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THE SEMIANNUAL TESTIMONY ON THE FED-
ERAL RESERVE’S SUPERVISION AND REGU-
LATION OF THE FINANCIAL SYSTEM

THURSDAY, NOVEMBER 15, 2018

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:01 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Hon. Mike Crapo, Chairman of the Committee,
presiding.

OPENING STATEMENT OF CHAIRMAN MIKE CRAPO

Chairman CRAPO. The Committee will come to order.

Today we will receive testimony from Federal Reserve Vice
Chairman for Supervision Randy Quarles regarding the efforts, ac-
tivities, objectives, and plans of the Federal Reserve Board with re-
spect to the conduct, supervision, and regulation of financial firms
supervised by the Federal Reserve Board.

We last heard from Vice Chairman Quarles in October on the
Fed’s progress implementing S. 2155, the Economic Growth, Regu-
latory Relief, and Consumer Protection Act.

At that time the Fed had taken actions to implement some provi-
sions of S. 2155, including those related to the 18-month exam
cycle, high-volatility commercial real estate, and the Small Bank
Holding Company Policy Statement.

Since then, the Fed has taken new steps to implement key provi-
sions of the bill.

Recently, the Fed issued proposals revising the application of en-
hanced prudential standards across four categories of firms to re-
flect each category’s varying risks. These proposals are a step in
the right direction, and I appreciate the Fed’s work to issue them
quickly.

I understand the amount of staff work that went into getting the
proposals out, and thank you and your staff for your work on these
proposals.

The proposals would assign banking organizations to one of four
categories based on their size and other risk-based indicators, in-
cluding cross-jurisdictional activity; nonbank assets; short-term
wholesale funding; off-balance-sheet exposures; and status as a
U.S. global systemically important bank, or a U.S. G=SIB.

The category to which an institution is assigned would determine
the enhanced prudential standards and capital and liquidity re-
quirements to which it would be subject.
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I look forward to hearing how the application of certain enhanced
prudential standards would address the risks associated with cross-
jurisdictional activity, nonbank assets, short-term wholesale fund-
ing, and off-balance-sheet exposures.

The proposal incorporates a number of very positive changes to
the current framework for regional banks, including relief from ad-
vanced approaches capital requirements; a reduced liquidity cov-
erage ratio; changes to the frequency of supervisory and company-
run stress testing, and, in some cases, the disclosure of the results.

Despite this positive step, the agencies have left a number of
items unaddressed, including the treatment of foreign banking or-
ganizations; additional details on stress testing, including the Fed’s
Comprehensive Capital Analysis and Review, or CCAR; and resolu-
tion planning.

I encourage the regulators to revisit all regulation and guidance
thresholds that were consistent with the outdated Section 165
threshold to an amount that reflects actual systemic risk.

Regulators have two options: use a systemic risk factors-based
approach, or raise all thresholds to at least $250 billion in total as-
sets to be consistent with S. 2155.

There are also other noteworthy provisions of the bill on which
the Fed, working with other regulators, has yet to act, including
implementation of the Community Bank Leverage Ratio and the
provision that exempted cash deposits placed at central banks by
custody banks from the supplemental leverage ratio. The Fed
should work promptly to issue proposals to address these critical
outstanding issues.

I was encouraged by Vice Chairman Quarles’ speech last week,
particularly the emphasis on providing more transparency around
stress testing and capital planning processes.

Finally, last week all Republican Members of the Banking Com-
mittee sent a letter to the FDIC on Operation Choke Point.

Operation Choke Point is an initiative in which Federal agencies
devised and relied upon a list of politically disfavored merchant
categories with the intent of “choking off” these merchants’ access
to payment systems and banking services.

Staff at the banking agencies use verbal recommendations to en-
courage banks to stop doing business with disfavored but legal
businesses.

I plan to look into how policy is communicated from the banking
agencies to the regulated institutions more broadly.

I appreciate Vice Chairman Quarles joining us today to discuss
developments in the Fed’s supervision and regulation and look for-
ward to hearing more about the Fed’s pending work to implement
Senate bill 2155.

Senator Brown.

OPENING STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. Thank you, Mr. Chairman, and thanks to Vice
Quarles for joining us. Good to see you again.

The Fed’s responsibility and Vice Chairman Quarles’ job is, as we
know, to ensure that the economy works for average Americans—
that if you work hard, you can get ahead; that Wall Street does not
again crash the financial system and squander the pensions that
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families worked their whole lives to earn; and that banks cannot
cheat workers out of their hard-earned savings; and that executives
are held accountable when they break the law.

We know the Fed failed in its mission 10 years ago. The Fed had
all the power it needed to prevent the crash. Its leaders in Wash-
ington were too complacent and too cozy with Wall Street to use
their authority to rein in the largest banks and to protect American
taxpayers.

That is why immediately after the crash, we put in place rules
to strengthen taxpayer protections from big bank risk and to pro-
tect consumers from predatory practices.

The rules worked. Our system got safer, and the rules have not
stopped banks from becoming more profitable than ever, as we see.
The Fed released a report on Friday showing that two important
measures of banks’ profitability—return on equity and average re-
turn on assets—hit a 10-year high in the second quarter of 2018.
They have reported a 30-percent growth in loan volume since 2013,
while experiencing a 10-year low in the share of loans that are not
performing.

But now, with legislation enacted earlier this year and the ac-
tions of this Administration, we are witnessing—piece by piece by
piece—the dismantling of these protections for American workers
and an undermining of the dignity of work.

Since the last time Mr. Quarles testified before this Committee,
we have two new developments that underscore this point.

First, the Fed’s proposal to implement the bank giveaway bill, S.
2155, goes far beyond what the authors of that legislation claimed
the bill would do. The Fed’s proposed rule loosens protections for
banks with more than $250 billion in assets—not small community
banks, the way the bill was sold. We are talking about the Nation’s
biggest financial institutions. Combined, these firms hold $1.5 tril-
lion in assets.

The Fed’s proposal also promises more goodies for the big banks,
with rollbacks for large foreign banks expected in the next few
months. This is despite the fact that the Fed’s own progress report
said that foreign banks continue to violate anti—money-laundering
laws and skirt Dodd-Frank requirements. No need today to go
down that list of foreign banks. We all know who they are. We
have talked about them in this Committee. Senator Cortez Masto
has brought it up. I have brought it up. A number have brought
it up. Yet we are saying to these foreign banks we sort of ignore
the illegal things they do and continue to deregulate them.

Vice Chair Quarles gave a speech last week announcing the Fed’s
plans for the very largest domestic banks—a speech, frankly, that
could have easily been written by one of those banks’ lobbyists.

Mr. Quarles wants to weaken capital requirements for the
megabanks, eliminating any leverage capital standards in stress
tests. We got a preview of what this would look like in June when
the Fed gave passing grades to three banks that had clearly failed
their stress tests. Now Mr. Quarles wants to make this year’s give-
away permanent.

The speech outlined a series of other changes to the Fed’s stress
tests that would render them essentially meaningless. Mr. Quarles
makes no secret of the fact he wants to ease up on the assumptions
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that guide the tests, wants to eliminate portions of the tests, and
wants to share with the banks the Fed’s internal models against
which they are graded—you know, giving students the answers
ahead of time.

These changes, taken alongside the weakening of the Volcker
Rule, other big bank leverage standards, and an abandonment of
nonbank financial oversight, these changes amount to gutting the
postcrisis protections we put in place that have worked mar-
velously for about a decade to protect American taxpayers future
bailouts. Again, repeat, the banks are doing very, very, very well
with these rules and regulations in terms of profitability and re-
turn, all of those things. So why do we think weakening those rules
makes sense?

It is not just I who says this. Stanley Fischer, the former Vice
Chair of the Fed, called these combined rollbacks “mind boggling”
and “very dangerous.”

When regulators have not finished implementing Dodd-Frank,
when the economy has not even gone through a full economic cycle,
now is not the time to begin dismantling our postcrisis protections.
It is the same story: Wall Street recovers, working families in
Cleveland and Baltimore and Birmingham and Las Vegas do not.
When Washington policymakers suffer from collective amnesia, as
this Committee does, working families and savers and taxpayers
too often end up paying the price.

Thank you, Mr. Chairman.

Chairman CRAPO. Thank you, Senator Brown.

Again, Vice Chairman Quarles, we appreciate you being with us.
You may now make your statement.

STATEMENT OF RANDAL K. QUARLES, VICE CHAIRMAN FOR
SUPERVISION, BOARD OF GOVERNORS OF THE FEDERAL RE-
SERVE SYSTEM

Mr. QUARLES. Thank you. Thank you, Chairman Crapo, Ranking
Member Brown, Members of the Committee. I am grateful for the
opportunity to testify on the Federal Reserve’s regulation and su-
pervision of the financial system.

My prepared remarks address two main topics: our efforts to im-
prove regulatory transparency and our progress in making the
posterisis regulatory framework simpler and more efficient. I am
mindful that this semiannual testimony, like my position as Vice
Chairman for Supervision, is grounded in Congress’ efforts to
strengthen and improve the Nation’s regulatory framework fol-
lowing the financial crisis, and this testimony reflects a critical ele-
ment of those efforts: the desire and the need for greater trans-
parency.

Transparency is part of the foundation of public accountability,
and it is a cornerstone of due process. It is also key to a well-func-
tioning regulatory system and an essential aspect of safety and
soundness as well as financial stability. Transparency provides
firms clarity on the letter and spirit of their obligations. It provides
supervisors with exposure to a diversity of perspectives. And it pro-
vides markets with insight into the condition of regulated firms,
which fosters market discipline. Transparency increases public con-
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fidence in the role of the financial system to support credit, invest-
ment, and economic growth.

The Federal Reserve has taken a number of steps since my last
testimony to further increase transparency and to provide more in-
formation about our supervisory activities to both regulated institu-
tions and the public. We recently improved our supervisory ratings
system for the large financial institutions, better aligning ratings
with the supervisory feedback that those firms receive. With our
fellow banking agencies, we clarified that supervisory guidance is
a tool to enhance the transparency of supervisory expectations and
should never be the basis of an enforcement action. And we expect
shortly to make final a set of measures to increase visibility into
the Board’s supervisory stress testing program, including more
granular descriptions of our models, more information about the
design of our scenarios, and more detail about the outcomes we
project.

The report that accompanies my testimony today and that Rank-
ing Member Brown referred to is another tool to keep Congress and
the public informed about our work, the banking system, and the
role of both in supporting the broader economy. As the report
shows and as my written testimony discusses, the banking sector
remains in strong condition, in line with strong U.S. economic per-
formance, with lending growth, fewer nonperforming loans, and
strong overall profitability.

We are, however, very much aware of the dangers of compla-
cency, and our report lists several priority areas of risk we will con-
tinue to monitor closely, including cyber and IT risks at supervised
firms of all sizes.

Improving regulatory efficiency is another core element of our
current efforts. Tailoring regulation and supervision to risk has
been a programmatic goal of the Federal Reserve for more than two
decades. The motivations are clear: supervisory resources are not
limitless; supervision is not costless, either to the public or to su-
pervised institutions. Activities and firms that pose the greatest
risk should receive the most scrutiny, and where the risk is lower,
the regulatory burden should be lower as well.

This principle guided Congress and the agencies in designing the
posterisis regulatory framework, and it has guided our implementa-
tion of the Economic Growth, Regulatory Relief, and Consumer
Protection Act. On this front, as my written testimony details, we
have made substantial progress.

Our most significant step came 2 weeks ago when the Board
issued two proposals to better align prudential standards with the
risk profile of regulated institutions. These proposals would signifi-
cantly reduce regulatory compliance requirements for firms in the
lowest risk category, including most institutions with between $100
billion and $250 billion in assets. Firms with $250 billion or more
in assets or firms between $100 billion and $250 billion that meet
a risk threshold will face reduced liquidity requirements. The pro-
posals would largely maintain existing requirements for the largest
and most complex firms.

These new categories draw on our experience administering en-
hanced prudential requirements and other postcrisis measures, and
they move toward a more risk-sensitive, nuanced framework, where
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riskier activities and a larger systemic footprint correspond to high-
er supervisory and regulatory requirements.

I have detailed several other efforts to improve regulatory effi-
ciency in my written testimony, including simplifying and tailoring
requirements under the Volcker Rule.

Our work to improve regulatory efficiency is not done, and we ex-
pect to make additional progress in the months ahead on a number
of issues. In particular, we are working with our counterparts at
the OCC and FDIC on a community bank leverage ratio proposal.
I look forward to making progress on that and other efforts and to
participating in the Committee’s oversight of our work.

Thank you, and I look forward to answering your questions.

Chairman CRAPO. Again, thank you, Mr. Quarles.

My first question is really just one on timing for what is coming
next. I do appreciate the work the staff has gone through, truly.
I know the amount of work it has taken for you to move as expedi-
tiously as you have. I am concerned, however, that it is difficult to
get a full picture of what the supervisory and regulatory landscape
will look like until other proposals on foreign banks, resolution
planning and capital planning, and stress testing are out. And I en-
courage you to keep the heat on to move quickly and would appre-
ciate any updates you might have on timing.

Mr. QUARLES. Certainly, Mr. Chairman. So as I indicated, our
implementing proposal which we are working on jointly with the
OCC and the FDIC on the community bank leverage ratio proposal
we expect very soon. And, again, I hope that the speed with which
we put forward the main implementing proposal indicates that
very soon really will be very soon.

Shortly following after that, I think we will have proposals for
modernizing or bringing up to date the resolution framework and
foreign banking organizations, tailoring for foreign banking organi-
zations. I view the tailoring for foreign banking organizations as a
somewhat separate question from implementation of S. 2155. We
have been considering, and obviously we need to consider, and will
come up with a proposal for that. But the domestic operations of
foreign banking organizations I do not think are one-for-one cor-
respondent with domestic firms of the same size because those in-
termediate holding companies, they interact with branches that are
subject to a different regulatory regime here. They are parts of
larger organizations.

So I think there is tailoring that can be done. We need to ensure
that we have a level playing field, that firms that are alike are
treated alike. That is very important. But I do think it is a sepa-
rate implementation question than 2155 implementation.

Chairman CRAPO. All right. Thank you very much.

Are you familiar with the letter or have you seen the letter that
the Republican Members of this Committee recently sent to the
FDIC on Operation Choke Point?

Mr. QUARLES. I have seen that letter, yes.

Chairman CRAPO. And are you familiar with Operation Choke
Point, what it is?

Mr. QUARLES. I am familiar with what I have read about it, yes.

Chairman CRAPO. OK. As I indicated in my opening statement,
I am very concerned with the lack of accountability in the super-
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visory process. What we are finding is that many of the regulators
who are verbally giving instructions to those regulated that are not
actually contained in their authority or the law, and that, frankly,
financial institutions, particularly a lot of our smaller financial in-
stitutions, feel an incredible pressure from things that are not com-
ing even from regulations or guidances, but just from verbal com-
munications.

This raises the question to me of whether those who are con-
ducting the supervision throughout our agencies, our financial reg-
ulatory agencies, are engaging in regulatory direction and activity
that is not authorized by law or regulation.

My question to you 1s: What are you doing to make sure that
staff at the Federal Reserve is accountable to you? And is there
anything Congress can do to make sure that you have the tools
necessary to make staff at the agency accountable to you?

Mr. QUARLES. So I appreciate that concern, and I would share
that concern. Obviously, if there were instances where examiners
were communicating and requiring banks to take action that was
not required by regulation and that was not transparent to those
above them in the hierarchy, you know, obviously that would be ex-
tremely concerning.

We have a pretty vigorous training program at the Fed. I person-
ally have undertaken as well to spend time in the various reserve
banks in dealing with the supervisors on the ground, conferences
of all the supervisory personnel, leadership conferences. We are
working hard—none of that is terribly visible. All that is within the
system. But we are working hard to ensure that our expectations
for supervisory practice as well as our regulatory process is very
clear to those who are on the ground.

Chairman CRAPO. Well, thank you. I appreciate that and I—well,
I appreciate your attention to that. As the letter that some of the
Members of this Committee recently sent to the FDIC, we want to
assure that all of our regulatory agencies in the financial system
follow their own regulations and the law of the United States rath-
er than, frankly, social managing ideas that they have with regard
to which businesses in America should be allowed to do business.
It is an extremely serious concern, and I appreciate your attention
to this.

Senator Brown.

Senator BROWN. Thank you, Mr. Chairman.

Following your speech, one bank analyst told clients that your
proposed changes are “a positive for the biggest banks by providing
capital and compliance relief. It reinforces our deregulatory theme
for the banking sector. It shows how deregulation can proceed, even
with Democrats retaking the House of Representatives.”

Two questions. Do you think this analysis of the Fed’s actions is
accurate? And, second, can you guarantee this Committee that
when the Fed is done, megabank capital standards will not de-
crease relative to where they are today?

Mr. QUARLES. As I have indicated each time I talk about increas-
ing transparency and improving the efficiency of that system, in-
cluding our stress testing proposals, our objective is not to have
any—certainly no material effect on the resiliency of the system
and not to have any material effect on the loss-absorbing capacity
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of these largest firms. I think that there are things that we can do
that improve the incentives, that reduce burden, that are more ap-
propriate in a democracy about the transparency that is required
about regulatory expectations without undermining the safety and
soundness of the system and without, again, in any way reducing
the loss-absorbing capacity of the system.

Senator BROWN. But does that mean no diminishing of the cap-
ital standards?

Mr. QUARLES. Capital standards are a very important element of
that, but I think we also look broadly. So it is not just capital
standards. It is all the cushions that are built into the capital
structure.

Senator BROWN. It includes capital standards?

Mr. QUARLES. Capital standards are included in my under-
standing of loss absorbency that we do not intend to reduce.

Senator BROWN. So was that analysis of your speech fair and ac-
curate?

Mr. QUARLES. I think it did not—I mean, to the extent that they
believe that there would be material capital reductions for the larg-
est firms, I do not think they were—I think they ignored the clear
statement that I made, that our intention is not to

Senator BROWN. This is a group of people that want those stand-
ards diminished, and there is, I mean, almost an arrogance to it:
“Well, we know the regulators will help us do that even though
those people in the House of Representatives will not.”

Mr. QUARLES. So I believe that it is—I know from what it is that
we are proposing that it is possible to have, again, a material im-
provement in the efficiency and reduction in the cost of our regu-
latory system without undermining what is at the core of it, which
is improved resiliency and strong loss absorbency for these firms.

Senator BROWN. You outlined a lot of bold changes in your
speech. Are you speaking for the whole Fed Board in speeches like
that?

Mr. QUARLES. In some cases the Fed Board has made decisions
resolving this. We have come out with proposals. In other cases—
and I have tried to be clear about this when that was the case—
I }éave said what it is that I would place before the Board in short
order.

Senator BROWN. Thank you. Thanks for your honesty. This is
short of an admonition, but we have noticed already, even though
Chair Yellen—and every Chair is different. I get that. Chair Yellen
wanted unanimity when the Board made decisions, and when one
of the Board members, the only non—Trump Board member, voted
the other way, they went ahead. I hope that—I said this is short
of an admonition, but I hope that you keep that in mind, that the
best way to do this is consensus. And if it means convincing a way-
ward or two Board member, one or two Board members to come
around, be patient and try to do that, or look elsewhere.

Mr. QUARLES. So we do look for consensus, and certainly there
is a process on the Board that I think each Board member would
say has taken every Board member’s thoughts into account and is
open, and adjustments have been made even where at the end of
the day the Board cannot be unanimous. I do not think that una-
nimity can be the sole measure of legitimacy or the whole Dodd—
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Frank Act would be illegitimate. It was not passed unanimously.
But we do at the Board have a very robust process to ensure that
every Board member’s voice is heard.

Senator BROWN. I appreciate that, but a regulatory body is very
different from a politically elected—I mean, you, I assume—I think
I can assume your political party, but it does not matter. You are
on the Fed, and regardless of Ms. Brainard or Mr. Quarles or any-
body else on that Board, political party should not really matter.

One more question. You said the Fed intended to give
megabanks a cheat sheet for the stress test in the coming years,
handing over details about the Fed’s models, how the Fed predicts
hypothetical loan performance, even letting banks comment on the
Fed’s scenarios that predict what economic shocks may occur over
the next year.

Given the lead-up to the 2008 crisis, why are you so confident
that banks will not optimize their assets to gain the models? Isn’t
that exactly what banks did to game credit rating agency models
for mortgage-backed securities?

Mr. QUARLES. So in our transparency proposal, we have tried to
strike a balance between more transparency, again, which I think
is appropriate for a number of reasons—again, not just due process,
but also to improve the quality of our models. The more that people
understand them, not just the industry but academics, Congress,
tﬁe public, the more input that we can receive on how to improve
them.

But as I have said a number of times, I do think that there is
a concern about the so-called mono model problem, and that if we
were completely transparent, that whatever idiosyncracies there
are in our model would become the locuses of risk throughout the
entire system, and we could end up making the system more frag-
ile rather than less. And so we are not being completely trans-
parent about our models even in these increased transparency pro-
posals that we have made for that reason.

Senator BROWN. Well, and I will close, Mr. Chairman. I appre-
ciate the word “transparency” used at least six times in that an-
swer, and you and I when we had breakfast talked about that, and
I appreciate that view. But this is more like in some ways giving
banks the teacher’s edition of the textbook with the answers listed
out in the back when you call giving them that transparency. We
all want transparency in your deliberations, and I think the Fed
has made progress under—really under Bernanke and Yellen and
now. But I just caution you with the word “transparency” when it
is giving information to the people that you are stress testing.

Thank you, Mr. Chairman.

Chairman CRAPO. Senator Corker.

Senator CORKER. Thank you. We welcome you here, and while I
have enjoyed working with all of those who have held your posi-
tion, it is good to have someone who is actually confirmed and in
this role in the appropriate manner.

I know there are going to be comments based on my staff input
earlier today relative to some of the tailoring issues and some con-
cerns and people alluding to bank profits. But when we have tried
to do safety and soundness, put in place safety and soundness reg-
ulations for institutions—and I think many of us here strongly sup-
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port higher capital levels to make sure that they are safe and
sound. But we really do not look at trying to manage bank profits
when we do that, do we?

Mr. QUARLES. No.

Senator CORKER. Talk to us a little bit about what you think
about when you go through those processes.

Mr. QUARLES. So I think that we have two principal concerns as
regulators. We have a concern for the safety and soundness of indi-
vidual institutions, and we have a concern for the safety and
soundness of the system as a whole and for the efficiency of the
system as a whole because all of us as citizens benefit from the effi-
ciency of the financial sector. That is what provides the support for
economic growth, provides credit for small businesses and busi-
nesses generally.

So really irrespective of bank profitability, our concern is that
that system should be operating as efficiently as possible and that
our regulation of that system, while achieving the objective of safe-
ty and soundness, is doing so in the most efficient way practicable,
because when we do that, we support economic growth that bene-
fits us all.

Senator CORKER. I notice the FDIC appropriately is moving down
the path of making sure they have a rulemaking in place relative
to private flood insurance, and I think many of us here would like
to see steps taken to ensure that institutions are accepting private
flood insurance. What is the status of that right now at the Fed?

Mr. QUARLES. So we share the view that private flood insurance
should be acceptable, and we are working to ensure that that is un-
derstood throughout our supervisory system, so as a supervisory
matter that private flood insurance will be acceptable.

Senator CORKER. So we look forward to you moving ahead with
that, and hopefully that will happen very soon.

The GSEs have been something of debate here since 2008, unsuc-
cessfully. I know that the new Congress likely will take up legisla-
tion. My sense is the Administration potentially will try to lead on
that issue by putting in place some things they can do on their own
accord and then coming back and talking with Congress about
things that are necessary to fully implement reforms as it relates
to Fannie and Freddie. Currently they are in conservatorship, as
you know.

I am just curious. Some people on this Committee may disagree
with the whole creation of FSOC. Some people I think would have
thought maybe the Fed’s responsibility was that. But we do have
FSOC, and we do have some firms that are designated as system-
ically important.

I am just interested in why the Fed and why FSOC has not cho-
sen to say that Fannie and Freddie themselves, with such a huge
concentration and such importance systemically to the banking sys-
tem itself, have not even during conservatorship chosen to des-
ignate them as systemically important.

