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On June 25, the Federal Reserve announced the results of its annual stress test, supplemented by an ad hoc
sensitivity analysis that was run in parallel. These results were accompanied by a requirement for firms to
update their capital plans and the announcement of two new rules for the third quarter 2020 capital
distributions - share repurchases are prohibited, and common dividends may not increase from second-
quarter levels and are capped at an amount equal to the average of the bank’s past four quarters of earnings.

This note analyzes the policy rationales for the Federal Reserve’s new sensitivity analysis and capital
distribution rules, including how they fit within the existing regulatory regime. The note describes an
unavoidable tension between dynamism and procyclicality in capital requirements and concludes that the
Federal Reserve should commit to implementing the stress capital buffer (SCB) to govern capital distributions
for the fourth quarter. If the Fed should decide that a further degradation in economic conditions warrants
another sensitivity analysis — whether as an examination tool, a public disclosure tool or as the basis for
share repurchases or dividend limits or a retooled SCB - it should be clear about its purpose, and revisit all
the assumptions of the analysis to conform to that purpose.

RECENT FEDERAL RESERVE ACTIONS

The Federal Reserve's new requirements provided a transition from the 2019 Comprehensive Capital
Analysis and Review (CCAR) cycle to the first SCB requirement in October of this year. The Fed calculated
the SCB in accordance with its established design framework, using the stress scenario it published in
February. While the new rules on capital distributions were a surprise, most banks* had voluntarily halted
share repurchases, and tying holding company dividend capacity to past earnings has over eighty years of
precedent at the bank level.? The short-term effects have been limited: all but two of the 33 covered bank
holding companies (BHCs) are expected to maintain their current dividends. Perhaps most significantly, the
new restrictions and the forthcoming SCB served as an antidote to proposals to ban all dividends at bank
holding companies regardless of their existing capital position, recent earnings and future prospects.

The medium and longer-term implications, however, are potentially more significant. If the Fed extends the
provisions on capital distributions into the fourth quarter and beyond, it would effectively constitute the Fed
abandoning the current capital framework in the midst of a first wartime test that appeared to be
demonstrating its wisdom. More broadly, uncertainty about capital requirements and dividend capacity has
contributed to a downdraft in bank equity prices and may make banks more reluctant to expand their balance
sheets. In the longer-term, uncertainty about capital requirements will result in a higher cost of bank capital,
which necessarily translates into lower long-term economic growth.

The Federal Reserve's requirement for banks to update their capital plans also highlights an unavoidable
conflict within capital regulation: the fact that dynamism in capital requirements is synonymous with

1 Unless otherwise noted, “bank” for purposes of this note includes bank holding companies.
212 U.S.C. §60.
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procyclicality in capital requirements. The Federal Reserve’s June 25 actions, in essence, reflect a
conclusion that the existing capital regime (including its own SCB}) is insufficiently dynamic and therefore
must be updated to reflect current and potential future degradations in economic performance. At the same
time, though, the Fed has expressed concerns about procyclicality and earlier had provided (together with the
other banking agencies) some regulatory relief designed to allow banks to deploy the hundreds of hillions in
dollars of capital they hold above regulatory minimums in order to support lending and market
intermediation.’

THE EXISTING REGULATORY CAPITAL REGIME

During the 2007-09 financial crisis, many banks paid dividends when they should have been retaining their
capital. As a result, a central focus of post-crisis regulation was restricting the ability of banks to pay
dividends, and its centerpiece was Basel Ill, which not only made capital requirements more stringent in
terms of both the quantity and quality of capital, but also introduced a series of buffer requirements the exact
purpose of which was to determine at what point banks should be required to cease paying dividends,
including in a stressed economic environment.

What are those existing restrictions? First, and most obviously, the CCAR process was constructed to
govern capital distributions: the sole sanction for failure to meet a capital requirement on a post-stress hasis
was a set of limitations on dividends and share repurchases. This year the process converted the stress test
results from a pass-fail quantitative grade to a buffer that must be maintained over minimum requirements at
the holding company level and, if applicable, any Global Systemically Important Bank (GSIB) surcharge.
Notably, the SCB requires each bank to pre-fund four quarters of dividends on top of each bank’s projected
stress losses as part of its buffer requirement. The Federal Reserve commendably operated that process as
designed and published the stress losses for each of the 33 banks on June 25.

