federal
Reserve System spends an enormous amount of resources on this activity. Indeed senior Federal
Reserve officials have argued that Basel regulatory capital rules should be suspended, and the
Board of Governors annual stress test should be formally recognized as the means for

determining minimum capital requirements for large bank holding companies.
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Aside from the confidence expressed by senior Federal Reserve officials, there is no evidence
that coordinated macroeconomic stress tests will be effective in preventing future financial crisis.
Already, these stress tests have missed the “London Whale” at JPM Chase and a multibillion
dollar hole in Bank of America’s balance sheet. Fannie Mae and Freddie Mac both passed severe
government-designed macroeconomic stress tests right before they failed in September 2008.
Even before the financial crisis, many countries produced financial stability reports that included
bank stress tests and none anticipated or prevented the crisis. Prior pan-European EBA stress
tests failed to identify a number institutions that become problematic in short order. Based on the

track record to date, stress tests have a pretty poor record for detecting “problem” institutions.

A stress-test based approach for setting bank capital has two gigantic measurement problems.
First, the macroeconomic scenario must actually anticipate the next financial crisis. And
secondly, regulators must be able to translate the macroeconomic crisis scenario into accurate

predictions about actual bank profits and losses.

Few regulators possess the prescience necessary to accomplish this first step. Rewind your clock
to 2006 and ask yourself if the Board of Governors would have used a scenario that predicted the
housing crisis. It was less than 2 years away, but the Fed did not see it coming. The New York
Fed’s staff was publishing papers that dismissed the idea of a housing bubble and the Federal
Reserve Chairman’s speeches argued—uworst case—there may be some “froth” in local housing
markets. Even as the subprime bubble burst, the new Fed Chairman publicly opined that the

economy would suffer only minor fallout.

Even if the Board of Governors stress scenario correctly anticipates a coming crisis, the crisis
must be translated into individual bank profits and losses. The problem here is that bank profits
and losses are not very highly correlated with changes in macroeconomic indicators. Quarter-to-
quarter bank profits do not closely follow quarterly changes in GDP, inflation, unemployment, or
any other macroeconomic indicator. The best macroeconomic stress test models explain only
about 25 percent of the quarterly variation in individual bank profits and losses, meaning that
more than 75 percent of the variation in bank profit and losses cannot be predicted using GDP,

unemployment, or other business cycle indicators.

Because of these measurement issues, bank loss predictions from macroeconomic stress tests

have very little objective accuracy. Even using the best models, there remains a great deal of
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uncertainty surrounding how each bank may actually perform in the next crisis, presuming the

stress scenario anticipates the crisis.

These issues are real and serious and they make macroeconomic stress testing more of an art than
a science. There is no formula or pr