Mr. QUARLES. Well, ultimately that is a question for the FSOC
as a whole as opposed to just the Federal Reserve.

Senator CORKER. Would you all push for that, though? You have
a very strong voice in that.
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Mr. QUARLES. I think that the right—myself, I think that the
right answer for the GSEs is to have a comprehensive solution, and
FSOC designation in the context of that, I think it needs to be
thought of as what is a comprehensive solution for these institu-
tions. And so I would not want to do anything piecemeal until it
was clearer what the whole solution is going to be. I know that the
Treasury and the FHFA are both working hard on that, and I
think as we see how that evolves——

Senator CORKER. So you look at designating someone with $3
trillion in assets as part of a reform solution, not something that
you deem to be important as it relates to systemic risk? That is an
odd response, just for what it is worth.

Mr. QUARLES. Well, again, I think that everything that in-
volves

Senator CORKER. Just for what it is worth, you know, I support
you and I appreciate your being here. It feels like the Fed is taking
a political look at this and not wanting themselves to be entangled
in versus pushing for the fact that these institutions, if they ever
survive conservatorship, certainly would need to have capital and
all of those kinds of things. And it feels like you all are kind of
dodging a political issue to keep yourselves from being maybe
wounded by taking a step that is appropriate. Is that kind of where
the Fed is today?

Mr. QUARLES. I certainly would not characterize it that way. I
think it is that we are in early days of what ultimately is a very
complex problem and a difficult solution, and I think we should not
approach that solution piecemeal, but should look at what is a com-
prehensive answer.

Senator CORKER. So yes or no, are they systemically important?

Mr. QUARLES. Well, I think it is unarguable that those institu-
tions have systemic consequence. The question is: What is the right
response to that?

Senator CORKER. So they are systemically important. Thank you.

Chairman CRAPO. Senator Jones.

Senator JONES. Thank you, Mr. Chairman. And thank you, Mr.
Quarles, for being here.

I would like to ask you a little bit about something that I am
hearing more and more about in Alabama, and that is the current
expected credit loss accounting standard, CECL, that has come in.
As someone who tries to run away anytime people start talking
numbers and accounting, I really appreciate what FASB has been
doing, so I am not making any judgment here. But I am concerned
in what I hear from our banks a little bit, the concern about unin-
tentional consequences that may impact the ability of banks to
make long-term loans, whether small business loans or residential
loans. And I think and my recollection is that in recent comments
at Brookings, you stated that you believe that there was some
agreement that CECL was going to be procyclical, but that these
issues could be addressed as you phased in those rules.

Can you just expand on those comments a little bit and what you
are looking at to try to make sure that we do not have those unin-
tended consequences and making sure particularly smaller banks
are protected?
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Mr. QUARLES. Certainly. So I agree with you that there is a lot
that we still do not know about how CECL will really operate in
practice and what the effect will be on banks of any size, but par-
ticularly smaller banks. And that is why we had proposed that we
will have a 3-year phase-in period, at least a 3-year phase-in pe-
riod, so that we can understand before phasing the CECL results
into our capital calculations, exactly what those effects are really
in operation.

We have gotten a lot of different estimates ex ante as to what
the consequence will be of CECL. Will there be an immediate in-
crease in reserves on day one? Is the real issue with CECL or the
real consequence of CECL that there will be procyclicality in the
event of stress? And if there is procyclicality in the event of stress,
does that affect banks that are covered by our stress tests? And
how does CECL work there? And it really is too early to say and
I do not think we have enough data to know exactly what those
consequences are going to be, the day one consequences versus the
ongoing consequences and the stress consequences.

So we are going to be looking at all of that on the basis of the
real operation of CECL when it is in effect by delaying our imple-
mentation of including it in our capital

Senator JONES. All right. And I assume you will be taking the
comments.

Mr. QUARLES. Absolutely.

Senator JONES. I mean, that phase-in is going to give you the op-
portunity to tweak, to go back and get comments from the banks
and how it is going to be

hMr. QUARLES. We will be looking for input from all sources on
that.

Senator JONES. All right. Perfect. Thank you for that.

And so the other thing is the Community Reinvestment Act. I
think that is going to be one of the most important items that
banking regulators take up this year. I have spoken to the OCC
about this. You know, if we get it right, it is going to be really im-
portant to modernize the CRA. But if we get it wrong and go in
the wrong direction, I am concerned still—and I want to make sure
that this is being addressed—that we are not having different regu-
lators addressing the CRA in different ways.

So can you give me an update about the Fed’s role working with
Kle?OCC about trying to modernize the Community Reinvestment

ct?

Mr. QUARLES. Certainly. So we have worked with the OCC. The
OCC has put out an Advance Notice of Proposed Rulemaking, and
we had extensive discussions, all the banking agencies had exten-
sive discussions together before the OCC went out with that ANPR.
We will all be looking at the information that comes in as a con-
sequence of that process. We are having a very athletic outreach
process at the Federal Reserve on questions about the CRA. I think
we have got 20 different seminars and events that are set up
throughout the system, throughout our various reserve banks, look-
ing for input on that. And I expect that, moving forward, our expec-
tation is that we will have a joint NPR, Notice of Proposed Rule-
making, at the end of this outreach process that will reflect all the
information that we receive.
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Senator JONES. Great. Thank you.

Finally, just a couple of comments. Number one, I know that the
Fed is part of a working group dealing with anti—money-laun-
dering issues that I know this Committee is likely to take up this
year. I have been hearing that law enforcement may not be as in-
cluded on that. I know you have got some. But as a former U.S.
Attorney, I would just encourage that working group to bring in
the FBI or other Treasury criminal officials, because there is noth-
ing like boots on the ground to really do that, and I would just en-
courage you to include some boots-on-the-ground law enforcement
as part of that working group.

And the final thing I just want to say is I want to tell you that
I appreciate very much you and your fellow Fed Board Governors
for maintaining your independence during a time of recent criti-
cism. I think the independence of the Federal Reserve is truly a
core bedrock of our economy and our democracy here on both mone-
tary and regulatory policy. It is critical that you maintain that
independence, so thank you for that. And I want to tell you that
for as many of us here that we can, we will do what we can to pre-
serve that independence for you. So thank you.

Mr. QUARLES. Thank you, Senator.

Chairman CRAPO. Senator Rounds.

Senator ROUNDS. Thank you, Mr. Chairman.

Vice Chair Quarles, first of all, thanks for being here. Before I
get into the questions that I have got for you, I would like to make
one real quick comment. I would like to echo the remarks made
yesterday by my colleague from the House Financial Services Com-
mittee, Congressman Ted Budd, regarding the insurance regula-
tion. I agree with Congressman Budd that the Fed and other Amer-
ican regulators should stand up for State-based insurance regula-
tion and fight overreach from the international regulators like the
IAIS, and hopefully you folks will stand strong on that.

Let me also just jump into where my questions would begin. As
we conclude the 115th Congress, Americans have a lot of things to
be thankful for. The postcrisis economic expansion has continued
for a near record 97 months. Tax reform and the Trump adminis-
tration’s deregulatory efforts have pushed GDP growth to 4 per-
cent. Unemployment remains at a low of 3.7 percent. These are all
positive developments. Yet I remain very concerned about a num-
ber of troubling economic signals from back home in South Dakota
with our strong reliance on an ag economy—not just South Dakota,
but North Dakota, Minnesota, Nebraska, Iowa, the Upper Midwest.

More specifically, our country’s ongoing trade disputes are caus-
ing significant economic problems for my State’s ag economy. As an
example, the retaliatory tariffs from China on American soybeans
have caused soybean sales to China to plummet by 94 percent com-
pared to last year’s harvest.

Now, while the Federal Government’s financial assistance has
helped to offset some of these losses, the subsidy for each bushel
of soybeans in some cases covers less than half of the actual loss
that farmers are facing, and it is the producers that are really tak-
ing the brunt. They are on the tip of the spear in this trade dis-
pute.
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The impact, I cannot overemphasize how critical this trade im-
pact is to the economic well-being of farmers in the Upper Midwest.
In South Dakota, the farm economy is down for 5 years in a row.
We are down 50 percent in net farm income, and this is not helping
at this point. And while we see some relief coming, there is going
to be a time—just as an example, soybeans down by 94 percent
sales to China, some people say, “Big deal.” China buys 60 per-
cent—of all those that are exported, 60 percent of it goes to China.
It is close to 30 percent of the entire soybean market. And so this
is a real impact to farmers in the Upper Midwest.

Some of these folks, after 5 years of low commodity prices, will
be coming in to ask for operating loans. The banks in the Upper
Midwest, those who have survived year in and year out, have over
the past understood at the local level that every year is not going
to be a profitable year for an ag operator. And most of those small-
er banks that do that expect that some years they are going to
have to look at something and say, “You may not have performed
well last year or commodity prices are down, but we understand
long term this is going to be a profitable program for our bank, and
if you do not survive, we do not survive either.”

I am hopeful and what I am asking for is some reassurance from
the Federal Reserve that the Fed and the FDIC, the regulators and
the folks who are going to come in and actually audit the banks
will have an understanding that this short-term trouble we are in
right now is not going to cost these banks to be identifying these
ag operators as nonperforming loans if they come back in looking
for assistance to get by this tough time period in which they are
on that tip of the spear in this trade dispute.

Could you comment on that, please?

Mr. QUARLES. Certainly. I think one of the strengths of our su-
pervisory system is that we have people on the ground with experi-
ence both with individual institutions and different categories of in-
stitutions and a history of understanding how different markets
work, and all of that should be brought to bear as they make their
individual supervisory decisions.

Senator ROUNDS. I am going to go one step farther because I
think this is really important. In the previous Administration,
there were times in which at the upper echelons there was an at-
tempt to get more money out into the economy, and yet at the
lower echelons, where the actual audits were being done, there was
a disconnect in that it was very difficult to get the money into the
ag economy because in some cases specific sections of the ag econ-
omy were identified as nonperforming sectors, and even loans that
had been repaid on time were still being identified as nonper-
forming assets.

I just want to hear once again a reassurance that there is some
sort of a message out there that says that the ag economy is going
through a tough time; we understand that there can be exceptions
made, and that we are not going to be punishing the banks for try-
ing to get these folks through a tough time. And that has got to
come from the top down so that the folks on the front line who are
doing the audits, making the reviews of the banks, have some un-
derstanding about what the banks are trying to do to make sure
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these producers survive and actually continue to help make those
banks a profit in the future.

Mr. QUARLES. So I can absolutely commit to you that I take the
supervision part of this job as important as the regulatory part of
this job. For what it is worth, as I think you know, I come from
an agricultural background myself and understand the issues that
you are talking about, very much so, and will be engaging with the
supervisors to ensure that they take reasonable decisions.

Senator ROUNDS. Thank you.

Thank you, Mr. Chairman.

Senator BROWN [presiding]. Senator Warren.

Senator WARREN. Thank you, Mr. Chairman. It is good to see you
again, Governor Quarles.

I want to follow up on a letter I sent yesterday to the Fed and
to several other Federal regulators. In it I raised concerns about
the rapid growth of leveraged corporate lending, that is, lending to
companies that already have a lot of debt.

There was a record $1.1 trillion in leveraged loans in the U.S.
last year, nearly double what it was just a few years ago. In the
last few weeks, former Fed officials have raised serious concerns
about the growth of leveraged lending. Former Fed Governor Dan
Tarullo called for more oversight and transparency because of the
risks these loans pose to the economy, and former Fed Chair Yellen
said she is “worried about the systemic risks associated with these
loans.”

So do you agree with former Fed Chair Yellen and Governor
Tarullo that this is a concern?

Mr. QUARLES. Well, I agree that the framework that they are
talking about it in, the systemic risk is what it is that we ought
to be looking at and ensuring that we understand how systemic
risk is evolving as opposed to simply the volume of leveraged lend-
ing. I think that is the right way to look at it.

Senator WARREN. OK. I understand you think it is the right way
to look at it. Are you concerned about it, the amount? That is the
question.

Mr. QUARLES. Yeah, again, I think the question is what are the
structures that these loans are being held in. The amount itself is
not what is critical. What is critical is, you know, are they being
held in vulnerable structures? Do we understand how the system
is evolving? And that is something that we are looking at very
closely.

Senator WARREN. All I can say, even your fellow Trump ap-
pointee, OCC head Joe Otting, said recently that “there is probably
a bit more leverage in this market than we as a country should be
comfortable with.”

So I tell you what, let me move on. In 2013, under the Obama
administration, the Fed, the OCC, and the FDIC were worried
about leveraged lending, so they issued joint guidance, and that
guidance provided risk management and underwriting expectations
for the leveraged commercial loans, and then they enforced it. The
next year a dozen banks received notices that they were not fol-
lowing the guidance, and the Fed issued a supervisory finding that
directed Credit Suisse to abide by the guidelines.
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But things have shifted in the Trump administration. Earlier
this year, Comptroller Otting said he did not care if the banks
under his supervision violated the guidelines if it did not affect
their overall safety and soundness. Is that your position as well?

Mr. QUARLES. Well, our position with respect to leveraged lend-
ing supervision is that we are actually quite athletically looking at
that. That is something——

Senator WARREN. OK, so that is not your position. You are en-
forcing the guidelines.

Mr. QUARLES. Well, guidance is guidance. Guidance is intended
to provide transparency, but it is not something that can be en-
forceable. It is not a rule. So what we are enforcing are

Senator WARREN. I am sorry. The Fed directed Credit Suisse to
abide by the guidelines back in 2014, so you cannot say there is
nothing you can do. The Fed has done it.

Mr. QUARLES. To enforce guidance is inappropriate. That is not
something that can be done.

Senator WARREN. Well, it directed them to follow the guidance.
I mean, I do not want to split hairs with you. I am just asking a
question. Are you still holding them to the guidance or not?

Mr. QUARLES. We are holding them to standards of safety and
soundness, and I think that is an important distinction, Senator.
We are not in any way abrogating or not looking at leveraged lend-
ing. That is an important part of our supervision.

Senator WARREN. Are you monitoring compliance with the 2013
guidelines?

Mr. QUARLES. We are monitoring compliance with safety and
soundness.

Senator WARREN. Is that a no on the 2013 guideline?

Mr. QUARLES. The guidance is intended to provide transparency
as to what it is that we will look at.

Senator WARREN. Are you monitoring compliance with that?

Mr. QUARLES. We should not monitor compliance with guidance.
We should monitor compliance——

Senator WARREN. I take that as a no, then.

Mr. QUARLES. ——with safety and soundness.

Senator WARREN. I will take that as a no. There have been re-
ports of banks offering loans that plainly violate the 2013 guide-
lines, so it is clear to me that at least the market does not think
you are monitoring these. What concerns me, Governor Quarles, is
this market looks a lot like the subprime mortgage market looked
pre-2008. The loans are badly underwritten with minimal protec-
tions. Like subprime mortgages, these loans are being packaged up
and sold to investors as collateralized loan obligations, or CLOs,
which spread the risk throughout the system and take the lender
off the hook for originating a bad loan. And these loans have ad-
justable rates, which means that if interest rates continue to go up,
companies will owe more money just at the moment when the over-
all economy may be slowing down.

Now, the Fed dropped the ball before the 2008 crisis by ignoring
the risks in the subprime mortgage market. What are you doing
differently this time in coordination with other Federal regulators
so that you are limiting the risk that leveraged loans cause serious
harm to the financial system?
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Mr. QUARLES. So we are—as I said, it is an important theme of
our supervision and monitoring—this cycle is monitoring the un-
derwriting standard for leveraged loans. We will be looking at that
carefully in this supervisory cycle. We are also monitoring carefully
how the CLO ecosystem is evolving to make sure that we under-
stand where risks are evolving there.

Senator WARREN. OK. I am not sure that I see much distinction
between what you are doing now and the Fed was doing pre-2008,
and I think that is deeply worrisome. I have sent a letter, asked
more questions in that letter. I hope I will be able to get a response
soon to that. I am very concerned that the Fed dropped the ball be-
fore and may be dropping it one more time on this.

Thank you.

Chairman CRAPO [presiding]. Senator Kennedy.

Senator KENNEDY. Thank you, Mr. Chairman. Good morning, Mr.
Vice Chairman.

Can you tell me what exposure, if any, the American banking
system has to any instability in Italy, including but not limited to
its banking system?

Mr. QUARLES. So the exposure of our banking system to Italian
banks is—the direct exposure is relatively modest. We do not think
that there is a particular issue there. Obviously it is a single finan-
cial sector. There are parts of the European financial sector that
are exposed to Italy, and we continue to monitor whether develop-
ments there could have feedback effects into the United States. We
are not—we do not view cause for particular concern there at the
moment.

Senator KENNEDY. OK. What is a short form call report?

Mr. QUARLES. The intention of the short form call report is to be
a form that has less burden on the institutions that fill it out, re-
quires less cost and time, but still provides us all the information
that we need to ensure that institutions that are less risky are safe
and sound appropriate to the riskiness.

Senator KENNEDY. And I believe that Congress and, for lack of
a better expression, our Dodd-Frank reform bill directed you to
come up with a short form call report for banks $5 billion or less
that would be less onerous. Is that right?

Mr. QUARLES. That is correct.

Senator KENNEDY. Why haven’t you done that?

Mr. QUARLES. I know that we are in the process of implementing
that. I think that

Senator KENNEDY. You promulgated a rule. It is going to save
the average bank a grand total of 1.18 hours a quarter. The stuff
that you are cutting out is the stuff that most small banks always
put zero on. You are not doing anything. I mean, I would like you
to get in another lick and let us try to be serious about it.

Refresh my memory what banks $5 billion or less did wrong in
2008.

Mr. QUARLES. Well, overconcentration in commercial real estate,
but we do not believe that they are

Senator KENNEDY. But did they cause—they did not cause the
meltdown.

Mr. QUARLES. We do not believe that they are likely to have sys-
temic
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Senator KENNEDY. Right, but we punished the hell out of them
in Dodd-Frank. OK?

Mr. QUARLES. Yeah, I do believe that it was—that the regulatory
burden on the smaller banks was too much.

Senator KENNEDY. I wish you would take another look at your
promulgated rule. I think it is all hat and no cattle.

Mr. QUARLES. I appreciate that, and I will go back and look at
it.

Senator KENNEDY. OK. Tell me, Mr. Vice Chairman—and I really
do appreciate the job that you are doing. Tell me what a commu-
nity bank leverage ratio is.

Mr. QUARLES. So that is a proposal that we are working on with
the other regulators to develop standards that a community bank
that has a certain leverage ratio and other standards would be sub-
ject to simplified, much simplified regulation.

Senator KENNEDY. OK. Would it be fair to say that it would
mean that a community bank which has a lot of capital, a lot of
cushion, particularly with respect to or in comparison with the
larger systemically important banks, would get less supervision?

Mr. QUARLES. Well, [——

Senator KENNEDY. Well, not less supervision.

Mr. QUARLES. Exactly.

Senator KENNEDY. Less paperwork.

Mr. QUARLES. Less paperwork, absolutely. Absolutely.

Senator KENNEDY. OK. Have you promulgated a rule?

Mr. QUARLES. We have not promulgated a rule yet, but that is
one that I expect very soon, and very soon in real time, not Fed
time.

Senator KENNEDY. OK. Well, let us suppose that a community
bank had 6 percent capital. Would you consider that to be well cap-
italized?

Mr. QUARLES. Depending on the type of capital, that could be
well capitalized.

Senator KENNEDY. OK, with reasonable liquidity.

Mr. QUARLES. Yeah, I think the community bank leverage ratio
instruction is somewhere between 8 and 10. We are to look be-
tween 8 and 10 percent.

Senator KENNEDY. Right, 8, 10, 12. I am just saying there are
a lot of small institutions out there that are very well capitalized,
and if they belly up, the world is not going to spin off its axis. It
may for its shareholders, but that is the way capitalism works.

Mr. QUARLES. Sure.

Senator KENNEDY. So we really ought to be trying to do every-
thing we can to get a little Government off their back so you can
concentrate your efforts on banks whose demise could threaten our
banking system. Would that be fair?

Mr. QUARLES. I agree.

Senator KENNEDY. OK. I hope you will do that in developing the
ratio, and I hope you will take a good second look at that rule that
I mentioned. Thank you, Mr. Vice Chairman.

Mr. QUARLES. Thank you, Senator.

Senator KENNEDY. Have a Happy Thanksgiving.

Mr. QUARLES. Thank you.

Chairman CRAPO. Senator Menendez.
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Senator MENENDEZ. Thank you.

Last week it was reported that more than 500 families, including
22 in New Jersey, wrongly lost their homes to foreclosure because
of an error in Wells Fargo underwriting software which caused the
bank to incorrectly deny mortgage modifications to homeowners.
That is unacceptable, and there is no amount of remediation or
apology that makes up for losing your home.

Now, I know, Mr. Vice Chair, that you have recused yourself
from matters specific to Wells Fargo, but I do think this raises a
more serious overarching question about the oversight of the Na-
tion’s biggest banks. I am seriously concerned that we are re-cre-
ating a world where homeowners are at the mercy of the banks and
there will not be a cop on the beat when things go bad.

So what assurances can you give us that the Federal Reserve is
specifically monitoring for these types of issues and in a larger
sense ensuring that homeowners are not subject to the same
abuses they were during the crisis?

Mr. QUARLES. So we have a large and active Division of Con-
sumer and Community Affairs where we have regulatory authority
that remains after the Dodd—Frank Act—and our authority was re-
stricted to some extent as you know, but where we have regulatory
authority, we have a very active enforcement program in ensuring
that we are both examining and, where we see deficiencies, enforc-
ing against consumer problems.

Senator MENENDEZ. And so in this case, that would have been
lost in that process? Or would something like this be lost in that
process?

Mr. QUARLES. So I would not think so. I mean, that is the sort
of thing that we would look at. I would have to—we can get back
to you with more specifics. The Fed can get back to you with more
specifics about Wells Fargo since I am recused, but as a general
systemic matter, we certainly—we do not underemphasize——

Senator MENENDEZ. My point is if you, in fact—I appreciate your
answer. If you, in fact, are saying that you are looking at systemic
issues that might affect homeowners in a way that this particular
instance did, then it did not work as it relates to Wells Fargo. So
we have to understand what is it that did not work. I would love
to hear from the Fed the specific about Wells Fargo. But I would
like to also hear what did not work at the end of the day that did
not catch this.

The Federal Reserve recently proposed loosening liquidity rules
for banks as large as $700 billion in assets. During the crisis these
same banks received almost $60 billion in taxpayer bailouts. Li-
quidity standards are critical to ensuring banks have enough cash
on hand to meet the demand should there be a stress in the mar-
ket. The Fed’s proposal, however, would slash those requirements
and would result in a $77 billion decrease in liquid assets for banks
with assets of $100 to $700 billion.

Fed Governor Brainard voted against the proposal saying she
saw no changes in the financial environment that would require
the Federal Reserve to substantially weaken such rules. Moreover,
she said, this proposal comes at the “expense of an economically
meaningful increase in the probability of stress at affected institu-
tions,” which, in other words, I translate into it is pretty risky.
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How can you justify these changes which put taxpayers at risk
of future bailouts?

Mr. QUARLES. So I do not think that they have put taxpayers at
risk of future bailouts. The effect of our proposed liquidity changes
would be a reduction in the overall amount of liquidity in the sys-
tem of between 2 and 2.5 percent. We have since the crisis added
$3 trillion of liquidity. That is multiples of liquidity than existed
before the crisis. And these changes to tailor the burden of com-
plying with regulation, according to the riskiness of firms, you
know, I think are quite appropriate. The firms in that category are
generally funded with much less wholesale funding. They are much
less subject to liquidity risk. And yet the overall consequence of
this change is only 2 to 2.5 percent available liquidity in the sys-
tem.

Senator MENENDEZ. Let me talk to that 2.5 percent that you cite.
My reading of that decline is that it is based on a larger consider-
ation of all liquid assets in the system for banks with more than
$100 billion in assets. What we are talking about is the decline in
liquid assets for banks between $100 and $700 billion. So surely
that ratio is much higher if you consider the liquid assets of the
institutions who are receiving relief.