Second, a related emphasis of the post-crisis framework was to require large banks to maintain capital
buffers above their minimum capital requirements at the bank and holding company level: a 250 basis point
capital conservation buffer (CCB), scheduled to be replaced this fall with the SCB; a GSIB buffer; and
potentially a countercyclical capital buffer (CCyB).* The idea was that these buffers are capital that a bank
could hold in good times but then be able to deploy to continue lending in an economic downturn — a
countercyclical action. The challenge of buffers, however, is how to provide an incentive to use them in bad
times; otherwise, buffers simply become a constant drag on economic growth.®

The Federal Reserve and other global regulators decided to impose only a single cost on a bank that
chooses to draw down its buffers: a restriction on capital distributions. Thus, in bad times banks could use
their capital buffer without suffering the more severe sanctions associated with breaching minimum capital
requirements (e.g., growth limits and formal orders to issue more equity); in good times, they would still hold
the buffers because their shareholders value their capital distributions. One can debate the logic of that
policy — as we have® and will — but for present purposes, the relevant point is that banks were already subject
to dividend and stock repurchase restrictions to the extent that they drew down capital buffers.

% 85 Fed. Reg. 15,909 (Mar. 20, 2020). Using balance sheets as of the end of the first quarter, the largest banks — those with more
than $100bn in assets — held more than $750bn in common equity tier 1 capital above the minimum requirement.
4#12CF.R.§3.11;12C.F.R§217.11; 12 C.F.R § 324.11.

5 See Greg Baer, “The Next Financial Crisis and the Great Buffer Fallacy,” Banking Perspectives First Quarter 2019, (Mar. 12, 2019),
https://www.bankingperspectives.com/the-next-financial-crisis-and-the-great-buffer-fallacy/. The one exception is the countercyclical
capital buffer, which is designed to be lowered in stress, and in fact has been lowered in other countries during the current crisis. For
more, see Bill Nelson, “So, What Have We Just Learned About...the Countercyclical Capital Buffer,” Bank Policy Institute (Apr. 24,
2020), https://bpi.com/so-what-have-we-just-learned-aboutthe-countercyclical-capital-buffer/
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These post-crisis rules supplemented existing constraints on bank capital distributions. A variety of banking
agency regulations and guidance already restrict the ability of a bank to pay a dividend to its parent holding
company in certain cases,” and a longstanding “prompt corrective action” regime limits the ability of a bank to
pay dividends if it becomes undercapitalized.® Of course, the latter would only be triggered if a bank depleted
100% of its buffers and fell below minimum requirements, so is not a present concern. The former, though,
generally includes consideration of a bank’s net income in recent quarters in terms of assessing its ability to
pay a dividend. Thus, bank dividend capacity is already restricted both as a matter of the bank’s earnings
and its current capital requirements.

Lastly, since the inception of CCAR, the Fed has demanded that large banks develop rigorous internal capital
planning processes that consider not only the general macroeconomic risks present in the Supervisory
Severely Adverse scenario, but also idiosyncratic risks from the bank's specific activities and risk profile.
Firms must consider these internal stress tests in setting their capital targets and limits (required under Fed
CCAR SR letters),® and these internal targets and limits frequently exceed regulatory limits or buffers.

Despite this abundance of restrictions on capital distributions at both the bank and holding company, the
Federal Reserve decided to impose two more at the holding company level for the third quarter: a flat ban on
share repurchases, regardless of individual circumstance, and an income-based restriction on dividends
(along with a ban on any increase) without prior Fed approval.l’ The Fed does allow subject firms to request
a waiver from the income-based restriction (or a dividend increase), albeit through an opaque and subjective
process that may not provide much comfort (which tends to correlate with certainty) to investors. The Fed
also conducted an ad hoc sensitivity analysis outside of the normal CCAR/SCB stress testing process; while
this analysis was perfectly appropriate as a monitoring tool (and, as discussed below, should have given the
Fed considerable assurance about bank resiliency), there is much uncertainty about how it might be
structured and what role it might play going forward.