It is estimated that it is a decline of 30 percent for the banks
over $250 billion in assets and 15 percent for those with assets be-
tween $100 and $250 billion. So it is not 2.5 percent.

Mr. QUARLES. Well, I think the appropriate denominator is the
system. If you take a subset, you will always get a higher percent-
age if you take just a subset. But if you look at the system as a
whole, we are not affecting in any material way the liquidity re-
sources of the system.

We also are under a statutory instruction to tailor our regulation
for all firms, and I think this is a way to do that to implement the
statute without having an important systemic——

Senator MENENDEZ. I do not think that statutory instruction is
one that drives you to ultimately create the potential for greater
risk as part of that instruction.

Thank you, Mr. Chairman.

Chairman CraPO. Thank you.

Governor Quarles, that concludes the questioning. We appreciate
again you taking the time to be here with us today.

For Senators wishing to submit questions for the record, those
questions are due on Monday, November 26th, and, Vice Chairman
Quarles, we ask that you respond promptly to those questions.
And, once again, thank you for being here.

Mr. QUARLES. Thank you.

Chairman CRAPO. This Committee is adjourned.

[Whereupon, at 11:04 a.m., the hearing was adjourned.]

[Prepared statements and responses to written questions sup-
plied for the record follow:]
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PREPARED STATEMENT OF CHAIRMAN MIKE CRAPO

Today we will receive testimony from Federal Reserve Vice Chairman for Super-
vision Randy Quarles regarding the efforts, activities, objectives, and plans of the
Federal Reserve Board with respect to the conduct, supervision and regulation of
financial firms supervised by the Federal Reserve Board.

We last heard from Vice Chairman Quarles in October on the Fed’s progress im-
plementing S. 2155, the Economic Growth, Regulatory Relief and Consumer Protec-
tion Act.

At that time, the Fed had taken actions to implement some provisions of S. 2155,
including those related to the 18-month exam cycle, high-volatility commercial real
estate and the Small Bank Holding Company Policy Statement.

Since then, the Fed has taken new steps to implement key provisions of the bill.

Recently, the Fed issued proposals revising the application of enhanced prudential
standards across four categories of firms to reflect each category’s varying risks.

These proposals are a step in the right direction, and I appreciate the Fed’s work
to issue them quickly.

I understand the amount of staff work that went into getting the proposals out,
and thank you and your staff for your work on these proposals.

The proposals would assign banking organizations to one of four categories based
on their size and other risk-based indicators, including: cross-jurisdictional activity;
nonbank assets; short-term wholesale funding; off-balance-sheet exposures; and sta-
tus as a U.S. global systemically important bank, or U.S. G-SIB.

The category to which an institution is assigned would determine the enhanced
prudential standards and capital and liquidity requirements to which it would be
subject.

I look forward to hearing how the application of certain enhanced prudential
standards would address the risks associated with cross-jurisdictional activity,
nonbank assets, short-term wholesale funding and off-balance-sheet exposures.

The proposal incorporates a number of very positive changes to the current frame-
work for regional banks, including: relief from advanced approaches capital require-
ments; a reduced liquidity coverage ratio; and changes to the frequency of super-
visory and company-run stress testing and, some cases, the disclosure of the results.

Despite this positive step, the agencies have left a number of items unaddressed,
including: the treatment of foreign banking organizations; additional details on
stress testing, including the Fed’s Comprehensive Capital Analysis and Review, or
CCAR; and resolution planning.

I encourage the regulators to revisit all regulation and guidance thresholds that
were consistent with the outdated Section 165 threshold to an amount that reflects
actual systemic risk.

Regulators have two options: use a systemic risk factors-based approach, or raise
all thresholds to at least $250 billion in total assets to be consistent with S. 2155.

There are also other noteworthy provisions of the bill on which the Fed, working
with other regulators, has yet to act, including implementation of the Community
Bank Leverage Ratio and the provision that exempted cash deposits placed at cen-
tral banks by custody banks from the supplemental leverage ratio.

The Fed should work promptly to issue proposals to address these critical out-
standing issues.

I was encouraged by Vice Chairman Quarles’ speech last week, particularly the
emphasis on providing more transparency around stress testing and capital plan-
ning processes.

Finally, last week, all Republican Members of the Banking Committee sent the
FDIC a letter on Operation Choke Point.

Operation Choke Point is an initiative in which Federal agencies devised and re-
lied upon a list of politically disfavored merchant categories with the intent of “chok-
ing-off” these merchants’ access to payment systems and banking services.

Staff at the banking agencies use verbal recommendations to encourage banks to
stop doing business with disfavored, but legal businesses.

I plan to look into how policy is communicated from the banking agencies to regu-
lated institutions more broadly.

I appreciate Vice Chairman Quarles’ joining us today to discuss developments in
the Fed’s supervision and regulation and look forward to hearing more about the
Fed’s pending work to implement S. 2155.
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Thank you, Mr. Chairman and thank you Vice Chairman Quarles for appearing
before the Committee today.

The Federal Reserve’s responsibility, and Vice Chairman Quarles’ job, is to ensure
that the economy works for average Americans—that if you work hard, you can get
ahead.

That Wall Street doesn’t again crash the financial system and squander the pen-
sions that families worked their whole lives to earn.

That banks can’t cheat workers out of their hard-earned savings.

And that executives are held accountable when they break the law.

We know the Fed failed in its mission 10 years ago. The Fed had all the power
it needed to prevent the crash, and its leaders in Washington were too complacent,
and too cozy with Wall Street, to use their authority to rein in the largest banks
and protect American taxpayers.

That’s why immediately after the crash, we put in place rules to strengthen tax-
payer protections from big bank risk, and to protect consumers from predatory prac-
tices.

The rules worked—our system got safer, and the rules haven’t stopped banks from
becoming more profitable than ever. The Fed released a report on Friday showing
that two important measures of banks’ profitability—return on equity and average
return on assets—hit a 10-year high in the second quarter of 2018.

Banks have also reported a 30 percent growth in loan volume since 2013, while
experiencing a 10-year low in the share of loans that aren’t performing.

But now, with legislation enacted earlier this year, and the actions of this Admin-
istration, we are witnessing—piece by piece—the dismantling of these protections
for American workers.

Since the last time Mr. Quarles testified before this Committee, we have two new
developments that underscore this point.

First, the Federal Reserve’s proposal to implement the bank giveaway bill, S.
2155, goes far beyond what the authors of that legislation claimed the bill would
do. The Fed’s proposed rule loosens protections for banks with more than $250 bil-
lion in assets—not small community banks—we’re talking about the Nation’s big-
gest financial institutions. Combined, these firms hold $1.5 trillion in assets.

The Fed’s proposal also promises more goodies for the big banks, with rollbacks
for large foreign banks expected in the next few months. This is despite the fact
that the Fed’s own progress report said that foreign banks continue to violate anti—
money laundering laws and skirt Dodd—Frank requirements.

Second, Vice Chairman Quarles gave a speech last week outlining the Fed’s plans
for the very largest domestic banks—a speech that could have easily been written
by one of their lobbyists.

Mr. Quarles wants to weaken capital requirements for the megabanks, elimi-
nating any leverage capital standards in stress tests. We got a preview of what this
would look like in June, when the Fed gave passing grades to three banks that had
clearly failed their stress tests. Now, Mr. Quarles wants to make this year’s give-
away permanent.

The speech outlined a series of other changes to the Fed’s stress tests that would
render them essentially meaningless. Mr. Quarles makes no secret of the fact that
he wants to ease up on the assumptions that guide the tests, wants to eliminate
portions of the tests, and wants to share with the banks the Fed’s internal models
against which they are graded—that’s like giving students the answers ahead of
time.

These changes, taken alongside the weakening of the Volcker Rule, other big bank
leverage standards, and an abandonment of nonbank financial oversight, amount to
gutting the postcrisis protections we put in place to protect American taxpayers fu-
ture bailouts.

It’s not just me saying this. Stanley Fischer—the former Vice Chairman of the
Fed—called these combined rollbacks quote, “mind boggling” and quote “very dan-
gerous.”

When regulators haven’t finished implementing Dodd-Frank, and the economy
hasn’t even gone through a full economic cycle, now is not the time to begin disman-
tling our postcrisis protections. It’s always the same story—Wall Street recovers,
working families don’t. And when Washington policymakers suffer from collective
amnesia, working families, savers, and taxpayers end up paying the price.
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Chairman Crapo, Ranking Member Brown, other Members of the Committee,
thank you for the opportunity to testify on the Federal Reserve’s regulation and su-
pervision of the financial system. My testimony today covers two main topics: our
efforts to improve regulatory transparency, including the report accompanying my
submission to the Committee, and our progress in making the postcrisis regulatory
framework simpler and more efficient.

The Role of Transparency in Regulation and Supervision

I am mindful that this semiannual testimony—Ilike my position as Vice Chairman
for Supervision—is grounded in Congress’s efforts to strengthen and improve the
Nation’s regulatory framework following the financial crisis. This testimony reflects
a critical element of those efforts: the desire, and the need, for greater transparency.

Transparency is part of the foundation of public accountability and a cornerstone
of due process. It is also key to a well-functioning regulatory system and an essen-
tial aspect of safety and soundness, as well as financial stability. Transparency pro-
vides financial firms clarity on the letter and spirit of their obligations; it provides
supervisors with the benefit of exposure to a diversity of perspectives; and it pro-
vides markets with insight into the condition of regulated firms, fostering market
discipline. Transparency increases public confidence in the role of the financial sys-
tem to support credit, investment, and economic growth.

The Federal Reserve has taken a number of steps since my last testimony to fur-
ther increase transparency, and to provide more information about our supervisory
activities to both regulated institutions and the public.

For example, the Board recently improved its supervisory ratings system for large
financial institutions.! Ratings are an essential vehicle for supervisory feedback—
a clear, concise way to convey whether a firm meets expectations, with tangible, pre-
dictable consequences for those that fall short. Our ratings system for large institu-
tions had remained unchanged since 2004, even as our supervision of those institu-
tions evolved significantly after the crisis. The new rating system will better align
ratings for these firms with the supervisory feedback they receive, and will focus
firms on the capital, liquidity, and governance issues most likely to affect safety and
soundness.

The banking agencies also recently clarified that supervisory guidance is a tool
to enhance the transparency of supervisory expectations, and should never be the
basis of an enforcement action.? Guidance—a valuable tool for examiners to help
evaluate firms and explain supervisory findings—should always be based on con-
cerns for safety and soundness or compliance at a particular firm. However, guid-
ance is not legally enforceable, and Federal Reserve examiners will not treat it that
way.

Finally, we expect shortly to make final a set of measures to increase visibility
into the Board’s supervisory stress testing program. The enhanced disclosures will
include more granular descriptions of our models; more information about the de-
sign of our scenarios; and more detail about the outcomes we project, including a
range of loss rates for loans held by firms subject to the Comprehensive Capital
Analysis and Review. The disclosures will provide a more complete picture of the
stress testing process, and facilitate thoughtful comments from academics and other
members of the public, while mitigating the risk of convergence on a single model.
As a result, we believe the disclosures will improve our work, making the tests more
reliable, visible, and credible. We will continue our efforts toward greater trans-
parency in stress testing over the next several years, including by disclosing descrip-
tions of additional material models and modeled loss rate disclosures for loan and
nonloan portfolios.

1Board of Governors of the Federal Reserve System, “Federal Reserve Board Finalizes New
Supervisory Rating System for Large Financial Institutions”, news release, November 2, 2018,
https: | |www.federalreserve.gov | newsevents | pressreleases | bcreg20181102a.htm.

2Board of Governors of the Federal Reserve System, Bureau of Consumer Financial Protec-
tion, Federal Deposit Insurance Corporation, National Credit Union Administration, and Office
of the Comptroller of the Currency, “Agencies Issue Statement Reaffirming the Role of Super-
visory Guidance”, news release, September 11, 2018, Ahttps://www.federalreserve.gov/
newsevents [ pressreleases [ bcreg20180911a.htm.
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Semiannual Review of the Safety and Soundness of the U.S. Banking Sys-
tem

The report that accompanies my testimony today is another tool to keep Congress,
and the public, informed about our work, the banking system, and the role of both
in supporting the broader economy.3 The report focuses on the Federal Reserve’s
prudential supervisory activities.4 As the report shows, the banking sector remains
in strong condition, in line with strong U.S. economic performance, with lending
growth, fewer nonperforming loans, and strong overall profitability.

Large institutions are well capitalized and liquid, and their capital planning and
liquidity-risk-management processes are improving. Ninety-nine percent of regional
and community banks are currently well capitalized, and supervisory recommenda-
tions made to smaller firms during the financial crisis have largely been closed. We
are, however, very much aware of the dangers of complacency, and our report lists
several priority areas of risk we will continue to monitor closely in the coming year,
including cyber and information technology risks at supervised firms of all sizes.

Improvements in Regulatory Efficiency

Improving regulatory efficiency is another core element of our current regulatory
efforts. Tailoring regulation and supervision to risk has been a programmatic goal
of Federal Reserve policy for more than two decades. The motivations are clear: su-
pervisory resources are not limitless, and supervision is not costless, either to the
public or to supervised institutions. Activities and firms that pose the greatest risk
should receive the most scrutiny, and where the risk is lower, the regulatory burden
should be lower as well.

This principle guided Congress and the Federal banking agencies in designing the
postcerisis regulatory framework, which imposed greater restrictions on larger, more
systemically important firms and less intrusive requirements on smaller ones. It has
also guided our implementation of the Economic Growth, Regulatory Relief, and
Consumer Protection Act (EGRRCPA, or the Act).® On this front, we have made
substantial progress:

e expanding eligibility of community banking firms for the Small Bank Holding
Company Policy Statement, and for longer, 18-month examination cycles; ¢

e giving bank holding companies below $100 billion in assets immediate relief
from supervisory assessments, stress testing requirements, and some additional
Dodd-Frank Act prudential measures;? and

e implementing changes to liquidity regulation of municipal securities and capital
regulation of high-volatility commercial real estate exposures. 8

The Board, Federal Deposit Insurance Corporation (FDIC), and Office of the
Comptroller of the Currency (OCC) have also continued the work to significantly re-
duce the reporting burden on community banking organizations, altering reporting
frequencies, items, and thresholds, while preserving the data necessary for effective
oversight.® The agencies recently issued a proposal to reduce further reporting re-

3Board of Governors of the Federal Reserve System, “Supervision and Regulation Report”,
November 9, 2018, www.federalreserve.gov / publications | supervision-and-regulation-report.htm.

4The Federal Reserve is also responsible for timely and effective supervision of consumer pro-
tection and community reinvestment laws and regulations. More information about the Federal
Reserve’s consumer-focused supervisory program can be found in the Federal Reserve’s Annual
Report to Congress. See section 5, “Consumer and Community Affairs”, at https://
www.federalreserve.gov | publications | annual-report.htm. The Federal Reserve also publishes the
Consumer Compliance Supervision Bulletin, which shares information about examiners’ super-
visory observations and other noteworthy developments related to consumer protections. See
https:/ |www.federalreserve.gov | publications | consumer-compliance-supervision-bulletin.htm.

5EGRRCPA, Pub. L. No. 115-174, 132 Stat. 1296 (2018).

6Board of Governors of the Federal Reserve System, “Federal Reserve Board Issues Interim
Final Rule Expanding the Applicability of the Board’s Small Bank Holding Company Policy
Statement”, news release, August 28, 2018, htips://www.federalreserve.gov/newsevents/
pressreleases [ bereg20180828a.htm.

7Board of Governors of the Federal Reserve System, “Statement Regarding the Impact of the
Economic Growth, Regulatory Relief, and Consumer Protection Act (EGRRCPA)”, July 6, 2018,
https:/ |www.federalreserve.gov | newsevents | pressreleases |/ files | bcreg20180706b1.pdf.

8Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation,
and Office of the Comptroller of the Currency, “Agencies Propose Rule Regarding the Treatment
of High Volatility Commercial Real Estate”, news release, September 18, 2018, hitps://
www.federalreserve.gov | newsevents / pressreleases | bcreg20180918a.htm.

9Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation,
and Office of the Comptroller of the Currency, “Agencies Issue Proposal To Streamline Regu-
latory Reporting for Qualifying Small Institutions”, news release, November 7, 2018, https://
www.federalreserve.gov | newsevents | pressreleases [ bcreg20181107a.htm.
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quirements for small depository institutions in the first and third quarters of the
year. Under the proposal, around 37 percent of data items would not be required
in those quarters.

Our most significant step to implement the Act came 2 weeks ago, when the
Board issued two proposals to better align prudential standards with the risk profile
of regulated institutions. 10 These proposals implement changes that Congress en-
acted this spring in the EGRRCPA. One of the proposals addresses the Board’s en-
hanced prudential standards for large banking firms, and the other is an inter-
agency proposal amending the regulatory capital and liquidity regulations that
apply to large banking organizations. Both proposals separate large banking firms
into four categories, using size as a relevant but not sufficient factor for increased
regulatory requirements. Among the other factors that will now enter into this as-
sessment are nonbank assets, short-term wholesale funding, and off-balance-sheet
exposure. The changes would significantly reduce regulatory compliance require-
ments for firms in the lowest risk category, including most institutions with be-
tween $100 billion and $250 billion in assets. Firms with $250 billion or more in
assets, or firms with assets between $100 billion and $250 billion that meet a risk
threshold, will face reduced liquidity requirements. The proposals would largely
maintain existing requirements for the largest and most complex firms.

These new categories represent a step forward in regulatory efficiency. They draw
on our experience administering enhanced prudential requirements and other
postcrisis measures. They recognize that other indicators of risk beyond size are ap-
propriate to consider when determining if more stringent standards should apply to
certain firms. They move toward a more risk-sensitive, nuanced framework, where
riskier activities and a larger systemic footprint correspond to higher supervisory
and regulatory requirements.

Apart from the requirements of the Act, we also recently proposed a new approach
to calculating credit risk, known as the standardized approach to counterparty cred-
it risk, or SA—CCR. The new approach would better account for the risks associated
with derivatives exposures, including market practices that reduce risk, such as net-
ting and initial margin. 11 We issued a proposal simplifying and tailoring require-
ments under the Volcker rule, to ensure that the most stringent requirements apply
to the firms with the most trading activity, and that compliance is as simple and
objective as possible. We also issued a rule limiting the exposure of large firms to
a single counterparty, addressing a key source of contagion during the financial cri-
sis. We have received thoughtful input from the public that will help inform our im-
plementation of all of these measures.

Finally, we have continued to engage with supervisors and central banks over-
seas. The ultimate goal of having an efficient and transparent regulatory system is
to help the American economy—to enable banking organizations to offer safe, stable
financial services to households and businesses around the country. But American
businesses compete in a global marketplace, and as the financial crisis showed,
when regulatory standards fall in other countries, Americans can pay the price. En-
gaging overseas, through forums like the Financial Stability Board and the Basel
Committee on Banking Supervision, helps level the playing field—and it helps en-
sure that all countries, not just the United States, do their part to maintain and
protect the global economy.

Our work to improve regulatory efficiency is not done, and we expect to make ad-
ditional progress in the months ahead on a number of issues. In particular, we are
working with our counterparts at the OCC and FDIC on a community bank leverage
ratio proposal. We expect that this proposal would meaningfully reduce the compli-
ance burden for community banking organizations, while preserving overall levels
of capital at small banks and our ability to take prompt action when problems arise.

I look forward to continuing our efforts to make our regulatory framework sim-
pler, more transparent, and more efficient—and I look forward to participating in
the Committee’s oversight of those efforts. As Chairman Powell said at his swear-
ing-in: “As a public institution, we must be transparent about our actions so that

10Board of Governors of the Federal Reserve System, “Federal Reserve Board Invites Public
Comment on Framework That Would More Closely Match Regulations for Large Banking Orga-
nizations With Their Risk Profiles”, news release, October 31, 2018, https://
www.federalreserve.gov | newsevents / pressreleases [ bcreg20181031a.htm.

11Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation,
and Office of the Comptroller of the Currency, “Agencies Propose Rule To Update Calculation
of Derivative Contract Exposure Amounts Under Regulatory Capital Rules”, news release, Octo-
ber 30, 2018, https:/ /www.federalreserve.gov | newsevents | pressreleases | bcreg20181030a.htm.
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the public, through its elected representatives, can hold us accountable.” 12 We will
continue to do so to the best of our ability.
Thank you, and I look forward to answering your questions.

12 Jerome H. Powell, “Remarks at the Ceremonial Swearing-in” (speech at the Federal Re-
serve Board, Washington, DC, February 13, 2018), https:/ /www.federalreserve.gov | newsevents /
speech [ powell20180213a.htm.
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Preface

The Board of Governors of the Federal Reserve System is pleased to present the inaugural
Supervision and Regulation Reporr.! The report summarizes banking conditions and the Fed-
eral Reserve’s supervisory and regulatory activities, in conjunction with semiannual testimony
before Congress by the Vice Chairman for Supervision. While this inaugural report looks at
trends going back to the financial crisis, future reports will focus primarily on developments
in the period since the previous report. All financial and table data presented in this report
are as of June 30, 2018, unless specified otherwise.

The report does not reflect the full extent of tailoring of regulations and supervision—
required by the Economic Growth, Regulatory Relief, and Consumer Protection Act
(EGRRCPA)}—which is in varying stages of’ implementation. Supervisory portfolios are
deseribed in their pre-EGRRCPA form. Changes to regulatory thresholds adopted to reflect
EGRRCPA are underway and will be reflected in the next report.

In addition, this report focuses on the Federal Reserve's prudential supervisory responsibili-
ties rather than consumer compliance supervision, which is addressed briefly in the Supervi-
sory Developments section of this report.

This report consists of three main sections, in addition 1o a Summary of key developments
and trends:

* The Banking System Conditions section provides an overview of trends in the banking sec-
tor based on data collected by the Federal Reserve and other federal financial regulatory
agencies as well as market indicators of industry conditions.

* The Regulatory Developments section provides an overview of the current areas of focus of
the Federal Reserve’s regulatory policy framework, including pending rules.

* The Supervisory Developments section provides background information on supervisory
programs and approaches, as well as an overview of key themes and trends, supervisory
findings, and supervisory priorities. The report distinguishes between large financial institu-
tions and regional and community banking organizations because supervisory approaches
and priorities for these institutions frequently differ.

! For more information about the Foderal Reserve’s supervisory and regulatory responsibilities and activities, see
stction 4, “Supervision and Regulation,” of the Federal Reserve Board's 104th Araual Report 2007 a1 voww
rmkm!mnemrpu'bla.nmnaannual eport.him. Inaddu(lon. :MMmIRmmSmmerms& Frasctions
publication provid o‘rllm ponsibili s and clarifies the distinction between super-
vision and regulation: i isi distingt, but v, activities. Regulation entails
establishing the rules within which fmmalmsmmmsmus{mmc m other wonds, issuing specific regulations
:mdgm-khrmsgmtmmg Lbc!onna!lun omlm&mmlmand aquisitions of financial institutions. Cnce the
which i inspecting, and ining financial
i ek thal an instituti lies with thoss rules and regulations, and lfnl:topmlcsm:l
saf and sound manner™ Se¢ www foderalreseric, muaboullhcfcd;pfh\m_
For summary infornsation regarding the Federal Reserve’s review of banking apphmwmsmm\ pkawsn:lhc
Sentignmual Report on Banking Applications Activity at www federal 7
banking-applications-activity. him,
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Summary

Regulatory policies implemented over the past decade have contributed significantly to

imp the safety and soundness of banking organizations and the financial system so
they are able to support the needs of the economy through good times and bad. Today, US.
banking firms are significantly better capitalized and have much stronger liquidity positions.
They rely less on shori-term wholesale funding, which can evaporate quickly during periods
of stress. The largest banking firms have also developed resolution plans that reduce the
potential negative systemic impact that could result in the event of their failures.

As the regulatory k has been hened, the Federal Reserve has also focused on
the efficiency of financial institution supervision. Compliance burden should be minimized
without compromising the safety and soundness gains that have been made in recent vears. In
addition, the Federal Reserve continues to tailor its regulations, ensuring that the rules vary
with the risk of the institution.

In an effort to refine the post-crisis supervisory and regulatory framework, the
Board promotes the principles of efficiency, transparency, and simplicity.

Efficiency involves developing and implementing regulations and supervision programs that
tailor requirements and intensity appropriately based on the size and complexity of institu-
tions. In addition, the Federal Reserve aims to minimize compliance burden while achieving
regulatory and financial stability objectives.”

Transparency is not only a core requirement for accountability to the public, but also benefits
the regulatory process by exposing ideas to a variety of perspectives. Similarly, transparent
supervisory principles and guidance allow firms and the public to understand the basis on
which supervisory decisions are made and allow firms the ability to respond constructively to
SUPErVsors,

Simplicity complements and reinforces transp byp ing the public’s und dil
of the Board's regulatory and supervisory programs. Confusion and unnecessary compliance
burden resulting from overly complex regulation do not advance the goal of a safe financial
system,

Sine the crisis, the Federal Reserve has substantially strengthened its
supervisory programs for the largest institutions.

The financial crisis made clear that policymakers needed to address more substantially the
threat to financial stability posed by the largest and most complex banking organizations, in
particular those considered systemically important. As a result, the Federal Reserve has stra-
tegically shifted supervisory resources to ils large bank supervision programs. For the largest,
most systemically important financial institutions, the Large Institution Supervision Coordi-
nating Committee (LISCC) was established in 2010 to oversee a national program for these

* As discussed in Box 9. “State Member Bank and Consolidated Supervision,” the Federal Reserve's bank holding
COMPARY SUPETVisi s imvolves reliance on—and i dination with—the insured depository
burden and dunlictt o ellichency.

primary regulator in eader to reduce P efforts, thercby p




33

2 Supervision and Regulation Report

firms* Anincreased number of horizontal examinations were introduced, focusing on capi-
tal, liquidity, g aownmnoc and controls, and resolution planning. In addition, financial and

C ions from large institutions increased, giving supervisors
more llmel_',' and better insight into firms” risk profiles and activities

The Federal Reserve also enhanced its supervision programs for smaller
institutions to address lessons learned during the crisis...

During the financial crisis of 2007-09, a large number of regional and community banks
failed or experienced financial stress. Accordingly, the Federal Reserve took steps to improve
its regional and community bank supervision programs to enhance expectations for examina-
tions, particularly for those conducted at banks with significant concentrations of credit risk
in particular loan segments or that relied significantly on less-stable funding sources.

...and has more recently focused on tailoring its supervisory expectations to
minimize regulatory burden whenever possible without compromising safety and
soundness.

As banking conditions have improved and regulators have gained more experience imple-
menting the post-crisis regulatory regime, the Federal Reserve, along with other regulatory
agencies, has recalibrated supervisory programs to ensure they are effectively and efficiently
achieving their goals. As a result, the agencies have implemented several burden-reducing
supervisory changes, including

* reducing the volume of financial data that smaller, less-risky banks must submit to the
agencies each quarter,

* increasing the loan size under which regulations require banks to obtain formal real estate
appraisils for commercial loans, and

* proposing changes to simplify regulatory capital rules.

In addition, the Federal Rmn"e has taken sleps to reduce the amount of wndue burden asso-
ciated with inations, includi ducting portions of inations offsite, There has
also been an increased emphasis on risk-focusing examination activitics, where more in-depth
examinations are conducted for banks identified as high risk or in areas with high-risk activi-
ties, and less-intensive examinations are conducted at lower-risk banks, or in lines of busi-
nesses at banks that have historically been lower in risk.

* Sec also Supervision and Regulation (SR) better 157, “Gonemnance Structure of the Large InduunonSupcr\mon
Coordinating Committee (LISCC) Supervisory Program,” at wow federal, -govisuper
st1507 hum.

* Horizontal examinati ises in which several instituti ined simult . Doing o encom-

passes both firme-specific supervision and the spenent of broader perspec firms.
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Banking System Conditions

The financial condition of the U.S. banking system is generally strong.

The strong economy has contributed to improvements in the financial condition of banks.
Two important measures of profitability—return on equity (ROE) and return on average
assets (ROAA)—have seen steady gains over the past several years and attained a 10-year
high in the second quarter of 2018 {fizure 1).* Earnings for firms of all sizes have been bol-
stered by rising net interest income. Moderately rising interest rates have been positive for
bank earnings and have helped drive increases in net interest income,

Figure 1. Bank profitability
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Sourtic Call Report and FRY-GC.

Firms have reported growth in foan volume coupled with lower nonperforming
loan ratios.

Loan growth remains robust, with total loan volume for the industry growing over 30 percent
since 2013 (figure 2). Commercial and industrial (C&I) loans and non-residential real estate
loans have experienced the strongest growth, Since 2013, the volume of C&l and non-
residential real estate loans has grown by over 40 percent. Residential real estate lending,
which continued to experience structural changes over this period, exhibited tepid growth.

Recently, nonbank finance companies are increasing their market share in new mortgage
originations, and large banks are shifting their mortgage exposures from loans to securities.
As a resull, the banking industry’s overall loan portfolio is shifting away from residential real
estate loans toward C&I loans (figure 3).

* Thedip in ROE and ROAA in 2017 was driven by a one-time tax effect.

3
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Figure 2. Loan growth by sector
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Source: Ca Report and FRY-GC.

Sourta Cal Report and FRYAC.

The nonperforming loan ratio—one measure of asset quality—is generally improving or
stable across the banking system (figure 4).Currently, nonperforming loans as a share of total
loans and leases are at or near a 10-year low. However, nonperforming C&1 loans increased in
2016 because of a slowdown in the oil and gas industry,

Firms maintain reserves to provide a cushion against losses on loans and leases they are
unable to collect. One important financial metric is the ratio of allowance for loan and lease
losses (ALLL, which is the amount of reserves banks set aside to absorb losses related to
troubled loans) to the volume of nonperforming loans and leases held by a bank, also known
as the reserve coverage ratio (figure 5). A higher ratio generally indicates a better ability to
absorb future loan losses.

Sinee 2013, as the volume of nonperforming loans has declined, the industrywide coverage
ratio has improved considerably, While the entire industry has seen an improvement in this
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Figure 4. Non-performing loan ratio
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Figure 5. Reserve coverage ratio
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ratio, the largest firms have seen the greatest improvement. It is important to note that non-
performing loan status is a lagging indicator of loan losses and other factors are considered
when estimating the allowance, such as changes in underwriting standards and changes in
local or regional economic conditions.

As profitability and asset quality continue to improve, firms still maintain high
levels of quality capital.

Capital provides a buffer to absorb losses that may result from unexpected operational, credit,
or market events. Since the financial crisis, the Federal Reserve has implemented new rules
that have significantly raised the requirements for the quantity and quality of bank capital,
particularly at the largest firms. As a result of the new requirements, capital levels have
increased across the industry (figure 6).



37

6 Supervision and Regulation Report

itutions not well capi

M2 W3 Mme A5 WE W7 ama°

Uas a a0s s w0 200

Mot 1681 . g

Source: Call Report and FRY-GC.

Firms have also significantly bolstered their liguidity afier coming under funding
pressure during the financial crisis.

The funding stresses faced by large banks during the financial crisis heavily influenced the
subsequent U.S, regulatory framework for addressing funding and liquidity risk. The finan-
cial crisis demonstrated the need to ensure that banks hold enough fundamentally sound and
reliable liquid assets o survive a stress scenario. Liquidity requirements put in place since the
crisis have significantly increased aggregate levels of highly liquid assets (figure 7).

Figure 7. Highly liquid
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The banking industry remains concentrated, while the market share of the
largest banking organizations has declined.

Over the past few decades, as the banking system has grown, there has been a trend of
increased bank consolidation. During the height of and immediately after the financial crisis,
as the financial system was strained, many banks failed or merged with other institutions.
Upon closing, their assets were sold to other, often larger, institutions, and the industry saw a
wave of consolidation and growth of the largest institutions. In recent years, however, con-
centration has slowed by some measures. Even as the total volume of loans and leases has
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been growing, the distribution of those loans has spread to a broader section of the industry.
The market share of loans for the 10 largest banking organizations has declined (figure ).
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Market indicators generally reflect stronger industry performance.

The improvements in overall banking system conditions since the erisis are reflected in market
indicators of bank health, such as the market leverage ratio and credit default swap (CDS)
spreads. The market leverage ratio is a market-based measure of firm capital, and a higher ratio
generally indicates investor confidence in banks” financial strength. Credit default spreads are a
measure of market perceptions of bank risk, and a small spread reflects investor confidence in
banks' financial health. Both measures are close to pre-crisis levels (figure 9).°

Figure 9. Average credit default swaps (CDS) spread and market leverage ratio
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® Definitions of market keverage and credit default swap spreads are included in Appendix A: Data,
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Box 1. Institutions Supervised by the Federal Reserve

The Federal Reserve is responsible for the supervision and regulation of bank holding
companies (BHCs), savings and loan holding companies (SLHCs), state-chartered banks
that are members of the Federal Reserve System (state member banks or SMBs), and the
U.S. operations of foreign banking organizations (FBOs). The Federal Reserve tailors
regulatory and supervisory strategies to the size and complexity of the institutions that it
supervises.

For supervisory purposes, the Federal Reserve categorizes institutions into the groups in
table A.
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organizaions (LFBOs) 450 billion and and
mmccm&m'
ek ST

Large FBOS Non-LISCC FBOs with combined U.S. 19 31

assats §50 bilion and greater

Smal FBOs FBOs with combined .S, assets less 144 08

‘than $50 bilkon

Statememberbanks | SMBs within LFBO organizations. 9 10
Ragional banki Total assets batween $10 bilien and [} 16
uwi&wm.mw' $50 bilion

Statememberbanks | SMBs within RBO organizations 46 05
Community banking Total assets less than $10 bilion 4,047 24
organizations (CBOs)

Statemember banks | SMBs within CBO crganizations 74z 05
Insurance and il | SLHGspr gagedin i or| 11 inswance 11
savings and loan hoiding comimencial activities 4 commercial

[SLHCs)
ok Data v s of Je 30, 201, 5 - i 4 e,
by i 17,2018
¥ b York Mistion; Caoroug: ny, Sexte Sireet, Wells Fangy
Barctys, Crac Sucee; Dutsche Bark (65,
*nJuy 2018, [ (-
) [ o

s gt




40

Regulatory Developments

The Federal Reserve built out a post-erisis regulatory framework based on robust capital and
liquidity requirements, a strong stress-lesting regime, and improved resolvability of the largest
firms, The Federal Reserve is now focused on assessing whether the regulatory framework is
working broadly as intended and on opportunities to simplify the framework and minimize
compliance burden as appropriate without sacrificing financial stability or safety-and-
soundness. The Federal Reserve is continuing to tailor and reduce burden for less-systemic
firms and especially community banks.

Table 1 shows proposed and final rules, as well as Federal Reserve and interagency state-
ments, since the beginning of the year.

Table 1. 2018 e or interagel pm3 sk (proposed and final)
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Box 2. The Economic Growth, Regulatory Relief, and Consumer
Protection Act: Reducing Regulatory Burden

The Economic Growth, Regulatory Relief, and Consumer Protection Act (EGRRCPA),
enacted on May 24, 2018, changed several aspects of banking law to reduce regulatory
burden on community banks and also required the federal banking agencies to further tai-
lor their regulations to better reflect the character of the different banking firms that the
agencies supervise.

On July 6, 2018, the Federal Reserve issued a statement explaining how the Board will no
longer subject primarily smaller, less complex banking organizations to certain Board
regulations, including those relating to stress testing and liquidity. Specifically, this state-
ment explained how the Board would not take action to enforce certain regulations and
reporting requirements for firms with less than $100 billion in total consolidated assets,
such as rules implementing enhanced prudential standards and the liquidity coverage ratio
requirements.

In August and September 2018, the Federal Reserve and other federal banking agencies
issued three interim final rules and one proposal to implement various EGRRCPA provi-
sions. Two of the interim final rules provide significant relief to community banking
organizations,

On October 2, 2018, Vice Chairman for Supervision Randal Quarles testified before the
Senate Committee on Banking, Housing, and Urban Affairs on the Federal Reserve’s
implementation of EGRRCPA. In his testimony, Viee Chairman Quarles noted that the
Federal Reserve’s implementation of EGRRCPA is underway and that progress has
already been made to implement some tasks set out for the Federal Reserve in EGRRCPA.
Vice Chairman Quarles highlighted that the Federal Reserve’s priorities in the next few
months will be to tailor regulations for firms with assets over $100 billion that are not
global systemically important banks (G-S1Bs) and to develop a community bank leverage
ratio.

On October 31. 2018, the Federal Reserve invited public comment on two proposals (one
Board-only and one jointly with the Office of the Comptroller of the Currency (OCC) and
the Federal Deposit Insurance Corporation (FDIC)) that would establish a framework to
further tailor regulations for large banking organizations. The proposals would establish a
revised rk for applying prudential standards to large US. banking organizations,
with four categories of standards that reflect the different risks of firms in each group.

Refer to table 1 for the complete list of rulemakings and links to these documents.
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Supervisory Developments

This seetion provides an overview of key developments related to the supervision of institu-
tions by the Federal Reserve, including trends and details for all large financial institutions
(LISCC firms and large and foreign banking organizations) as well as trends and details

ding regional and ¢ ity banking organizations.

‘This report focuses on the Federal Reserve’s prudential supervisory responsibilities. The Fed-
eral Reserve is also responsible for timely and effective supervision of consumer protection
and ¢ ity rei laws and regulations. This focused supervisory work
is designed to promote a fair and transparent financial services marketplace and to ensure
that the financial institutions under the Federal Reserve's jurisdiction comply with applicable
federal consumer protection laws and regulations. The scope of the Federal Reserve's supervi-
sory jurisdiction varies based on the particular law or regulation, and on the size of the state
member bank.

More information about the Federal Reserve’s consumer-focused supervisory program can be
found in the Federal Reserve’s M04th Annual Report 2017.” The Federal Reserve also publishes
the Conswner Compliance Supervision Bulletin, which shares information about examiners”
supe;\'isory observations and other noteworthy developments related to consumer protee-
ton.

Large Financial Institutions

This section of the report discusses issues and priorities related to the supervision of firms in
the LISCC and large and foreign banking organization portfolios.

The safety and soundness of large financial institutions continues to improve...

Large financial institutions are in sound financial condition. Capital levels are strong and
much higher than before the financial crisis (figure 10). Recent stress test results show that the
capital levels of large firms after a hypothetical severe global ion would remain above
regulatory minimums (figure 11).” These hypothetical post-stress ratios are higher than the
actual capital levels of Targe banks in the years leading up to the most recent recession as
shown from 2006-09 in figure 10. Large financial institutions have substantially increased

the percentage of’ high-quality liquid assets on their balance sheets, which indicates an
improved ability to address any emerging hquidity needs (figure 12).

Since the erisis, large financial institutions have addressed and closed out a significant num-
ber of supervisory findings (matters requiring attention (MRAs) or matters requiring imme-

T See J04th Arnusal Report 2017, section S, “Consumer and Community Affairs.” at www.federalreserve gonf
publicationsfannual-neport him.

¥ Soe The Consumer Compliance Supervision Bulletin at www federal blicationsh li
supervision-bulletin. hm.

* As eferenced here, the roquired minimiam post-siress ratios for the tier | capital and tier | beverage ratio are
6.0 peroent and 4.0 percent, respectively. Se¢ also the Federal Reserve’s Compretensive Capital Amalysis and Review
2048 Assessment Framework: and Results report al www federalreserve. govipublications/Tikes/ 01 B-ccar-
assessment-framework-results-20180628. pdl.

13
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Figure 10. Large financial institution common equity tier 1 ratio

0 . . . . . . . . . . . A

006 207 2008 2009 W0 AN A2 W3 AW W5 06 AT AE

Note: Domemon equiyBier 1 & the ratio of ter 1 common equity b rigk-weighted assels.
St (2 Report nd FRYSC.

diate attention (MRIAs))." (See

Box 3, “What Are RFI Ratings and
MRAs" for more information on
MRAs and MRIAs.) As a result, the
number of outstanding supervisory
findings have generally decreased (fig-
ure 13). However, MRAs and MRIAs
Un Lot have actually increased for large for-
o= : cign banking operations (FBOs),

ir reflecting changes in regulation that
— T et n":quimd substantive changes to their
e P U.S. structures.

Figure 11. CCAR

o aE ae a6 A6 an AE ut material
risk-management weaknesses
- ; = persist at a manber of firms.

sl : While most firms have improved in key
areas of supervisory focus, such as
capital planning and liquidity manage-
ment, some firms continue to work to
meet supervisory expectations in certain risk i areas, which is reflected in aggregate
bank holding company supervisory ratings for large linancial institutions (figure 14).

Firms with less-than-satisfactory ratings generally exhibit weaknesses in one or more areas
such as compliance, internal controls, model risk perational risk

andfor data and information technology (IT) infrastructure. Some firms continue to exhibit
weaknesses in Bank Secrecy Act (BSA) and anti-money-laundering (AML) programs. These
risk-management areas sometimes have longer remediation timelines.

™ For more information about MRAs and MRIAs, sce SR letter 13-13, “Supervisory [‘onmkranansfm the Com-
munication of Supervisory Findings” at www.federalreserve povisupervisionreg/srle al
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Figure 12. Large financial institution high-quality liquid assets
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Figure 13. Outstanding supervisory findings, large firms
and FBOs
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Figure 14, Holding company ratings for firms > $50 billion

For larger firms, supervisors will
continue to conduct horizontal
examinations across multiple
firms.

To improve consistency and efficiency,
supervisors have increased, and will
continug o increase, focus on hori-
zontal supervisory examinations
within portfolios. In addition, across
all programs, supervisors will also
spend time reviewing emerging risks,
as well as actions firms have taken to
address safety-and-soundness weak-
nesses previously identified.
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Box 3. What Are RFI Ratings and MRAs?

Examiners summarize inspection results in wrilten reports to the senior management and
board of directors of supervised holding companies. These reports describe conclusions on
all factors addressed during the inspection process, including the adequacy of risk manage-
ment and governance over the banking organization’s activities, the consolidated financial
candition of the company, and the potential adverse impact of parent and nonbanking
activities on the organization,

Within these reports, examiners assign supervisory ratings using the Federal Reserve’s RF1
rating system, which is named for the individual components of the rating system: risk
management (R), financial condition (F), and impact of parent and nonbanking activities
{1)." Examiners assign ratings both overall in a composite form and to specific aspects of a
company’s performance on a five-point scale, with ratings of 1 and 2, for example, signify-
ing “strong” or “satisfactory” assessments. A composite rating of 3 reflects “fair” status
and indicates the company is vulnerable and requires more than normal supervisory atten-
tion and financial surveillance, but there is only a remote threat to its continued viability.
Composite ratings of 4 and 5 reflect “marginal™ or “unsatisfactory” conditions and are
assigned to companies when the organization’s future viability could be impaired unless
prompt action is taken or the BHC's continued viability is in serious doubt. Ratings of 3,
4, or 5 are considered less-than-satisfactory. Examiners assign component and subcompo-
nent ratings following similar rating conventions.” Individual company ratings are confi-
dential supervisory information and cannot be disclosed publicly.

In many cases, holding company inspection reports will include recommendations for
follow-up action on the part of the organization’s management. Examiners refer to these
recommendations as “matters requiring attention,” or MRAs. MRAs call for action to
address weaknesses in processes or controls that could lead to deterioration in a banking
organization’s soundness; may result in harm to consumers; or that have caused, or could
lead to, noncompliance with laws and regulations. When weaknesses are acule or pro-
tracted, Federal Reserve examiners may recommend that management take action more
quickly by issuing a “matter requiring immediate attention,” or MRIA,

A high volume of MRAs may prompt an examiner to assign a less-than-satisfactory RFI
composile rafing to a holding company, but the existence of MRAs is not in and of itsell
an indication that a banking organization is troubled. MR As may be issued regardless of a
company’s RF1 rating and are not uncommon for companies deemed strong or satisfac-
tory overall,

In the event that holding companies do not address MRAs in a timely or complete man-
ner, examiners may determing that the reated weaknesses represent a significant threat to
the safety and soundness of the company or its ability to operate in compliance with law
and may recommend further action. For example, the Federal Reserve could issue a formal
enforcement action with a company. Formal enforcement actions derive from, and carry
the full weight and enforceability of. law.

continved on next page
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Box 3. What Are RFI Ratings and MRAs?—continued
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Box 4. Consolidated Supervision of Large Financial Institutions

Following the financial erisis, the Federal Reserve in 2012 introduced a new framework for the
consolidated supervision of large financial institutions.' The framework appliesto LISCC
firms, large banking organizations, and large FBOs and consists of two primary objectives:

1. Enhance the resiliency of a firm to lower the probability of its failure or inability to con-
tinue to be able to lend to houscholds and businesses.

2. Reduce the impact on the financial system and the broader economy in the event of a
firm’s failure or material weakness.

To achieve these objectives, the supervisory eflorts are organized to focus on four specific
components:

Capital: Assess the strength of firms” capital, or ability to absorb losses, under stressed condi-
tions and how firms measure and use that capital on a forward-looking basis; evaluate how
firms manage and control financial risks that could lead to capital reduction through losses.

Liquidity: Assess the adequacy of firms’ funding and liquid assets and evaluate how firms man-
age risks associated with their funding and liquid assets, including under stress scenarios.

Governance and controls: Determine the adequacy of firms’ practices through assessments
of the effectiveness of the boards ol directors” oversight of operations and risk manage-
ment, the strength of risk-management practices in business lines, and the adequacy of the
independent risk-management and the internal audit functions. Also, evaluate how well con-
trols enable appropriate risk-management practices at a firm,

Recovery and resolution planning (recovery planning gencrally applies to certain covered firms
only): Promote the resiliency of covered firms by advancing their recovery preparedness and
planning and minimize the impact that distress or failure of a systemically important firm
may impose on the broader financial system by furthering firms’ resolvability.

g 1217, "G 2 for Lange Financial Institutions,” at
gowisupenvisiceveg/sretters/sri217.him.
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Box 5. Upcoming LISCC Supervisory
Priorities

Capital

* Capital planning

* Regulatory reporting

* Counterparty risk

* Collateral management

* Wholesale credit underwriting

* Internal liquidity stress test assumptions

* Liguidity position

Supervision of LISCC Firms

In general, LISCC firms are
improving in key areas of
supervisory focus.

The overall safety and soundness of’
LISCC firms has improved in recent
years, LISCC firms meet regulatory
capital requirements and have materi-
ally enhanced capital planning prac-
tices"" LISCC firms also generally
have adequate liquid assets and fund-
ing structures. In addition, liquidity
risk practices, including

* Governance over liquidity data,
plans, and currency risk management

* Compliance with liquidity regulation
Governance and controls

* Information technology and cyber-related risks
* Internal audit

* Compliance and business conduct

funding

Vendor risk management
* Risk committee practices
Recovery and resolution planning
* Recovery planning

* LISCC forcign bank imermediate holding company
resolution plans

internal liquidity stress testing, have
improved as has the quality of liquid-
ity data,

LISCC firms also have improved gov-
ermance practices and have strength-
ened aspects of how they manage
compliance with internal and regula-
tory requirements and other opera-
tional risks, US. LISCC firms
improved their ability to mitigate the
adverse effects of a potential failure
and unwinding of their operations.
They have modified internal corpo-
rate structures, reviewed and posi-
tioned resources that would be needed

to facilitate an orderly resolution, and improved internal shared services arrangements 1o sup-
port operational continuity in the event of resclution. In addition, LISCC firms have devel-
oped recovery plans and options to better prepare for severe stress.

" I the 2018 Comprehensive Capital Analysis and Review (CCAR) exercise, the Federal Reserve did mot object 1o
any firm’s capital plan based on quantitative grounds. Howeser, the Board of Govemors did object to the capital
planof DB USA Corporation based upon qualitative grounds. The Foderal Reserve aleo issued a conditional noa-
wobjection 1 the capital plans of State Street Corporation. The Goldman Sachs Group. Inc.. and Morgan Stanley
based on quantitative grounds. See the Federal Reserve M18 CCAR press release at www federalresenve gon!

newsevents/pressrekaseybereg201 806282 him.
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The number of supervisory
Sindings issued to LISCC firms,
as well as the munber of
ontstanding issues, has declined
over the past five years.