WHY THE CHANGE?

The Federal Reserve conducted its sensitivity analysis because the stress test scenario that was distributed
in February had become outdated as the coronavirus pandemic resulted in a baseline economic outlook that
was worse than the Fed's stress scenario.'* In other words, the Federal Reserve found itself in a situation
where it believed that the current regime did not reflect the extraordinary risks arising from worsening public
health and economic conditions — put another way, that the current regime was not sufficiently dynamic.

In several respects, the existing regime does not indeed capture changing risk. Under Basel lll, global
regulators moved towards standardized approaches to measuring risk — that is, using a one-size-fits-all (and
all-times) model designed by the Basel Committee to measure a firm's credit and other risks, rather than a
bank’'s model, which is dynamic. For purposes of the macro shock under the Federal Reserve's CCAR/SCB,

7 12 C.F.R. part 3, subparts H and I; 12 C.F.R. § 5.46; 12 C.F.R. part 5, subpart E; 12 C.F.R. part 6; 12 C.F.R. part 208, subparts A
and D; 12 C.F.R. part 303, subpart K and § 303.241; 12 C.F.R. § 324.405. Statutory limits on dividends may apply as well. See, e.g.,
12 U.S.C. §§ 56, 59 and 60; 12 U.S.C. §324; and 12 U.S.C. §1828(i)(1).

812 U.S.C. § 18310; see also 12 C.F.R. part 6; 12 C.F.R. part 208, subpart D; 12 C.F.R. part 303, subpart K; 12 C.F.R. part 324,
subpart H.

9 SR 15-19 (Dec. 18, 2015); SR 15-18 (Dec. 18, 2015).

10 These restrictions applied only to large banks. It remains to be seen whether the Federal Reserve or other regulators have similar
concerns about smaller banks, which are not currently subject to stress testing, CECL and other restrictions.

1 Randal K. Quarles, Vice Chairman for Supervision, Federal Reserve Board, “The Adaptability of Stress Testing,” At Women in
Housing and Finance, Washington, D.C. (June 19, 2020) [hereinafter “The Adaptability of Stress Testing"],
https:/lwww.federalreserve.gov/inewsevents/speech/quarles20200619a.htm
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the starting point is risk-weighted assets measured under the standardized approach. The post-crisis
framework also includes leverage ratios, which ignore risk completely.

However, in important ways, other parts of the existing capital regime — particularly for larger banks - are
dynamic, with bank resiliency requirements increasing as the economy turns down. First, large banks in the
first quarter of 2020 implemented a new accounting rule, the Current Expected Credit Losses (CECL)
methodology, that required them to establish an allowance (a reserve) for every loan, and base that
allowance on expected lifetime losses for that loan. The most important determinant of expected losses, and
thus of the reserve, is a macroeconomic forecast used by the bank. Thus, the allowance is now dynamic.

Second, the Fed's annual stress test, now used to calculate the SCB, greatly increases dynamism over the
Basel norm, as it responds to changes in bank balance sheets, the economic outlook and financial risks,
albeit only at one-year intervals.

Third, under risk-based capital standards, banks subject to the advanced approaches — that is, the largest
nine most internationally active banks — are required to model the credit, market and other risks of their
assets, updating the risk-weights applied to the assets when calculating capital ratios as the risks change. In
the first quarter, these banks increased risk weights to reflect downgrades of borrowers, higher mark-to-
market losses and increased requirements for counterparty credit risk.

The problem with dynamism, though, is that in this context it is synonymous with procyclicality. If capital
requirements reflect changing reality, and reality is worsening, then capital requirements must be going up.
Indeed, concerned about that procyclicality, the Federal Reserve and the other banking agencies in March
mitigated the impact of CECL on capital. They did so because CECL was due to have a procyclical effect,
which would have caused banks’ capital ratios to decline rapidly, thereby incentivizing them to restrict
lending. Dynamism and procyclicality are two sides of the same coin, so the agencies’ move against
procyclicality was also a move against dynamism.