The number of supervisory findings
issued per year has steadily
declined, " with about 43 percent
fewer supervisory findings issued in
2017 as compared with 2013." The
average number of supervisory find-
ings issued per firm per year declined
from about 42 per firm in 2013 to
about 23 in 2017. Since 2013, as firms
implemented and sustained improve-
ments in governance, risk manage-
ment, and controls, more supervisory

findings were closed than were issued,

resulting in an overall 22 percent
reduction in outstanding issues.

However, some weaknesses

Box 6. Supervisory Issues at Wells
Fargo

On February 2, 2018, the Federal Reserve entered
into a consent order with Wells Fargo & Com-
pany that restricts the firm's growth until it
1mplemmls a rema:hauan plan that sulficiently

ing ¢ and certain
areas of its risk management and internal con-
trols. This penalty is in response to weaknesses in
compliance risk management that led to wide-
spread consumer abuses and other compliance
breakdowns by the firm. The consent order
requires the firm to engage a third party to
review implementation of the remediation plan,
The growth restriction will stay in place until
both the implementation and third-party review
are carried out 1o the satisfaction of the Federal
Reserve. The Federal Reserve Board will vote on
any decision to terminate the asset growth restric-
tion on the firm.

persist, particularly related to governance and controls.

Over half of the supervisory findings issued in the past five years were related to governance
and risk-management control issues, while about 28 percent were for capital-related issues
and about 10 percent related to liquidity. Moreover, of the supervisory findings currently out-
standing, nearly 60 percent relate to issues in governance and controls, including weaknesses
in BSAJAML programs, internal audit functions, 1T risk management (including cybersecu-
rity), and model risk management (figure 15). There are also a number of outstanding super-
visory findings related to how firms gather, validate, and report data for regulatory purposes.

Over the past several years, supervisory work has revealed continued weaknesses in LISCC
firms’ management of compliance and employee conduct risks as well as certain operational
activities, including IT and the production and management of data. Some of these issues are
reflected in public enforcement actions currently outstanding against LISCC firms."?

¥ Note that supervisory findings rebated to resolution plans are not classified as MRAs or MRIAS Shortcomings
and deficiencics found in firm specific resolution plans can be located at wwwfederalneserve govisupenvisionreg/
resolution-plans htm,

" 1t should be noled that supervisory findingsissued over multiple vears will vary in approach and granularily as
suparvisory practives and policy evolve, whish has an cllext on the numtvcmflmlmwndawm issued, However,

the gencral trend in the issuance of sup ry findings inds p at LISCC firms.
™ Some of th Jing enfi actions were issved d the same time tomulllpk firms because of sig-
mificant issues th J across firms, such as sev tated to foreign exchange market

abuses and related conduct issues, and actions 1o address BSAIAML
Formal enforoement actions against entitics supervised by the Fulml Rmm-m anailable on the Federal Reserve
Board's website at www.federal PP i
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Outside of governanee and controls,
additional areas still require improve-
ment. With regard to capital, out-
standing supervisory issues relate to
methods for developing assumptions
- used in internal stress tests and inter-
nal governance of capital models, as
well as some areas of credit risk man-
agement. Some firms have also been
asked to make additional improve-
ments in liquidity risk management to
fully meet supervisory expectations,
With regard to resolution planning,
= T e certain weaknesses were highlighted

Goremmance . by the Federal Reserve in 2017,
mmlr::::z e mmm!:w incl_tvding ll,e feasibility of selling off
LBCC fme. business units under stress, complex-

- ity in derivatives portfolios, and issues

around legal entity structures.”®

]

0

In 2018 and 2019, supervisors will continue to focus on horizontal supervisory examination
within the LISCC portfolio, including in some of the areas listed in box 5. In addition, super-
visors will also review emerging risks as well as actions firms have taken to address safety-
and-soundness weaknesses previously identified (including those related to existing supervi-
sory findings and outstanding public enforcement actions).

Supervision of Large and Foreign Banking Organizations
The safety and soundness of large and foreign banking organizations is stable.

Large and foreign banking organizations generally meet supervisory expectations for capital
and liquidity. Most firms continue to strengthen their capital planning processes and have
mature revenue and loss estimation approaches that result in credible loss estimates. In par-
ticular, most firms have integrated their stress-lesting programs with their ongoing decision-
making processes, improved their data and modeling capabilities, and established robust gov-
ernance practices. However, improvements are still needed at some firms as weaknesses have
been identified in capturing higher-risk loans in loss projections and gaps have been identified
in firms” own internal reviews of their capital planning processes.

On balance, most firms in the large and foreign banking operations (LFBOs) portfolio have
established liquidity risk limit frameworks that reflect firms” risk profiles and appropriate
governance processes. While firms have an independent review function in place, the role of
the function continues to develop across firms. Deficiencies noted include weaknesses in some
firms’ liquidity risk identification processes and a lack of robust intemal risk functions.

¥ For more information about resolution plans, sce the Foderal Reserve Board's websile at wovw foderalreserve gov
supenvisionreg/resolution-plansbtm,
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Box 7. What Are Governance and Controls?

Governance and controls are essential elements of ensuring a firm operates in a safe and
sound manner. The term includes several broad activities, such as

* oversight by the board of directors,
* execution by senior management of the board's strategy,

* maintenance of effective and independent risk-management and control functions
(including internal audit and policies and procedures),

* compliance with laws and regulations, and
* planning for the ongoing resiliency of the firm.

Some specific examples of governance and controls include IT and data infrastructure,
cybersecurity, and BSA/AML protections. For large firms, sound governance and controls
are especially important, given the inereased size, complexity, and scope of operations, as
well as challenges that arise from managing such large entilies consistently across their
various business aras.

Nonfinancial risks are the most significant risks in the LFBO porifolio.

Almost 70 percent of the supervisory findings for LFBO firms are refated to governance and
controls (figure 16). Areas of concern include compliance control deficiencies evidenced by
long-standing BSA/AML issues as well as some associated with IT risk management (includ-
ing cybersecurity). The majority of public enforcement actions currently open for LFBO
firms are related to BSATAML and the Office of Foreign Assets Control (OFAC) compliance.

For FBOs, challenges remain regarding compliance with enhanced prudential
standards requirements.

In 2014, the Federal Reserve finalized 2
rule requiring each FBO with ULS. sub-
sidiary assets greater than 530 billion to
form an intermediate holding company
(THC) to hold subsidiary assets begin-
ning in 2016. THCs provide the Federal
Reserve a framework to apply
enhanced prudential standards such as
capital and liquidity requirementsand
to improve FBO supervision, The IHC
requirement also provided a mecha-
nism for FBOs to more effectively man-
age their U.S. operations. The THC
structural requirement isa material =" 0 <5508 80> 558
change for t_hc supenvision anq REIE o180 et sy S, by porls wer LBO- 7,600
tion of forcign banks, and while FBOS > $508-652 FB0 < SS08-714, Crert ey shows bars i orer from boften
continue to face challenges in imple- Ll

menting this requirement, the firms e
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Box 8. Upcoming LFBO Supervisory

Priorities

Capital

* Loss estimation methodologies

* Capital policies and scenario design

Liquidity

* Independent review function and liquidity limits risk
management

* Security dealer internal stress testing assumptions

Governance and contrals

* Cyber-related risks

* Internal audit

* Compliance and business conduct

* BSA/AML and OFAC compliance program control

Recovery and resolution planning

* Resolution plans, including IHC resolution plans

have made progress in the approxi-
mately two years since the requirement
took effect.

FBOs continue to strengthen risk-
management and reporting systems of
their respective THCs to meet supervi-
sory expectations. Some FBOs have
established multiyear projects to
address known deficiencies in their
IHCS’ risk-management and report-
ing systems.'®

Supervisory findings for FBO
branches and agencies are
concentrated in compliance risk
management and controls.

FBO branches and agencies often
engage in BSAJAML compliance-
sensitive businesses such as dollar clear-
ing, foreign correspondent banking,
and trade finance. Examiners have

noted that some firms lack sufficiently strong BSA/AML compliance systems. These deficiencies
have resulted in public enforcement actions and substantial penalties from bank supervisory and

law enforcement agencies.

Upcoming supervisory priorities in 2018 and 2019 will include review and validation of
actions by firms to address outstanding supervisory findings. For the LFBO portfolio asa

whole, focus will remain on the areas listed in box 8.
Regional and Community Banking Organizations

The majority of the firms in the regional and comnumnity bank portfolios are in
satisfactory condition.

The financial condition of regional and community banking organizations (RBOs and CBOs,
respectively) is generally satisfactory. These institutions have maintained high common equity
tier 1 capital levels over the past decade (figure 17). More than 99 percent of banking organi-
zations in this portfolio report capital levels consistent with the “well-capitalized” designation
under regulatory capital standards. Although highly liquid assets have been trending down
over the past five vears for these firms as lending activity has picked up, reliance on wholesale
funding remains relatively low.

Supervisory recommendations issued during the financial crisis have largely been addressed
and closed (figure 18).

' These statements generally also apply to LISCC FBOs.
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Figure 18. Outstanding supervisory findings for smaller ‘Sup'cr\'llsmn‘an@ rﬁgu]atrqn 0!' these
instilutions institutions is aimed at tailoring
requirements to match the size, risk,
and complexity of each institution.
As firms in these portfolios grow,
merge, or enter into new markets or
activities, supervisors pay close atten-
tion to ensuring that risk-
management processes keep pace with
their complexity and risk. The Federal
Reserve completes full-scope exami-
nation or inspection activities for all
CBOs, RBOs, and savings and loan
- - 0 holding companies (SLHCs) within
e 2 28 cach supervisory cycle. However, the
Basd * scope of individual supervisory events
is tailored 10 the size, complexity, and
unique risk characteristics of each
institution. To improve supervisory
efliciency, Federal Reserve examiners are reducing the amount of time spent onsite at exami-
nations, increasing the risk focus of examinations, and leveraging, where appropriate, supervi-
sory findings from other regulators.
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There are few RBOs or CBOs in less-than-satisfactory condition.

Supervisory ratings in these portfolios reflect the generally siable condition of the portfolio,
with the vast majority of institutions rated satisfactory."” Less than 6 percent of all RBO and

17 R in b

2 text refers o the composite rating of the top-tier holding company. which generally mirrors the
compasite raling of the subsidiary banking organization(s). See Box 3, “What Are RFI Ratings and MRASY" See ko
SR ketter (4-18, “Bank Holding Company Rating System,” at www federalreserve.gov/boanddocs/srletters/ 2004
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CBO holding companies are rated less than satisfactory, reflecting the generally strong condi-
tion of their banking subsidiaries (figure 19). The percemage of RBO and CBO companies
rated satisfactory has been trending upward sinee the low in 2010.

A5 A6 A7 08 A3 MO A Az A A4 NM5 M6 AT M6
[ | [ | s

Supervision of Regional Banking Organizations

The condition of the RBO portfalio has steadily improved and stabilized
post-crisis.

In line with the broader industry, the quality and quantity of capital at RBO firms remain
high. Currently, common equity tier 1 ratios for this portfolio are around 12 percent, and all
institutions report capital ratios consistent with the “well capitalized”” designation under
interagency capital guidelines.

Although liquidity risk in this portfolio is considered low or moderat iners have
observed some deterioration in RBO liquidity positions. As a result of loan growth outstrip-
ping growth in core deposits, some banking organizations have increased their reliance on
riskier noncore funding sources, such as brokered and listing service deposits.

Risk management and controls at RBOs rerain an area of supervisory focus.

Current risks in the portfolio are primarily the result of the consolidation of smaller firms
into larger regional banks. The total number of holding companies supervised in the regional
banking portfolio increased by 40 percent over the past five years, and the number of

those companics that have state member lead banks has doubled. There are now 78 institu-
tions supervised in the RBO program, with combined assets of approximately

S1.6 trillion.

sriM1 8 him. and SR letter 13-21, “Inspection Frequency and Scope Requirements for Bank Holding Companies
and Savings and Loan Holding Companies with Total Consolidated Assets of $10 Billion or Less.”™ at www
Jfederalneserve. govisupervisionregfsrettersfsr 1 321 him.
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Box 9. State Member Bank and Consolidated Supervision

The Federal Reserve is responsible for the supervision and regulation of state-chartered
banks that are members of the Federal Reserve System (known as state member banks or
SMBs). By statute, the Federal Reserve, or chartering state banking department, must per-
form an onsite, full-scope examination of each SMB at least once every 12 or 18 months.

Results from the onsite examination are reported to the board of directors and manage-
ment of the bank in a report of examination, which includes an assessment and ratings of
the bank's capital adequacy, asset quality, management, earnings, liquidity, and sensitivity
to market risk under the Uniform Interagency Financial Institution Rating System, also
known as the CAMELS ratings system.'

Consolidated Supervision of Community and Regional Holding Companies

Consolidated supervision of the holding company includes an assessment of the organiza-
tion's structure and condition, including nonbank subsidiaries, activities. and governance.
Assessments of the holding company are conveyed through ratings of risk management,
financial condition, and the impact of the holding company on the insured depository,
under the RFI rating system.

The Federal Reserve’s supervision of holding companies is tailored within portfolios based
on the size, complexity, and risk profile of each institution, In addition, there s a signifi-
cant distinction between the Federal Reserve's supervisory programs for those holding
companies with SMB subsidiaries versus holding companies with non-SMB depository
subsidiaries; for the latter, the Federal Reserve relies extensively on findings of the primary
federal and/or state bank regulator.

Reliance on the Primary Regulators

A long-standing tenet of the Federal Reserve's CBO and RBO holding company supervi-
sory approach is to rely on—and coordinate extensively with—the insured depository pri-
mary regulator in order to reduce burden and duplicative efforts. In the CBO portfolio,
small, noncomplex holding company supervision is generally completed offsite and draws
significantly on the primary regulator’s assessment of the subsidiary bank or savings and
loan.

Considerable efforts have been taken by the Federal Reserve in recent years to align our
supervisory planning schedule with those of the OCC and FDIC to optimize coordina-
tion, resulting in 2 significant decline in the number of examination events led by the Fed-
eral Reserve at these companies. The Federal Reserve’s Office of Inspector General (O1G)
issued a report in June 2018, which concluded that *In accordance with applicable guidance
relaied 1o consolidaved supervision, we determined thar the Federal Reserve Banks relied on
the primary federal regulator { PER) of regional banking organizations' { RBOs) insured
depository institutions to supervise the RBOS we sampled ™

continved on next page
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Box 9. State Member Bank and Consolidated Supervision—continued

The Federal Reserve relies o the fullest extent possible on the work of primary functional
state Department of Insurance (DOI) regulators as part of the overall supervisory assess-
ment of insurance SLHCs (ISLHCs). The Federal Reserve has worked closely with the
DOls and the National Association of Insurance Commissioners to develop strategies to
tailor the supervisory program for ISLHCs and address the complexities associated with
insurers, maximize supervisory efficiencies, and avoid duplication.

' & 96-38, “Uniform Financial Institut g System’” at
199659638 him.

2 Sea Evaluation Report 2018-5R-8-010, June 20, 2018, on the DIG wabsite at hitps://cig fedararessne.goviieperts/
board-consoidated-supenision-un2(18.him,

Despite the growing number of RBOs, the total number of supervisory findings cited for
RBO firms has declined over the past five years. Internal audit, BSA/AML, and risk-
management weaknesses have been among the leading supervisory findings for RBOs for sev-
eral years, reflecting the need for these capabilities 1o evolve commensurate with the increased
size, scope, and complexity of these firms.

Figure 20 depicts the current breakdown of oulstanding supervisory findings by category for
RBO firms. Because of substantial recent growth at several firms, the RBO supervisory pro-
gram has focused on assessing centralized control functions, including internal controls and
audit, loan review, cory pliance prog IT infi and other areas
impacted by merger integrations.

RBO reviews identify opportunities for risk-management improvement but not
widespread safety-and-soundness concerns.

Reserve Banks recently conducted coordinated reviews of sales practices/incentive compensa-
tion and commercial credit underwrit-
ing at certain RBO state member
Figure 20. Outstanding supervisory findings by category, banks (SMBs). The sales practices/
RBO firms incentive compensation review evalu-
ated the range of practices for the
design and implementation of incen-
tive compensation programs: controls
to prevent, detect, and report unau-
thorized account openings; risk-
assessment processes; internal audit
reviews; complaints processing; and
employee terminations and
separations.

Overall, the reviews identified accept-
L L able practices and, when noted, find-
02 0 B0 B 10 pegweredetermined to be correct-
Noke:Fs o 21502 . L3 able in the normal course of business.
Reserve Banks continue to regularly
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review consumer complaints for
potential issues and discuss supervi-
sory expectations with respect to

Box 10. Upcoming RBO Supervisory
Priorities

maintaining a measured and balanced  Credit Risk

incentive compensation program. O @i s Sl

In the underwriting review, examiners o pmm'l ! d i
reviewed a sample of recently under- . .

written commercial loans and con- * Underwriting practioes

cluded that the majority included Operational Risk

acceptable structures, terms, and L

adequate credit analysis, Examiners ~ Mergerand acquisition risks

provided feedback to firms so they * Information technology and cyb

could address weakness in some arcas Other

as needed. including policy excep-
tions, financial covenants, Mnancial
analysis, guarantor support, and lib-
eral credit structures.

* Sales practices and incentive compensation
* Bank Secrecy Actfanti-money-laundering

Supervisory priorities for each RBO are established during a supervisory planning process.
Supervisory plans are coordinated with the subsidiary d V's primary regulator, as
appropriate, and are tailored to idiosyneratic risk characteristics of each institution. Risks are
also monitored across the portfolio. Some commeon risk focus areas that have emerged for the
RBO portfolio for the current supervisory eyele are included in box 10,

Supervision of Community Banking Organizations
Conmmnity banks are currently in robust financial condition.

Capital levels at CBO firms have remained high over the past decade, following a slight drop
during the financial erisis. Common equity tier | ratios for CBO firms average above 13 per-
cent. More than 99 percent of the companies in this portfolio report capital ratios consistent
with the “well capitalized” designation under interagency capital guidelines. Similar to the
RBO partlolio, there has been a sTight uptick in liquidity risks associated with this portfolio,
although the majority of CBO firms are still considered to have low-to-moderate liquid-

ity risk.

The trend of consolidation among community banks has continued. The net impact of char-
ter conversions, mergers, and a single bank failure was a 2 percent decling in the total number
of SMBs in 2017. This decline is roughly in line with trends from recent years.

CBO supervisory findings have been declining

During 2017, the Federal Reserve led examinations at 332 CBO SMBs and conducted 2,256
holding company inspections." For CBO SMBs, the vast majority exhibit a moderate-risk

" For noncomplex holding companics with less than $1 billion in assets (referred 1o a5 “small shell holding compa-
nies”) the Federal Reserve wses an offsite inspoction program that eelies substantially on the work performed by
the insured depository institution regulator.
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profile, with only 27 considered high
risk. Based on recent examination
findings, the direction of risk at CBO
SMBs is stable. The volume of super-
visory findings at CBOs has steadily
declined over the past five years (fig-
ure 18), as has the number of firms
under enforcement actions. Figure 21
depicts the current outstanding super-
visory findings by category for

CBO firms,

The decline in supervisory findings
over recent years is consistent with the
improved ratings of the portfolios and
econommic conditions. In part, the
decline may be attributed to changes
in bank underwriting practices. Spe-
cifically, post-crisis, community banks
have reduced concentrations in eer-

tain asset classes—such as construction and land development lending.

Supervisory focus remains on management of concentrations of credit, interest
rate risk, and liquidity risk.
Areas of emerging risk that have received supervisory attention over the recent period include the
management of concentrations of credit (specifically, commercial real estate, agriculture, and oil
and gas), the impact of rising interest rates, and increased liquidity risk.

CBO supervision priorities include efforts 10 modernize, increase efficiencies,
and reduce burden associated with the examination process.

The Federal Reserve continues to reduce unnecessary burden for community banks, including
for supervisory examinations, as shown by the Bank Exams Tailored to Risk (BETR) pro-

—_—
]

Twa au w5 a6 27 a8

Note: 2018 are yearly, of 201802

Source

aram (see box 11). As of the first
quarter of 2018, changes in loan
review procedures associated with the
BETR program allowed examiners
the discretion to reduce the number of
loan files reviewed at community
banks exhibiting low credit risk. Con-
versely, banks with higher credit risk
may see higher levels of testing or
more focus on evaluating credit
administration policies and practices.

Furthering efforts to reduce burden
associated with examinations, exam-
iners are now conducting the majority
of community bank examinations off-
site (¢, not at a supervised bank’s
physical location) (figure 22).
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Box 11. Bank Exams Tailored to Risk (BETR) Program: Minimizing
Regulatory Burden and Optimizing Supervision Resources

In an effort to design an examination program that is more forward-looking and risk
focused, the Federal Reserve developed risk metrics via the Bank Exams Tailored to Risk
(BETR) program Lo assist with the scoping of examinations along different categories
of risk.

For each risk category, BETR classifies each bank into one of three risk tiers: low, moder-
ate, or high, In turn, these risk tiers provide examiners with a starting point for determin-
ing the scope of work to be performed during examinations. Examiners may also apply
qualitative factors and their own judgment to confirm or adjust these model-driven risk
tiers. For banks tiered as low risk, examiners perform limited transaction testing. In con-
trast, for high-risk banks, examiners apply the full extent of examination procedures.

BETR helps minimize regulatory burden and optimize the allocation of supervisory
resources by directing examiners away from low-risk banks to higher-risk banks, and from
low-risk areas to areas presenting heightened risk within a bank.

The BETR. program has been deployed for six financial risks: credit, liquidity, interest rate,
earnings, capital, and securities. These financial risk categories accounted for about half’ of
community bank examination time in 2017. Credit risk is a key driver of community bank
examinations and accounts for over one-third of all examination hours. The Federal
Reserve is currently working to develop metrics for nonfinancial risks.

According to these BETR. risk metrics, the share of banks tiered high risk is at, or near,
historical lows for all six financial risks. As shown in figure A, continuing improvement in
earnings risk is especially noticeable.

In contrast, liquidity risk is displaying some deterioration. While the share of banks tiered
high risk for liquidity has not increased, the moderate-risk tier is growing, In aggregate
measures, loan growth has been robust, while core deposit growth has not always kept
pace. To bridge that gap, some banks have increased their reliance on noncore funding
sources, such as brokered and listing service deposits.

continved on next page

Finally, the Federal Reserve is actively participating with Federal Financial Institutions

Examination Council (FFIEC) member agencies to review the wechnology platforms used 1o
icate with other regul and supervised institutions and together are pursuing

opportunities to further leverage technology platforms to reduce regulatory burden.

Community SMB supervision is driven by statutory mandates, and the Federal Reserve con-
ducts a full-scope examination each supervisory cycle. Some of the emerging or higher-risk
arcas for CBOs for this supervisory cycle are included in box 12,
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Box 11, Bank Exams Tailored to Risk (BETR) Program: Minimizing Regu-
latory Burden and Optimizing Supervision Resources—continued
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Box 12. Upcoming CBO Supervisory
Priorities

Credit Risk

* Concentrations of credit

* Commercial real estate and construction & land
development

* Agriculture

Operational Risk

.1 ke

Other

* Bank Secrecy Act/anti-money-laundering
* Liguidity risk
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Appendix A: Data

Definition of Data Sources

The Supervision and Regulation Report consists of data from institutions supervised in whole,
or in part, by the Federal Reserve System. This appendix details these sources.

FFIEC Call Reports

The FFIEC Consolidated Reports of Condition and Income, also known as the Call Report, is
a periodic report that is required to be completed by every national bank, state member bank,
and insured nonmember bank as of the last day of each calendar quarter. The details
required to be reported depend on the size of the institution, the nature of the institution’s
activities, and whether or not it has foreign offices. Call Report data are a widely used source
of timely and accurate financial data regarding a bank’s financial condition and the results of
its operations. The data collected from the Call Report are used to monitor the condition,
performance, and risk profiles of the institutions as individuals and as an industry.

FR Y9C

‘The Consolidated Financial Statentent for Holding Companies, also known as the FR Y-9C
report, collects basic financial data from domestic BHCs, SLHCs, U.S. THCs, and securities
holding companies (SHCs). Respondent burden reduction initiatives led to the asset-sized
threshold change from 5500 million to 81 billion, and from $1 billion to 83 billion effective
March 20135 and September 2018, respectively. In addition, BHCs, SLHCs, IHCs, and SHCs
meeting certain criteria may be required to file this report, regardless of size. However, when
such BHCs, SLHCs, IHCs, or SHCs own or control, or are owned or controlled by, other
BHCs, SLHCs, IHCs, or SHCs, only top-tier holding companies must file this report for the
consolidated holding company organization. The information contained in the report is as of
the last day of each calendar quarter.

CCAR

The Comprehensive Capital Analysis and Review, ot CCAR, evaluates the capital planning
processes and capital adequacy of the largest U.S.-based holding companics on an annual
basis. This includes the firms’ planned capital actions, such as dividend payments and share
buybacks. Strong capital levels act as a cushion to absorb losses and help ensure that banking
organizations have the ability to lend to households and businesses even in times of stress.
When evaluating a firm's capital plan, the Board considers both quantitative and qualitative
factors. Quantitative factors include a firm's projected capital ratios under a hypothetical sce-
nario of severe economic and financial market stress. Qualitative factors include the strength
of the firm’s capital planning process, which incorporates risk management, internal controls,
and governance practices that support the process.

3
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Notes on Specific Data

“Top Holder

All data, unless otherwise noted, use top-holder data. This population comprises top-tier
commercial bank Call Report filers and top-tier Y-9C filers. In instances where a top-tier
BHC does not file the Y-8C, we combine financial data of subsidiary banks to approximate
the consolidated financial data of the bank holding company. Because of data limitations, all
FBOs, SLHCs, and commercial bank subsidianies of top-tier FBOs and SLHCs are excluded
from the top-holder population.

Common Equity Tier 1

The Federal Reserve’s evaluation of a firm’s common equity capital was initially measured
usinga tier | common capital ratio but now is evaluated using a common equily tier 1
(CET1) capital ratio, which was introduced into the regulatory capital fi k with the
implementation of Basel 111 From 2006 through 2013, tier | common was used to measure
common equity capital for all firms. In 2014, both tier | common capital (for non-advanced
approaches firms) and common equity tier | capital (for advanced approaches firms) were
used. From 2015 to present, common equity tier | capital was used for all firms,

Common equity tier | capital ratio is defined as common equity tier 1 as a percent of risk-
weighted assets. While advanced approaches institutions are required to report an additional
CET1 metric using an alternative calculation of risk-weighted assets, we use the standardized
risk-weighted assets calculation in all cases to maintain consistency.

Matters Requiring Attention (MRAs)/Matters Requiring Immediate Attention
(MRIAs)

MR.As constitute matters that are important and that the Federal Reserve is expecting a
banking organization to address over a reasonable period of time but when the timing need
not be “immediate.”

MRIAs are matters of significant importance and urgency that the Federal Reserve requires
banking organizations to address immediately."”

Well Capitalized Metric

Simplified for the purposes of this publication, firms that met or exceeded the “well capital-
ized” category according to the FDIC Prompt Corrective Action (PCA) guidelines as they
existed in each quarter are considered well capitalized (1able A.1).*” While this standard
applies to insured depositories, it is used as a proxy for holding companies in figure 6.

" For more information about MRAs and MRIAs, soe SR letter 13-13, “Supervisory Considerations for the Coms-
munication of Supervisory Findings”™ at www.federalreserve govisupenvisionreg/srietterssr] 31 3al pdf,
* For mor: information on the FDIC's PCA, see wwwfdic.gov/regulationsTaws/rules/ 1000-4000.himL
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CAMELS Ratings
Following an examination of a ial bank, the iner’s conclusi ding the

overall condition of the bank are summarized in a composite rating assigned in accordance
with guidelines provided under the Uniform Financial Institution Rating system (CAMELS).
The composite rating rep an overall appraisal of six key assessment areas (compo-
nents) covered under the CAMELS rating system: Capital, Asset quality, Management, Earn-
ings, Liquidity, and Sensitivity to market risk.

In addition, and separate from the interagency Uniform Financial Institutions Rating
System, the Federal Reserve assigns a risk-management rating to all SMBs. The summary, or
composite, rating, as well as each of the assessment areas, including risk management, is
defineated on a numerical scale of 1 to 3, with | being the highest or best possible rating.
Thus, a bank with a composite rating of 1 requires the lowest level of supervisory attention,
whilea 5-rated bank has the most critically deficient level of performance and therefore
requires the highest degree of supervisory attention.

When appraising the six key areas and assigning a composite rating, the examiner
weighs and evaluates all relevant factors for downgrades and upgrades of supervisory rat-
T

Illg,;'.'

Highly Liquid Assets

The highly liquid assets (HLA) displayed here are an approximation of the high-quality lig-
uid assets (HOLA) used by regulators. HLAs are the sum of the following items:

* cash: includes all interest-bearing and noninterest-bearing deposits.

*! For more i i yposil ons, soe SR letters 95-51, 96-38, and 16-11 at www
Sederalreserve govlaupervisionreg/srletersiirdetters him, as well as the Commeercial Bank Examination Manual
appendix section A_S020.1 at wiww federalreserve. gov/publications/iles/chem.pdi with regard to CAMELS rating
upgrades, sec SR letter 12+4 at www federaleserve govisupervistonmeg/sekters/se ] 24.bm.
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* U.S. Treasury securities and government agency obligations

* federal funds sold in domestic offices and securities purchased under agreements to resell

* other US. government-guaranteed securities: includes mortgage-backed securities (MBS)
issued or guaranteed by the U.S. g ora p d enterprise (GSE),

and MBS collateralized by MBS issued or guaranteed by the U.S. government or GSEs.
Includes held-to-maturity (amortized cost) and available-for-sale (fair value) securities.

Less the following item:

* pledged securities

Because of changes in the Call Report and FR Y-9C since the first quarter of 2006, the defi-
nition of HLA is not consistent during the entire time series. Agency commercial mortgage-
backed securities are included in other US. government-guaranteed securities from the first
quarter of 2006 until the first quarter of 2009 but are excluded from the second quarter of
2009 to the fourth quarter of 2010 before being included again in the first quarter of 2011
This is true for both banks and BHCs. Also note that the pledged securities category includes
all pledged securities, including securities without government guarantees.

Allowance for Loan and Lease Losses (ALLL)

The allowance for loan and lease losses, which was originally referred to as the “reserve for
bad debts.” is a valuation reserve established and maintained by charges against the bank’s
operating income. As a valuation reserve, it is an estimate of uncollectible amounts that is
used to reduce the book value of Toans and leases to the amount that is expected to be
collected.

Nonperforming Loans

Nonperforming loans, or problem loans, are those loans that are 90 days or more past due,
plus loans in nonaccrual status.

Reserve Coverage Ratio

The reserve coverage ralio is the ratio of ALLL over nonperforming loans. When calculating
nonperforming loans for the reserve coverage ratio, loans provided by Ginnie Mae that have
been repurchased or are eligible for repurchase have been removed,

Credit Default Swap (CDS) Spread

The five-year CDS spread is reported in basis points relative to senior firm debt, Data are
based on daily polls of individual broker-dealers worldwide. Note that these broker quotes
are typically not transaction prices. Data provided are for LISCC (domestic and foreign)
firms only.

Market Leverage

The market leverage ratio—defined as the ratio of the firm's market capitalization to the sum
of market capitalization and the book value of liabilities—can be considered a market-based
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measure of firm capital (expressed in percentage points). Data provided are for LISCC
(domestic and foreign) firms only.

High-Quality Liquid Assets (HQLA)

HQLA are estimated by adding excess reserves to an estimate of securities that qualify for
HQLA. Excess reserves are estimated using balance data from internal Federal Reserve
accounting records and reserve balance requirements computed based on confidential fillings
of the FR 2900 Report of Transaction Accounts, Other Deposits, and Vault Cash. Securities
are estimated from Form FR Y-9C. Haircuts and Level 2 asset limitations are incorporated
into the estimate (Level 2 assets can represent only a limited share of the HQLA stock).
Because of data availability constraints, HQLA amounts displayed in figure 12 are not based
on 2052a reporting data.

Percent of Time Spent Offsite

The percent of time spent offsite measures the percentage of examination and inspection time
that occurs offsite for SMB, BHC, and SLHC safety-and-soundness events. Small shell hold-
ing companies, with assets less than $1 billion, are excluded from these data.”

* For more ion regarding offsite examinations, soe SR etters 16-8and 95-13 at woww foderalreserve. gon/
supenvisionreg/sretters’srkiters him,
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Appendix B: Abbreviations

ALLL
AML
BETR
BHC
BSA

C&l
CAMELS

CBO
CCAR
DS
CECL
CET
DOI
EGRRCPA
FBO
FDIC
FFIEC
FR
GSE
GSIB
HLA
HQLA
THC
ISLHC
T
LBO
LFBO
LFI
LISCC
MRA
MRIA
oce
OFAC
PCA

allowance for loan and lease losses

anti-money laundering

Bank Exams Tailored to Risk

bank holding company

Bank Secrecy Act

commercial and industrial

capital adequacy (C), asset quality (A), management (M), earnings
(E), liquidity (L), and sensitivity to market risk ($) rating system
community banking organization

Comprehensive Capital Analysis and Review

credit default swap

current expected credit loss

common equity tier 1

Department of Insurance

Economic Growth, Regulatory Relief, and Consumer Protection Act
foreign banking organization

Federal Deposit Insurance Corporation

Federal Financial Institutions Examination Council
Federal Register

government-sponsored enterprise

global systemically important bank

highly liquid asset

high-quality liquid asset

intermediate holding company

insurance savings and loan holding company
information technology

large banking organization

large and foreign banking organization

large financial institution

Large Institution Supervision Coordinating Committee
malter raquiring attention

malter requiring immediate attention

Office of the Comptroller of the Currency

Office of Foreign Assets Control

Prompt Corrective Action

3
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40 Supervision and Regulation Report

RBC
REO
RFI

ROAA
ROE
SLHC
SMB
SR

risk-based capital
regional banking organization

risk management (R), financial condition (F), impact of parent and
nonbanking activities (1) rating system

TeLUrn on average assets

return on equity

savings and loan holding company
state member bank

supervision and regulation
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR BROWN
FROM RANDAL K. QUARLES

Q.1. The Fed’s regulation report released on November 9, 2018,
said that foreign banking organizations (FBOs) still face challenges
in complying with Dodd—Frank Act enhanced prudential standards
(EPS). And yet your testimony noted that FBOs can expect a rule
to “tailor” EPS in the coming year.

Why would the Fed alter taxpayer protections with regard to

FBOs when the Fed’s own report says that banks aren’t fully com-
plying with existing requirements?
A.1. The Board of Governors of the Federal Reserve System (Board)
has taken, and will continue to take, a risk-based approach to su-
pervision, focusing its resources on those institutions (both domes-
tic and foreign) that pose the greatest risk to safety and soundness
and financial stability. On October 31, 2018, the Board approved
two notices of proposed rulemaking that would establish a revised
framework for applying enhanced prudential standards to large
U.S. banking organizations based on their risk profiles. The pro-
posals would establish four categories of standards that reflect the
different risks of firms in each group and would largely keep exist-
ing requirements in place for the riskiest and largest firms. The
proposals build on the Board’s existing tailoring of its rules and ex-
perience implementing those rules, and account for statutory
changes enacted by the Economic Growth, Regulatory Relief, and
Consumer Protection Act.

The changes proposed on October 31, 2018, do not apply to for-
eign banking organizations. As a part of the Board’s current effort
to develop a tailoring proposal for foreign banks, we are consid-
ering the appropriate way to assign foreign U.S. operations to the
category of prudential standards described in the tailoring proposal
for domestic firms, in light of the structures through which these
firms conduct business in the Unites States.

I expect that this proposal and the two proposed rulemakings
from October 31, 2018, by applying enhanced prudential standards
based on risk profile, will enable the Board to continue to apply its
risk-based approach to supervision in a more effective and efficient
manner.

Q.2. In April, the Fed proposed weakening the enhanced supple-
mental leverage ratio (eSLR) by $121 billion for the insured deposi-
tory institutions of the eight largest banks and proposed weakening
the version of the leverage ratio used in stress tests. In a recent
speech, you went further, saying that the leverage ratio should be
eliminated altogether in stress tests. More than half of global sys-
temically important banks (G-SIBs) have had their stock buybacks
and dividends limited in recent years because the leverage ratio
was the binding constraint on capital distributions.

How do you justify letting large banks send capital to share-
holders and executives when it could otherwise be protecting tax-
payers from bailouts?

A.2. Postcrisis regulatory reforms, including the supplementary le-
verage ratio, were designed to improve the safety and soundness
and reduce the probability of failure of banking organizations, as
well as to reduce the consequences to the financial system if such
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a failure were to occur. For large banking organizations in par-
ticular, the objective of the Federal Reserve Board (Board) has been
to establish capital and other prudential requirements at a level
that not only promotes resiliency at the banking organization and
protects financial stability, but also maximizes long term, through-
the-cycle credit availability and economic growth. In reviewing the
postcrisis reforms both individually and collectively, the Board has
sought ways to streamline and tailor the regulatory framework,
while ensuring that such firms have adequate capital to continue
to act as financial intermediaries during times of stress.

Consistent with these efforts, the Board proposed to recalibrate
the enhanced supplementary leverage ratio (eSLR) to align lever-
age capital requirements with risk-based capital requirements for
the G—SIBs. In particular, leverage capital requirements should
generally act as a backstop to the risk-based requirements. If a le-
verage ratio is calibrated at a level that makes it generally a bind-
ing constraint, it can create incentives for firms to reduce participa-
tion in or increase costs for low-risk, low-return businesses. Over
the past few years, however, concerns were raised that in certain
cases the eSLR has become a binding constraint rather than a
backstop to the risk-based standards. With respect to the April
2018 proposal, a decrease in capital requirements at a subsidiary
depository institution does not necessarily result in its holding com-
pany being able to distribute those funds to shareholders. This hap-
pens because the capital rule and other regulatory restrictions at
the holding company level, such as the Board’s annual stress tests,
limit the amount of capital that a holding company can distribute
to shareholders. The analysis that accompanied the April 2018 pro-
posal showed that the banking organizations that would be subject
to the proposal—global systemically important banking organiza-
tions (U.S. G-SIBs)—would be able to release only up to $400 mil-
lion of tier 1 capital (or approximately 0.04 percent of the amount
of tier 1 capital held by these firms) to their shareholders.

With respect to the stress testing program, explicitly assigning a
leverage buffer requirement to a firm on the basis of risk-sensitive
poststress estimates, as the stress testing framework is intended to
do, may be inconsistent with the goals of the leverage ratio.

Q.3. In a recent comment letter, the Federal Reserve Bank of Min-
neapolis noted that the “proposed tailoring of the eSLR and alter-
ations to the existing stress testing that the Board is considering
will weaken taxpayer protection from bailouts. Recent evidence—
some of which economists from the Board of Governors itself has
produced—finds that equity funding requirements for the largest
banks are too low, not too high. Even measures of the credit cycle
and financial stability risk indicate that it is likely prudent for
banks to continue to build capital.”
Please provide your perspective on this statement.

A.3. Maintaining the safety and soundness of the largest U.S.
banks is critical to maintaining the stability of the U.S. financial
system and the broader economy. Accordingly, postcrisis, the Board
along with the other U.S. banking agencies substantially strength-
ened regulatory capital requirements for large banks. The Board’s
capital rules have been designed to significantly reduce the likeli-
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hood and severity of future financial crises by reducing both the
probability of failure of a large banking organization and the con-
sequences of such a failure, were it to occur. Capital rules and
other prudential requirements for large banking organizations
should be set at a level that protects financial stability and maxi-
mizes long-term, through-the-cycle, credit availability and economic
growth. In general, I believe overall loss-absorbing capacity for our
largest banking organizations is at about the right level.

More recently, the Board has proposed various regulatory refine-
ments to pursue its long-standing goal of applying prudential
standards based on a bank’s risk profile and size. This tailoring of
regulations enables the Board to supervise banking organizations
in an effective and efficient manner while maintaining their safety
and soundness.

Q4. In a recent speech, you noted that the Fed is going to repro-

pose a rule on its stress testing regime in light of comment letters

it received. Then your speech goes on to list a whole host of

gharlliges the Fed may make—each of which is more favorable to the
anks.

If the Fed reproposing the Stress Capital Buffer (SCB) proposal
as you’ve outlined, would G—SIBs be required to hold more or less
capital relative to the original SCB proposal?

Can you point us to an example of a proposed change, as noted
in %;our speech, which would require G-SIBs to hold additional cap-
ital?

A.4. The Board’s notice of public rulemaking entitled Amendments
to the Regulatory Capital, Capital Plan, and Stress Test Rules!?
issued in April 2018 would integrate the Board’s regulatory capital
rules, the Board’s Comprehensive Capital Analysis and Review
(CCAR), and stress test rules. Under the proposal, the Board’s su-
pervisory stress test would be used to establish the size of a firm’s
stress capital buffer requirement. As noted in the proposal, the
stress capital buffer requirement would generally maintain or in
some cases increase common equity tier 1 capital requirements for
global systemically important banking organizations (G-SIBs).
That said, the impact of the proposal on firms would vary through
the economic and credit cycle based on the risk profiles and
planned capital distributions of individual firms, as well as the spe-
cific severely adverse stress scenario used in the supervisory stress
test. The same potential impact on individual firms also would
gxistluaner the changes that I have outlined previously in greater
etail.

Board staff are currently reviewing all comments on the proposal
and will carefully consider whether any changes to the proposal are
appropriate.

Q.5. Does the Fed plan to incorporate the G—SIB surcharge into
the Comprehensive Capital Analysis and Review (CCAR) for 2019?
A.5. In 2019, as in past CCAR cycles, the Board intends to evaluate

each firm’s ability to maintain capital ratios above the poststress
minimum requirements. The global systemically important bank

Lhttps: | |www.govinfo.gov [ content | pkg | FR-2018-04-25 [ pdf/2018-08006.pdf
2See, “A New Chapter in Stress Testing”, at hAttps://www.federalreserve.gov [ newsevents/
speech | guarles20181109a.htm.
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holding company surcharge is not a minimum requirement, and
thus, would not be considered as part of the CCAR’s quantitative
assessment.

We are continuing to evaluate ways to simplify the Board’s cap-
ital framework by more closely integrating the regulatory capital
rules and stress testing. The Board’s proposal, issued in April 2018
as noted in the response to 4(a), would introduce the concept of
stress buffer requirements into the regulatory capital rules. This
proposal would integrate the results of the Board’s supervisory
stress test into the regulatory capital rules, which already incor-
porates the G—SIB surcharge.

The goal of the proposal is to provide a more integrated and co-
hesive framework that reduces redundancies and inconsistencies
across the capital rules and stress testing rules. The proposal in-
cludes other modifications as well, such as changes to the assump-
tions used in our stress test.

Q.6. Will you commit to making your meeting schedule transparent
so that the Congress and the public can see who you're talking to
before the Fed announces any proposed rules changing bank cap-
ital, leverage, liquidity, or other standards?

A.6. In my work as a Federal Reserve Board (Board) Governor, as
well as the Vice Chair for Supervision and Regulation, I regularly
meet with a wide range of representatives from the industry, peer
domestic and foreign regulators, academics, public interest groups,
and others. These meetings inform me and, in turn, the Board on
a broad array of critical issues. Consistent with the practice of
other Board members, I have always provided my calendar to the
public upon request and will be happy to provide a copy to your
staff.

Q.7. You have proposed eliminating the qualitative objection cur-
rently included in CCAR. Previously, banks such as Deutsche
Bank, Santander, Citigroup, HSBC, RBS, Ally, and BB&T have re-
ceived objections to their capital distribution plans based on quali-
tative factors.

What is your justification for eliminating the qualitative objec-
tion under CCAR?

A.7. Capital planning is a core aspect of financial and risk manage-
ment that helps ensure the financial strength and resilience of a
firm. Strong, forward-looking capital planning processes ensure
that large firms have sufficient capital to absorb losses and con-
tinue to lend to creditworthy businesses and consumers, including
during times of stress.

In 2017, the Federal Reserve eliminated the qualitative objection
as part of the Comprehensive Capital Analysis and Review (CCAR)
for large and noncomplex firms, which are generally firms with less
than $250 billion in assets, in part because of improvements in risk
management at these firms. I believe that the removal of the quali-
tative objection for these firms has not diminished the effectiveness
of supervision.

Similarly, larger firms have also generally improved their risk
management in the years since the inception of CCAR. Removing
the public objection tool and continuing to evaluate firms’ stress
testing practices through normal supervision for all firms would
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align the outcome of the CCAR qualitative assessment with other
supervisory programs. Firms would remain subject to the same su-
pervisory expectations, and examiners would continue to conduct
rigorous horizontal and firm specific assessments of a firm’s capital
positions and capital planning, tailored to the risk profile of the
firm. While much of the examination work would center on a firm’s
capital plan submissions, examination work would continue on a
year-round basis, taking into account the firm’s management of
other financial risks. The evaluation of the firm’s capital position
and capital planning would culminate in a rating of the firm’s cap-
ital position and planning. Firms with deficient practices would re-
ceive supervisory findings through the examination process, and
would be at risk of a ratings downgrade or enforcement action if
those deficiencies were sufficiently material or not addressed in a
timely manner.

Q.8. When you were asked about the Community Reinvestment Act
at a recent House of Representatives hearing, you said that the law
had become too “formulaic” and that it was therefore less effective.
If that’s the case, would you oppose the aspect of the OCC’s pro-
posal—which would make the CRA even more formulaic by grading
banks’ performance according to one simple ratio?
A.8. 1 was referring to the fact that, over the years, practices have
developed among both banks and their supervisors that result in
much Community Reinvestment Act (CRA) compliance being satis-
fied with a single type of activity. The drafters of the CRA con-
templated, and the language of the statute itself supports, a much
broader potential for involvement in community development and
a much wider range of qualifying investments than currently tends
to result from CRA compliance. We are reviewing information the
Office of the Comptroller of the Currency has received in response
to its advance notice of proposed rulemaking on the CRA, as well
as information gathered through the Federal Reserve’s listening
sessions at many of the Federal Reserve Banks around the country,
to determine whether there are steps we might take as regulators
to come closer to both the letter and intent of the statute. That re-
view is ongoing, and our evaluation of any particular proposal or
element of a proposal, including any potential measurement stand-
ards, will depend on a full analysis of the available information
upon completion of that review.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR TOOMEY
FROM RANDAL K. QUARLES

Q.1. Section 402 of the Economic Growth, Regulatory Relief, and
Consumer Protection Act instructed bank regulators to issue a rule
exempting custody banks’ cash deposits placed at central banks
from the Supplemental Leverage Ratio calculation.

When do you expect to implement Section 4027

A.1. As you indicate, the recent Economic Growth, Regulatory Re-
lief, and Consumer Protection Act (EGRRCPA) legislation requires
the Federal banking agencies to amend the supplementary leverage
ratio as applied to custodial banks. The Federal banking agencies
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are actively working to issue a notice of proposed rulemaking and
expect to issue it for public comment in the near future.

The April 2018 proposal to recalibrate the enhanced supple-
mentary leverage ratio standards assumed that the components of
the supplementary leverage ratio used the capital rule’s existing
definitions of tier 1 capital (the numerator of the ratio) and total
leverage exposure (the denominator); however, the definition of
total leverage exposure will change for certain banking organiza-
tions, through the implementation of section 402. As the Federal
Reserve Board (Board) and the Office of the Comptroller of the
Currency noted in the April 2018 proposal, significant changes to
either component of the supplementary leverage ratio would likely
necessitate reconsideration of the proposed recalibration, as the
proposal was not intended to materially change the aggregate
amount of capital in the banking system. Accordingly, staff is eval-
uating the April 2018 proposal in light of the statutory change, in
addition to comments received on the proposal.

Q.2. Holding almost $5 trillion in U.S. banking and nonbanking as-
sets, foreign banking organizations (FBOs) play an important role
in the U.S. financial system and overall economy. FBOs operating
within the U.S. and U.S. firms operating abroad should compete on
a level playing field. For that reason, I was encouraged to learn
that you intend to review and possibly update regulations applica-
ble to FBOs early in 2019. Previously, you have highlighted Total
Loss-Absorbing Capital (TLAC) requirements for the intermediate
holding companies (IHCs) of FBOs as worthy of review.

Will TLAC requirements be a part of your 2019 efforts?

If so, what are your plans to tailor and streamline internal TLAC
and long-term debt requirements?
A.2. In October 2018, the Board issued notices of proposed rule-
making (NPR) to tailor certain prudential standards for domestic
banks. The Board plans to develop a separate proposal, for public
comment, relating to foreign banking organizations (FBOs) and
their U.S. operations. The October 2018 NPRs did not modify the
Total Loss-Absorbing Capital (TLAC) requirements for U.S. firms;
the specific content of a forthcoming FBO tailoring NPR remains
under consideration.

Q.3. Finally, are you considering adjusting the January 1, 2019,
compliance date currently in effect?

A.3. In the remarks I gave on May 16, 2018, I noted that the Board
should consider whether the internal TLAC calibration for inter-
mediate holding companies (IHCs) could be adjusted to reflect the
practice of other regulators without adversely affecting resolvability
and U.S. financial stability. This matter remains under consider-
ation and the Board continues to monitor relevant developments in
other jurisdictions. The Board’s rule establishing TLAC, long-term
debt, and clean holding company requirements for U.S. IHCs of for-
eign global systemically important banks became effective as of
January 1, 2019. Any change to the internal TLAC requirements
for IHCs, or any other aspect of the rule, would need to be adopted
through the normal public rulemaking process.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR COTTON
FROM RANDAL K. QUARLES

Q.1. FINRA Rule 4210—Two years ago, I sent a letter to the SEC
expressing concern about FINRA Rule 4210, which established
margin requirements on To-Be-Announced (TBA) securities such as
mortgage-back bonds. The key problem here is that rule 4210 ap-
plies to broker-dealers but NOT to banks. Thus broker-dealers can
use their banking arm to evade this requirement, creating an un-
even playing field. Earlier this year, Federal Reserve staff con-
firmed this “inequity” in a call with my staff.

Last April, we spoke about this rule in a hearing with this Com-
mittee. You promised to review that rule to ensure it did not create
an unequal playing field between small and medium broker-dealers
and large, bank-affiliated broker-dealers. I'm sure we agree that re-
stricting market competition isn’t good for anyone except the privi-
leged few banks that would gain business. The day after that hear-
ing, FINRA delayed rule 4210 until March of 2019.

What steps can the Fed take to ensure that rule 4210 does not
create an unequal playing field between small and medium-sized
broker dealers and bank-affiliated broker dealers? Please list them.

Do you agree that as implemented, rule 4210 creates an unequal
playing field for the aforementioned financial institutions?

A.1. As you noted above in your question, the Financial Industry
Regulatory Authority’s (FINRA) Rule 4210 To-Be-Announced (TBA)
amendments are not scheduled to be implemented until spring
2019 at the earliest. In addition, recent action by FINRA suggests
it is working towards reducing the rule’s burden. For example, in
September 2018, FINRA’s Board approved revisions to its Rule
4210 TBA requirements that would eliminate the 2 percent mainte-
nance margin requirement contained in the rule. FINRA’s Board
also approved revisions that would allow member firms to take a
capital charge in lieu of collecting margin for mark to market
losses, subject to specified limitations and conditions.! These
changes would substantially reduce possible inequities between
FINRA firms and bank dealers. FINRA has not yet sought com-
ment on these revisions, and the Federal Reserve is monitoring
FINRA'’s efforts. If the final result creates an unequal playing field,
we will work with fellow bank regulatory agencies to address dis-
parities between FINRA firms and bank dealers in this area, tak-
ing into account the differences between them.

Q.2. Mortgage Servicing Assets—As you know, many lenders prefer
to keep the relationship with the customer via servicing the mort-
gage, even if the bank sells the mortgage itself. There has been a
bipartisan view in Congress that the original rule on MSAs, which
came out as part of the Basel process, was misguided and, indeed,
punitive as applied to small and midsize banks. Many of us were
encouraged when the regulators put out a proposal to change the
existing rule. But that proposal came out over a year ago and still
nothing has been done to finalize it. The current situation is driv-
ing mortgage servicing out of regulated entities and into unregu-
lated ones, which I assume is not your objective.

1See https:/ /www.finra.org [industry | update-finra-board-governors-meeting-092618.
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When can we expect a final rule on mortgage servicing assets to
be issued?

A.2. As part of the 2017 Economic Growth and Regulatory Paper-
work Reduction Act report, the Board of Governors of the Federal
Reserve System (Board), the Office of the Comptroller of the Cur-
rency (OCC), the Federal Deposit Insurance Corporation (FDIC)
(collectively, the agencies), and the National Credit Union Adminis-
tration highlighted their intent to meaningfully reduce regulatory
burden, especially on community banking organizations, while at
the same time maintaining safety and soundness and the quality
and quantity of regulatory capital in the banking system. Con-
sistent with that objective, the agencies issued a proposal in 2017
to simplify certain aspects of the regulatory capital rules for non-
advanced approaches banking organizations, including a simplified
treatment for mortgage servicing assets (MSAs) (simplifications
proposal).

The agencies are working jointly to implement Economic Growth,
Regulatory Relief, and Consumer Protection Act (EGRRCPA),?2
which addresses and supersedes aspects of the simplifications pro-
posal. For example, the agencies recently issued a proposed rule to
conform the regulatory capital treatment of certain acquisition, de-
velopment, or construction loans to that under EGRRCPA.3 The
agencies are actively considering the comments received on the
simplifications proposal in the context of the changes made by the
EGRRCPA.

In addition, on November 21, 2017, the agencies finalized a rule
to extend the current transition provisions in the capital rules for
certain capital deductions that would be affected by the simplifica-
tions proposal. ¢ Thus, while the agencies continue to evaluate com-
ments on the simplifications proposal, for most banking organiza-
tions, MSAs not deducted under the capital rules will continue to
be subject to a 100 percent risk weight rather than the fully
phased-in 250 percent risk weight.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR ROUNDS
FROM RANDAL K. QUARLES

Q.1. In South Dakota, many farmers use derivatives to manage the
risk of price disruptions due to any number of factors in the mar-
ketplace. Given the challenges that farmers are facing on several
fronts, it’s important that South Dakotans are able to access tools
like derivatives in a way that’s as cost-effective as possible.

When our farmers do choose to access derivatives markets
they’re required to provide margin against their derivative con-
tracts. Banks hold that margin in the event the farmer can’t meet
their obligations, thereby reducing the risk of default for the bank
and for the marketplace.

2See, e.g., Interagency Statement Regarding the Impact of the Economic Growth, Regulatory
Relief, and Consumer Protection Act (July 6, 2018), available at https:/ /www.fdic.gov/news/
news /press /2018 /pr18044a.pdf.

383 Fed. Reg. 48,990 (Sept. 28, 2018).

482 Fed. Reg. 55,309 (Nov. 21, 2017). The final rule extended the transition provisions for
banking organizations that are not subject to the capital rule’s advanced approaches. Banking
organizations subject to the capital rule’s advanced approaches remain subject to the stricter
requirements beginning on January 1, 2018.
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Unfortunately the Fed’s methodology for the leverage ratio
doesn’t recognize this reduced risk. As a result, an additional cost
is imposed on farmers across the country when they hedge against
price fluctuations.

When will the Fed act on this issue and provide relief on client
margin? Farmers are in need of relief wherever they can get it.

I'm proud to be the Senate sponsor of S. 3577, the Financial Sta-
bility Oversight Council Improvement Act of 2018. As we continue
to look at ways to make our financial system safer and more resil-
ient, it’s important that FSOC also regulates nonbanks based on
the risk profile of a specific business or industry, not for the sake
of regulation, and not based only on size.

Last year the Treasury Department released a report recom-
mending how FSOC can further improve the SIFI designation proc-
ess for nonbank institutions. Similar to my interest in tailoring reg-
ulations, Treasury suggested that an activities-based approach
would be appropriate. I'm also pleased to hear reports that FSOC
may be taking action on this front by the end of 2018.

Can you elaborate on FSOC’s forthcoming proposals?

If you could, I'd like you to share some of the advantages to the
activities-based approach that FSOC is considering.

How will it help the Fed’s work?

And how will it help the economy more broadly?

A.1. In October 2018, the Federal Reserve Board (Board), along
with the Federal Deposit Insurance Corporation (FDIC) and Office
of the Comptroller of the Currency (OCC) (collectively, the Agen-
cies), issued a proposal that would revise the capital rule to require
banking organizations to use a more risk-sensitive methodology
known as the standardized approach for counterparty credit risk
(SA—CCR) for reflecting derivative contracts in the supplementary
leverage ratio. The Agencies believe that SA—CCR, which recog-
nizes the shorter default risk horizon applicable to margined deriv-
ative contracts, provides a more appropriate measure of derivative
contracts for leverage capital purposes than does the current ap-
proach. Analysis conducted by the Agencies indicates that, com-
pared to the current methodology, the implementation of SA-CCR
would increase covered banking organizations’ supplementary le-
verage ratios.

As noted in the proposal, the Agencies are sensitive to impedi-
ments to banking organizations’ willingness and ability to provide
client-clearing services. The Agencies also are mindful of the Dodd—
Frank Wall Street Reform and Consumer Protection Act (Dodd—
Frank Act) mandate to mitigate systemic risk and promote finan-
cial stability by, in part, developing uniform standards for the con-
duct of systemically important payment, clearing, and settlement
activities of financial institutions. In view of these important,
posterisis reform objectives, the Agencies are inviting comment on
the consequences of not recognizing collateral provided by a clear-
ing member client banking organization in connection with a
cleared transaction. The Agencies will carefully consider the com-
ments received on the proposal.

With respect to your second question on the Financial Stability
Oversight Council (FSOC), the Council has been considering revi-
sions to the interpretive guidance on the designation of nonbanks
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that include taking an activities-based approach (see, for example,
the minutes of the June 15, 2018, FSOC meeting). ! Of course, any
revisions to the FSOC’s current guidance on the designation of
%%Iggnk financial institutions will have to be approved by the

In principle, an activities-based approach toward the designation
of individual nonbank financial institutions would shift the focus
toward reviewing potential risks to U.S. financial stability from a
financial system perspective by examining financial activities and
products throughout various industries. This approach offers some
potential advantages, including the consideration of how certain ac-
tivities undertaken by nonbanks could threaten financial stability
and how best these threats could be addressed. In addition, such
an approach could complement the FSOC’s effort to monitor broad-
er vulnerabilities in the U.S. financial system.

In terms of helping the Federal Reserve’s work, should a firm be
designated and thus subject to supervision by the Federal Reserve,
a clear statement from the FSOC of the particular activities of con-
cern could help focus supervisory efforts to limit systemic risk. Fur-
ther, the activities-based approach proposed in the November 2017
Treasury Department report2 could complement the Federal Re-
serve’s monitoring of financial stability risks. The Board provided
an overview of the framework it uses to monitor financial stability
in the November 2018 Financial Stability Report.3 This framework
focuses on monitoring vulnerabilities in the financial system, such
as elevated valuation pressures, excessive leverage within the fi-
nancial sector, excessive borrowing by businesses and households,
and funding risks.

Monitoring of financial vulnerabilities and activities that could
pose a threat to U.S. financial stability could help regulators design
policies to reduce the likelihood of financial market disruptions or
of credit crunches.

Q.2. Thank you for the ongoing dialogue on the “standardized ap-
proach for measuring counterparty credit risk” rule in derivatives
markets. I appreciate regulators enacting risk-based rules in any
sector of the economy.

I understand that the Fed’s goal was to follow the Basel Commit-
tee’s approach when it was designing the SA—CCR rule. I also un-
derstand that the SA—-CCR methodology as designed by the Basel
Committee recognized that margin posted by derivative users re-
duces the risk of default. That being said, based on my review of
the Fed’s SA—CCR rule, I noticed that the Fed omitted the margin
exposure provisions of the Basel SA—CCR rule.

One of the purposes of implementing the Basel Committee’s SA—
CCR rule was to make American companies more competitive with
our European counterparts, all of whom have implemented the
Basel-driven version of SA-CCR.

Why did the Fed choose not to include margin exposure in the
U.S. SA-CCR rule?

1See https:/ |www.treasury.gov [ initiatives / fsoc [ council-meetings | Documents | June152018
__minutes.pdf.

2See htips:/ /www.treasury.gov | press-center | press-releases | documents | pm-fsoc-designations-
memo-11-17.pdf.

3 See https:/ |www.federalreserve.gov [ publications/ files / financial-stability-report-201811.pdf.
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Will this lack of recognition on margin perpetuate the disparities

between the U.S. and Europe and put our financial institutions at
a disadvantage?
A.2, The proposal is generally consistent with the Basel Commit-
tee’s standards on the recognition of margin in the risk-based and
leverage capital frameworks. In particular, the proposal to require
use of SA-CCR in calculating the supplementary leverage ratio is
generally consistent with the Basel Committee’s standard on lever-
age capital requirements, which currently limits collateral recogni-
tion. The Agencies are sensitive to impediments to firms’ willing-
ness and ability to provide client-clearing services, and recognize
the wide support for the migration of derivative contracts to central
clearing frameworks. In particular, in October 2018, the Basel
Committee issued a consultative document seeking views on
whether to recognize collateral in their leverage capital require-
ment. 4 Accordingly, the Agencies are inviting comment on the con-
sequences of not recognizing collateral provided by a clearing mem-
ber client banking organization in connection with a cleared trans-
action. The Agencies will carefully consider each comment on the
proposal.

Q.3. As you know, Section 402 of S. 2155 exempted the cash depos-
its of custody banks held at central banks from the supplemental
leverage ratio.

Can you give us an update on when section 402 will be imple-
mented?

And can you shed a bit more light into how this section of the
law will interact with changes to the supplemental leverage ratio
that the Fed announced back in April?

Balancing these two priorities is important given that regulatory
(éhanges announced in April could potentially blunt the impact of

. 2155.

A.3. As you indicate, the recently enacted Economic Growth, Regu-
latory Relief, and Consumer Protection Act (EGRRCPA) requires
the Federal banking agencies to amend the supplementary leverage
ratio as applied to custodial banks. The Federal banking agencies
are actively working to issue a notice of proposed rulemaking and
expect to issue it for public comment in the near future.

The April 2018 proposal to recalibrate the enhanced supple-
mentary leverage ratio standards assumed that the components of
the supplementary leverage ratio used the capital rule’s existing
definitions of tier 1 capital (the numerator of the ratio) and total
leverage exposure (the denominator); however, the definition of
total leverage exposure will change for certain banking organiza-
tions through the implementation of section 402. As the Board and
OCC noted in the April 2018 proposal, significant changes to either
component of the supplementary leverage ratio would likely neces-
sitate reconsideration of the proposed recalibration, as the proposal
was not intended to materially change the aggregate amount of
capital in the banking system. Accordingly, staff is evaluating the
April 2018 proposal in light of the statutory change, in addition to

4See Consultative Document, “Leverage Ratio Treatment of Client Cleared Derivatives”,
Basel Committee on Banking Supervision, October 2018, available at htips:/ /www.bis.org/bebs |
publ/d451.pdf.
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comments received on the proposal. The Board also plans to imple-
ment the requirements of section 402 in the near-term.

Q4. I've reviewed remarks you gave at the Brookings Institution
on November 9th and appreciate efforts you're undertaking to im-
plement S. 2155 by tailoring capital and liquidity for banks based
on risk. As the Senate lead on S. 366, the TAILOR Act, I appre-
ciate any and all steps our banking regulators take to tailor regula-
tions to the risk profile and business model of a given institution
as opposed to regulating based on arbitrary asset thresholds.

During your remarks at Brookings you stated that S. 2155 did
not provide relief for large banks and that after the Fed finalizes
its tailoring proposal it will turn its focus to other parts of our reg-
ulatory system.

Can you shed a bit more light into what you meant by that?

What issues will you be considering in your efforts to bring
greater efficiency to our regulatory system?

A.4. The proposals approved by the Board for public comment on
October 31, 2018, are designed to efficiently tailor prudential
standards to the risks of large U.S. banking organizations while en-
suring that firms maintain sufficient resources and risk manage-
ment practices to be resilient under a range of economic condi-
tions. > The proposals build on the Board’s existing tailoring of its
rules and experience implementing those rules, and account for
changes made by the EGRRCPA to the enhanced prudential stand-
ards requirements under section 165 of the Dodd—Frank Act.

In the proposals, the Board stated its plans to propose at a later
date similar amendments that would tailor capital planning and
resolution planning requirements for large U.S. banking organiza-
tions. The Board also stated its plans to issue a separate proposal
relating to foreign banking organizations that would implement
section 401 of the EGRRCPA for these firms, take into account the
structures through which these firms conduct business in the
United States and reflect the principles of national treatment and
equality of competitive opportunity.

In addition, the Board in general aims to reduce unnecessary
costs associated with and streamline regulatory requirements
based on its experience implementing the rules and consistent with
the statutory provisions that motivated the rules.

Q.5. The June 2017 Treasury Report on banks and credit unions
recommended, “The application of U.S. enhanced prudential stand-
ards to foreign banking organizations (FBOs) should be based on
their U.S. risk profile, using the same revised threshold as is used
for the application of the enhanced prudential standards to U.S.
bank holding companies, rather than on global consolidated as-
sets.”

How will the Federal Reserve tailor its regulations according to
this recommendation and the longstanding principle of national
treatment?

A.5. The Board is in receipt of the June 2017 Department of Treas-
ury report and has carefully reviewed its contents including its rec-
ommendations. As noted above, the Board is considering the appro-

5See https:/ |www.federalreserve.gov [ newsevents [ pressreleases [ bereg20181031a.him.
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priate way to assign the U.S. operations of foreign banking organi-
zations to the categories of prudential standards described in the
Board’s October 31, 2018, proposal to tailor prudential standards
for domestic firms, in light of the special structures through which
these firms conduct business in the United States.

Q.6. Given that foreign regulators may retaliate against American
institutions for overly aggressive actions taken by U.S. regulators,
what steps will the Federal Reserve take to focus its tailoring on
the risk profile of intermediate holding companies and not the
branch networks of international banks, which are subject to regu-
lation by their home countries?

A.6. In developing a proposal for foreign banking organizations, the
Board will consider the special structures through which these
firms conduct business in the United States. The Board’s current
enhanced prudential standards were designed to increase the resil-
iency of the U.S. operations of foreign banking organizations, in-
cluding the U.S. branches and agencies of these firms. In devel-
oping the proposal, the Board will continue to consider the prin-
ciples of national treatment and equality of competitive opportunity
along with the extent to which a foreign banking organization is
subject, on a consolidated basis, to home country standards that
are comparable to those applied to financial companies in the
United States.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR TILLIS
FROM RANDAL K. QUARLES

Q.1. After Nasdaq became an exchange in 2006, it is my under-
standing that the Federal Reserve has not undertaken any effort
to update its rules to provide a pathway to margin eligibility for
companies traded over-the-counter (OTC). Margin eligibility of
OTC-traded stocks can be an important part of the growth of small
and emerging companies, as it helps to improve the market quality
of those securities, impact an investor’s willingness to purchase
those securities, and as a result have a direct impact on capital for-
mation. In addition, U.S. investors in the American depositary re-
ceipts (ADR) for Roche ($10bn yearly net income) and other large,
international OTC traded firms are also negatively impacted by the
Federal Reserve’s inaction on this issue.

Will the Federal Reserve take action to revive the margin list for
certain OTC securities? If not, please explain why.

A.1. Responding to your question above and as previously posed re-
garding the List of Over-the-Counter Margin Stocks (OTC List)
that is no longer published by the Federal Reserve Board (Board),
staff have continued to monitor OTC market developments in the
years since the publication of the OTC List ceased. Any expansion
of the types of securities that are margin eligible would require
careful consideration by the Board of the benefits of such an ap-
proach weighed against potential increased burden on banks and
other lenders.

Please know that I appreciate your concerns as noted in your
questions, and we are looking into potential approaches that may
be considered while ensuring any changes would not pose addi-
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tional regulatory burdens. By way of background, I am including
a brief summary of the history of the Board’s OTC List.

In 1968, Congress amended section 7 of the Securities Exchange
Act of 1934 (SEA) to allow the Board to regulate the amount of
credit that may be extended on securities not registered on a na-
tional securities exchange, or those securities known as “over-the-
counter” or “OTC” securities. The following year, the Board adopted
criteria to identify OTC stocks that have “the degree of national in-
vestor interest, the depth and breadth of market, the availability
of information respecting the security and its issuer, and the char-
acter and permanence of the issuer” to warrant treatment similar
to equity securities registered on a national securities exchange.
The Board’s first periodically published OTC List became effective
on July 8, 1969.

In 1975, Congress further amended the SEA to direct the Securi-
ties and Exchange Commission (SEC) to facilitate the development
of a “national market system” (NMS) for securities to accomplish
several goals, including price transparency. The SEC’s criteria for
NMS securities came to cover both exchange-traded stocks (which
were always marginable) and a subset of stocks traded on Nasdagq,
the largest and most technologically advanced over-the-counter
market at that time. The majority of the securities traded on
Nasdaq’s NMS tier were covered by the Board’s OTC margin stock
criteria and appeared on the Board’s OTC List. The Board’s anal-
ysis, however, indicated that the liquidity and other characteristics
of NMS securities generally compared favorably with those of ex-
change-traded securities. Accordingly, the Board amended its mar-
gin regulations in 1984 to give immediate margin status to OTC se-
curities that qualified as NMS securities without regard to whether
the stock appeared on the Board’s OTC List. This action estab-
lished a precedent for relying on NMS status under SEC rules as
a substitute for identifying margin-eligible OTC securities through
the application of Board established criteria.

The Board ceased publication of its OTC List in 1998, and pro-
vided margin status to all securities listed on the Nasdaq Stock
Market, after Nasdaq raised the listing standards for non-NMS se-
curities trading on its market, making them comparable to those
traded on national securities exchanges. Indeed, Nasdaq subse-
quently became a national securities exchange.

Q.2. In previous reports on the state of supervision and regulation,
you have stated, “the Federal Reserve relies to the fullest extent
possible” on State insurance departments in the supervision of In-
surance Savings & Loan Holding Companies (ISLHC) and that you
have worked closely with State officials and the National Associa-
tion of Insurance Commissioners (NAIC) to maximize supervisory
efficiencies and avoid duplication. I continue to hear from my con-
stituents and insurance companies in my State that “tailoring” is
not occurring. It is difficult to point to a single specific action the
Federal Reserve has taken to tailor for these companies, and they
continue to exit the business of banking, with several exits in the
last year.
Is the Federal Reserve concerned about this trend?



84

What specific further actions will the Federal Reserve take to
make sure that ISLHCs are not being driven from the business of
banking by inefficient and overly burdensome regulation?

A.2. In supervising insurance savings and loan holding companies
(ISLHCs), the Federal Reserve has aimed to develop policies that
are insurance-centric and appropriate for the insurance business
and regulatory environment. For instance, the Board’s advance no-
tice of proposed rulemaking on insurance capital requirements set
out two frameworks for capital standards that are each unlike the
Board’s capital rules for bank holding companies.® The Federal Re-
serve recognizes that ISLHCs have multiple functional regulators
and that State insurance regulators are the primary functional su-
pervisors of the insurance companies. In supervising the consoli-
dated insurance organization, the Federal Reserve remains com-
mitted to working cooperatively with State insurance regulators to
reduce the potential for duplication and undue burden of super-
visory activities. The Federal Reserve also tailors its supervisory
activities and guidance to account for the unique characteristics,
organizational and regulatory structures associated with ISLHCs.
Examples of tailoring for these companies include the Board’s ex-
emption of ISLHCs from Federal Reserve consolidated capital,
stress testing and liquidity rules which are generally applicable to
banking organizations.

Federal Reserve examination teams rely on State insurance regu-
lators to the fullest extent possible for the assessment of insurance
risks and activities. For example, supervisory evaluations and find-
ings from State insurance regulators are incorporated into the Fed-
eral Reserve’s consolidated supervision assessments. Federal Re-
serve examiners defer to State insurance regulators for the evalua-
tion of insurance activities pertaining to insurance underwriting,
reinsurance, reserving, market conduct, and compliance with State
insurance laws.

The Federal Reserve also coordinates with State insurance regu-
lators through information sharing agreements and supervisory col-
leges. Additionally, Federal Reserve examination staff meet with
each ISLHC’s primary State insurance regulators to share super-
visory information (e.g., inspection reports, supervisory plans), co-
ordinate supervisory activities, and identify opportunities to lever-
age each agency’s work to complement supervisory efforts and
avoid duplication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR WARREN
FROM RANDAL K. QUARLES

Q.1. You recently made a speech about the Federal Reserve’s
“Stress Capital Buffer” proposal, which makes significant changes
to the annual supervisory Comprehensive Capital Analysis and Re-
view (CCAR) administered by the Fed. You indicated that the Fed
would make a second proposal in response to some industry com-
ments.

1Capital Requirements for Supervised Institutions Significantly Engaged in Insurance Activi-
ties, 81 Fed. Reg. 38,631 (June 14, 2016), https:/ /www.federalregister.gov /| documents /2016 /06
14/2016-14004 / capital-reguirements-for-supervised-institutions-significantly-engaged-in-insur-
ance-activities.
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According your remarks, the Fed is considering allowing a firm
to develop a capital distribution plan after its stress tests because
“firms have told us that they would be able to engage in more
thoughtful capital planning if they had knowledge of that year’s
stress test results before finalizing their distribution plans for the
upcoming year.”

What evidence has the Fed received that firms will actually be
more thoughtful rather than simply plan to distribute the max-
imum amount permitted by the stress tests, thereby outsourcing
their capital decisions to the Fed?

A.1. Currently, and under the Stress Capital Buffer proposal, a
firm must decide whether to increase or decrease its planned divi-
dends and share repurchases for the upcoming year without knowl-
edge of a key constraint: the results of the stress test. While this
practice is intended to encourage firms to think rigorously about
their capital uses and needs in developing their capital plans, it
also introduces significant uncertainty into a firm’s capital plan-
ning process.

Adjusting the operation of the rule such that firms know their
stress capital buffer before they decide on their planned distribu-
tions for the coming year would remove this uncertainty. This
change would not change the expectation that firms continue to en-
gage in meaningful capital planning and use their internal capital
planning processes to set their planned capital distributions. The
Federal Reserve would continue to use the supervisory process to
evaluate the strength of each firm’s capital planning process, in-
cluding identifying its material risks and determining the capital
necessary to withstand those risks during stressful conditions.

Q.2. You indicated in your speech that “reducing volatility” of
stress test demands would be the goal of a future proposal. The
purpose of a stress test is to determine how a firm will fare under
an unanticipated shock.

How is a goal of reducing or minimizing changes in stress test

results to avoid “management challenge” to banks compatible with
this purpose?
A.2. The supervisory stress test allows the Federal Reserve to as-
sess the resilience of banking organizations under various economic
stress scenarios. It is essential to the continued success of the
stress test as a supervisory tool that we preserve the dynamism of
the stress test, and we seek to balance this objective with other su-
pervisory objectives in evaluating future proposals.

One of these supervisory objectives is to mitigate excessive vola-
tility in stress test results. It is typical for supervisory stress test
results for a given firm to change year-over-year, as the scenarios
and firms’ portfolio characteristics change, and we want to main-
tain that feature.

However, large changes in year-over-year stress test results, par-
ticularly those not driven by portfolio changes, can make it difficult
for firms to engage in responsible capital planning.

Maintaining the dynamism of the supervisory stress test need
not be at odds with mitigating excessive volatility in supervisory
stress test results. We are in the process of carefully considering
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how to achieve an appropriate balance of these two goals in future
proposals.

Q.3. The 2008 crisis created financial stress because firms were not
anticipating significant losses from mortgage-backed securities,
which were assumed to be relatively safe assets until unanticipated
losses rapidly materialized over the 2007-2008 period. Over that
period banks were permitted to return about a hundred billion in
capital to shareholders, which later had to be made up by tax-
payers through public capital injections.

How will a low-volatility stress test effectively require banks to
preserve capital during such sharp turns in the market?

A.3. Mitigating excessive volatility in loss estimates, and estimates
of poststress capital, need not be synonymous with maintaining a
static stress test that does not take emerging risks into the eco-
nomic and financial environment into account.

Indeed, it is essential to the continued success of the stress test
as a supervisory tool that we preserve the dynamism of the stress
test, and we seek to balance this objective with other supervisory
objectives in evaluating future proposals.

The severely adverse scenario used in the Board’s annual stress
test reflects a sharp deterioration in macroeconomic and market
conditions, similar to what we experienced during the 2007-2008
period.

Several elements of the Federal Reserve’s stress testing and sce-
nario framework are geared toward capturing shifts in the eco-
nomic environment and in firms’ risk profiles. These types of shifts
would continue to be captured in the supervisory stress test re-
sults. Specifically, supervisory models are regularly reestimated
with newly available data, and the Board’s scenario design frame-
work allows for the incorporation of salient risks to the current eco-
nomic outlook. Further, the Federal Reserve’s supervisory modeling
policies seek to limit reliance on past outcomes, so that supervisory
models can incorporate events or outcomes outside of historical ex-
perience.

Q4. You also indicated that the Fed would begin to “disclose addi-
tional detail about supervisory stress tests models and results . . .
allow[ing] firms to benchmark the results of their own models
against those of the supervisory models.”

Won't a lower-volatility stress test in which details of models and

assumptions are widely known result in a system where stress
tests are functionally equivalent to the Basel III risk-based capital
rules? If so, what would be the justification for having multiple sys-
tems of risk-based capital?
A.4. Maintaining the dynamism of the supervisory stress test—and
therefore its distinction from the Basel III risk-based capital
rules—is one of our key objectives, and need not be at odds with
mitigating excessive volatility in supervisory stress test results. Su-
pervisory stress test results for a given firm will continue to change
year-over-year, as the scenarios and firms’ portfolio characteristics
change. We seek to reduce potentially excessive changes in year-
over-year stress test results, which can make it difficult for firms
to engage in responsible capital planning.
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We believe that the additional model disclosures that we pro-
posed late last year appropriately increase the degree of trans-
parency into supervisory models while preserving the dynamism of
the exercise.

In evaluating future proposals, we will continue to consider how
best to achieve an appropriate balance of the objectives of miti-
gating excessive volatility in capital requirements and preserving
the dynamism of the stress test exercise.

Q.5. The Fed is apparently also considering seeking the public’s
“input on scenarios and salient risks facing the banking system
each year,” providing another opportunity for interested parties to
shape the stress tests. Under the current framework, the scenarios
are determined by the Fed’s economists, with input from the re-
serve banks.

Have you lost confidence in the ability of these experts to foresee

risks and develop effective stress test scenarios? If not, what is the
value of allowing industry actors to influence the tests they will re-
ceive?
A.5. The stress test provides a forward-looking measurement of
bank capital, a view of common and systemic risks across the bank-
ing sector, and a broader understanding of the health of the finan-
cial system. By helping us ensure that the largest firms have suffi-
cient capital to absorb losses and continue to lend in stressful con-
ditions, the stress test helps to reduce the potential that distress
from a single large firm will spill over to the broader economy. The
results are valuable for markets, analysts, and ultimately, the par-
ticipating firms.

The Federal Reserve Board’s (Board) supervisory stress test inde-
pendently assesses the resilience of the financial system under
stress. I believe that our ability to provide an independent view of
capital adequacy enhances the credibility of the test and of our su-
pervisory program. Our independent assessment of poststress cap-
ital relies on models and scenarios developed by Federal Reserve
staff, which is comprised of a wide range of experts that drive inno-
vation in their fields. Across the Federal Reserve System, our di-
verse workforce publishes a wide range of economic and policy re-
search and plays an active role in academic discourse.

Yet we recognize that we are not, and cannot be, a monopoly on
insight and wisdom. In the past, the Board has sought and bene-
fited from multiple and diverse perspectives on elements of its
stress testing program. For example, the Board recently invited
public comment on principles governing stress test model design
and amendments to further clarify the scenario design framework.
Through that process, we received valuable feedback which we in-
corporated in the finalized amendments.

We will continue to push the frontier of stress testing, through
our own research and through the insights we gain from our en-
gagement with the public. We recently announced that we will host
a stress testing conference in July that will be open to the public.
During the conference, we expect that a number of diverse stake-
holders, including academics, public interest representatives, and
financial sector representatives, will share their thoughts on cer-
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tain aspects of the stress test program, including our current ap-
proach to scenario design.

Q.6. In the recent stress capital buffer (SCB) proposal, you shifted
the stressed leverage ratio requirement from the supplemental le-
verage ratio to the less stringent Tier 1 leverage ratio. In your re-
cent speech you then proposed to eliminate the stressed leverage
ratio requirement altogether. You justified elimination of this re-
quirement by claiming that including the leverage ratio in the
stress tests made the operational effect of the leverage ratio more
dependent on modeled risks.

But won’t eliminating the stressed leverage ratio altogether sig-
nificantly increase the role of risk modeling and risk weights in the
capital system?

Could you please provide information on how many firms experi-
enced the current stressed leverage ratio requirement to be their
binding or most significant constraint in the stress test process?

A.6. The Board’s notice of public rulemaking entitled Amendments
to the Regulatory Capital, Capital Plan, and Stress Test Rules!?
issued in April 2018 sought comment on the introduction of a
stress leverage buffer requirement in addition to the current cap-
ital rule’s 4 percent minimum tier 1 leverage ratio requirement.
However, the stress buffer concept would not be extended to the
supplementary leverage ratio. Our analysis indicates that the
stressed supplementary leverage ratio was the binding constraint
for one firm based on the results of the Comprehensive Capital
Analysis Review 2018.

Leverage ratios are intended to function as a backstop to tradi-
tional risk-based capital requirements. Whether or not there is an
additional stress leverage buffer, global systemically important
banks would continue to remain subject to the capital rule’s en-
hanced supplementary leverage ratio standards so leverage capital
requirements would continue to serve as a strong backstop. Board
staff are currently reviewing all comments on the proposal and will
carefully consider whether any changes to the proposed stress le-
verage buffer requirement or more generally are appropriate.

Q.7. Your remarks also indicated that you were motivated by the
view that the “[t]lransparency of the stress test and its inputs and
outputs is key to the credibility of the stress test.”

Does the Fed have any evidence that firms or the market aren’t
taking stress tests seriously under the current regime?

A.7. The Federal Reserve’s stress test remains an effective super-
visory tool. We believe it is important to seek public input and to
assess ways to further enhance the test’s effectiveness.

Since the inception of the supervisory stress test, the Board has
gradually increased the breadth of its public disclosure. By increas-
ing the amount of information about the assessment that is avail-
able to the public, the Board has invited the public to engage and
make an independent evaluation of the stress test’s soundness.
Since the supervisory capital assessment program exercise in 2009,
incremental disclosures of supervisory models and results have
benefited banking organizations and those seeking to understand

1 https:/ www.govinfo.gov / content [ pkg | FR-2018-04-25 [ pdf/ 2018-08006.pdf
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the resilience of firms in times of economic stress. The December
2017 proposals to increase transparency of the supervisory stress
test are the latest incremental step to increase disclosure.

In evaluating each incremental disclosure, the Board considers
how to disclose information about the stress tests in a manner that
appropriately balances the costs and benefits of transparency. For
example, we have not disclosed the full details of our models, in
large part due to the Board’s concerns about convergence of stress
testing, which would make them less effective and would under-
mine the financial stability gains we have made. We also seek to
guard against the risk of firms making modifications to their busi-
nesses that change the results of the stress test without changing
the risks they face. This behavior could result in the stress test giv-
ing a misleading picture of the actual vulnerabilities faced by
firms. It could also result in all firms increasing their holdings of
assets that perform better in the supervisory stress test, which
would make the financial system as a whole less diversified and
more vulnerable to shocks.

RESPONSES TO WRITTEN QUESTIONS OF
SENATOR CORTEZ MASTO FROM RANDAL K. QUARLES

Q.1. Wells Fargo—Wells Fargo Bank admitted to creating more
than 3.5 million accounts without customers’ authorization. Wells
Fargo forced hundreds of thousands of automobile loan customers
to pay for unnecessary insurance policies, with the added expense
leading some borrowers to default and lose their vehicles. Wells
Fargo also admitted to charging improper fees to some mortgage
borrowers. Wells Fargo did not offer help to 870 mortgage bor-
rowers that they were entitled; 545 of those borrowers had their
homes taken from them in foreclosure proceedings. Three of them
were from Nevada.

In February, the Federal Reserve cited those and other issues
when it ordered the bank to halt expansion until it can prove to
regulators that it has systems in place to prevent consumer abuses.

1ngat issues remain with Wells Fargo leadership’s remediation
plan?

Will the Fed object to Wells Fargo capital distribution plan until
.1‘:1 ren&gdiation plan has been accepted and the consent decree re-
eased’

Why did the Federal Reserve not use the Comprehensive Capital
Analysis and Review process to object to Wells Fargo’s capital dis-
tribution plan?

A.1. Thank you for your question. Please note that I have recused
myself from participating in official matters specific to Wells Fargo,
as detailed in a press release dated December 15, 2017.

Q.2. The most recent news from Wells Fargo—870 mortgage bor-
rowers not appropriately assisted—more than 500 wrongly fore-
closed on—was reported AFTER the consent order was signed in
February.

Should we expect more problems of unfair, deceptive and abuse
practices harming Wells Fargo’s customers in the coming year?
Does the Fed and other banking regulators feel they have a handle
on the harmful practices at Wells Fargo?
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A.2. Please see my response to Question 1.

Q.3. Is the asset cap the Fed put in place adequate for changing
Wells Fargo’s behavior?

A.3. Please see my response to Question 1.

Q.4. The Supervisory Reports states that that sales practices and
incentive-based compensation is an area of priority. [p.27]

What will the Fed do to change incentive pay and sales practices
at banks?

A.4. As noted in the Federal Reserve Board’s (Board) November
2018 Supervision and Regulation Report, the Board conducted re-
views of sales and incentive compensation practices at certain State
member banks with total assets between $10 billion and $50 bil-
lion. The reviews identified acceptable practices. When exceptions
were noted, however, findings were determined to be correctable in
the normal course of business.

Through our existing supervisory process, we will continue to
monitor firms’ progress towards appropriately balancing risks con-
cerning sales and related incentive compensation practices.

Q.5. What is the status of the Incentive-based compensation rule
mandated by the Dodd-Frank Wall Street Reform and Consumer
Protection Act? I would note that this is a mandatory law, not dis-
cretionary.

A.5. In June 2016, the Board, Office of the Comptroller of the Cur-
rency (OCC), the Federal Deposit Insurance Corporation (FDIC),
the Securities and Exchange Commission (SEC), the National
Credit Union Administration (NCUA), and the Federal Housing Fi-
nance Agency (collectively, the agencies), jointly published and re-
quested comment on a proposed rule under section 956 of the
Dodd-Frank Wall Street Reform and Consumer Protection Act.
This joint effort proposed several requirements to address incentive
compensation arrangements. The agencies received over 100 com-
ments on the proposed rule. Development of a final rule on an
interagency basis in light of those comments is now under active
work by the agencies.

The Federal Reserve continues to evaluate incentive compensa-
tion practices as a part of ongoing supervision. This supervision
has focused on the design of incentive compensation arrangements;
deferral and risk adjustment practices (including forfeiture and
clawback mechanisms); governance; and the involvement of the
firm’s controls and control function groups in various aspects of in-
centive compensation arrangements.

The Board’s supervision focuses on encouraging robust risk man-
agement and governance around incentive compensation practices
rather than prescribing amounts and types of pay and compensa-
tion.

Q.6. Bank Secrecy Act/Anti—Money Laundering—In the Fed’s Su-
pervisory Report released last week, you note that of the super-
visory findings currently outstanding, nearly 20 percent relate to
weaknesses in BSA/AML programs. [p.26]

Can you be more specific about how “machine-based learning”
could help banks more easily comply with the Bank Secrecy Act?
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A.6. Some banks are becoming increasingly sophisticated in their
approach to Bank Secrecy Act/Anti—Money Laundering (BSA/AML)
compliance, and machine learning features prominently among the
types of new technology that banks have been exploring in recent
years. Machine learning can have many different applications, for
example, some banks have experimented with this technology as a
way to identify potentially suspicious patterns in transaction data
at a reduced cost to the institution. While machine learning has
the potential to enhance suspicious activity monitoring and other
BSA/AML compliance processes, the use of this technology is at an
early stage. The Federal Reserve does not advocate a particular
method to comply with the BSA and believes that, as a general
matter, institutions should consider a broad range of factors when
considering new approaches to BSA/AML compliance such as per-
formance, cost, and security of a particular technology. Any such
processes should be transparent and reproducible so that banks
and examiners understand how the system meets regulatory re-
quirements. When developing innovative approaches, banks must
continue to meet their BSA/AML compliance obligations.

Q.7. Are the banking regulators working with FinCEN on future
joint guidance? What would such guidance include? What impact
would the guidance have under the new decision that guidance
does not have the force of law?

A.7. In December 2018, the Federal Reserve Board (Board) issued
a joint statement with the Office of the Comptroller of the Cur-
rency, the Federal Deposit Insurance Corporation, the National
Credit Union Administration, and the Financial Crimes Enforce-
ment Network that encourages depository institutions to explore
innovative approaches to meet their BSA/AML compliance obliga-
tions and to further strengthen the financial system against illicit
financial activity.! The statement recognizes that new technologies
may help banks to more efficiently identify and report money laun-
dering, terrorist financing, and other illicit financial activity.

While the statement encourages banks to explore new ways of
using their existing tools or adopting new technologies to meet
their BSA/AML compliance obligations, the statement is not itself
binding and expressly recognizes that some financial institutions
may not have the means or ability to innovate. In addition, the
statement makes clear that the Federal Reserve will not penalize
banks that maintain effective anti— money laundering programs but
choose not to pursue innovative approaches.

Q.8. Merger and Acquisition Risk—In the Fed’s Supervisory Report
released last week, you note that upcoming Regional Banking Or-
ganizations Supervisory Priorities include merger and acquisition
risks. A number of banking experts said that reducing the capital
requirements and other rules for banks above $50 billion would
lead to more bank mergers.

Do you expect to see more bank mergers this year and next year
than the past few years? Can you estimate the number of bank
mergers you expect in 2019?

1See https:/ |www.federalreserve.gov | newsevents | pressreleases [ bcreg20181203a.htm.
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A.8. When reviewing a bank holding company application or notice
that requires approval, the Federal Reserve considers the financial
and managerial resources of the applicant, the future prospects of
both the applicant and the firm to be acquired, financial stability
factors, the convenience and needs of the community to be served,
the potential public benefits, the competitive effects of the proposal,
the applicant’s compliance with laws and regulations, and the ap-
plicant’s ability to make available to the Federal Reserve informa-
tion deemed necessary to ensure compliance with applicable law.

Once a merger or application has been approved, we follow merg-
er and acquisition (M&A) activity within the regional banking port-
folio2 chiefly to assess operational risk as the acquirers integrate
the new operations into their consolidated organization.

We continue to see significant M&A activity within the portfolio,
and indeed the regional banking portfolio has grown as banking
companies under $10 billion in assets accelerate their growth
across that size threshold by performing acquisitions.

We do expect M&A activity within the regional banking portfolio
to continue, but any estimate of the projected level of this activity
would be pure speculation, as it will depend on many different
market factors.

Q.9. How much of merger activity is due to changes from S. 2155
and bank regulator actions to reduce some rules?

A.9. The Economic Growth, Regulatory Relief, and Consumer Pro-
tection Act (EGRRCPA), enacted in May 2018, raised the asset
threshold at which certain prudential standards apply from $50 bil-
lion to $100 billion. The new law also changed the asset threshold
for a small bank holding company from $1 billion to $3 billion. An-
ecdotal evidence suggests that the former thresholds may have pro-
vided a merger disincentive to banks to grow beyond that point. At
this time, the Federal Reserve does not have any specific evidence
to indicate that merger activity has materially increased due to
changes from EGRRCPA.

Q.10. Since you note risks to regional banks arising from mergers
and acquisitions, what are those risks?

A.10. As noted in my response to 5(a), when reviewing a bank hold-
ing company application or notice that requires approval, the Fed-
eral Reserve considers the financial and managerial resources of
the applicant, the future prospects of both the applicant and the
firm to be acquired, financial stability factors, the convenience and
needs of the community to be served, the potential public benefits,
the competitive effects of the proposal, the applicant’s compliance
with laws and regulations, and the applicant’s ability to make
available to the Federal Reserve information deemed necessary to
ensure compliance with applicable law.

Once a merger or application has been approved, we follow M&A
activity within the regional banking portfolio chiefly to assess oper-
ational risk as the acquirers integrate the new operations into their
consolidated organization. Operational risks during integration can
involve almost any aspect of running a bank, but the one that gives

2For supervisory purposes, the Federal Reserve generally defines regional banking organiza-
tions as those with total assets between $10 billion and $100 billion.
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the greatest supervisory concern is compatibility of information
technology systems. The acquiring bank needs to ensure that the
transition is smooth across all balance sheet and income statement
accounts, that customers are not inconvenienced or exposed to er-
rors as the accounts are integrated, and that management informa-
tion systems (MIS) used for internal reporting—MIS that generates
metrics on credit, liquidity, and market risks for example—accu-
rately capture the new consolidated entity.

Q.11. Liquidity Coverage Ratio/Stress Tests—Banks are required
to retain enough assets they can easily convert to cash to cover 30
days of expenses. You recommend reducing this cash cushion for all
but the largest banks by revisions to the Liquidity Coverage Ratio.
You say the reduction is minimal. Others say it is large and signifi-
cant. Your Federal Reserve colleague, Governor Lael Brainard says
it “weakens the buffers that are core to the resilience of our sys-
tem.”

How will you know if your analysis is wrong? How will you know

if banks have less capital than prudent based on these regulatory
changes you propose?
A.11. The Board’s liquidity framework for large banking organiza-
tions has two general components: standardized measures, such as
those included in the liquidity coverage ratio rule or net stable
funding ratio proposed rule, and firm-specific measures, such as li-
quidity risk management requirements and internal liquidity
stress testing requirements.

The recent proposals to further tailor prudential standards would
reduce or remove standardized liquidity requirements for some
firms, but they would retain the firm-specific measures for all firms
with $100 billion or more in total assets. As a result, the proposals
would continue to require these firms to meet liquidity risk man-
agement standards, conduct internal liquidity stress tests, and hold
a buffer of highly liquid assets sufficient to meet projected 30-day
stressed cash flow needs under internal stress scenarios. The pro-
posals would also require these firms to maintain regulatory re-
porting of key liquidity data, which facilitates the Board’s super-
vision of liquidity-related risks. In addition, the Board will continue
to assess the safety and soundness of firms in the normal course
of supervision.

Taken together, these firm-specific standards and data reporting
requirements will allow supervisors to continue to achieve regu-
latory objectives while improving upon the simplicity, trans-
parency, and efficiency of the regime. In this manner, the proposals
build on the Board’s existing practice of tailoring regulatory re-
quirements based on the size, complexity, and overall risk profile
of banking organizations.

Q.12. If banks or their trade associations start taking the Federal
Reserve to court due to their differences in how the tailoring
worked, a stress test result or a cost-benefit analysis they do not
agree with, will you feel your analysis was wrong?

A.12. The Board takes seriously the importance in the rulemaking
process of seeking comment from the public, carefully considering
those comments, and assessing the costs and benefits of its rule-
making efforts. The Board believes strongly that public comment
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and cost-benefit analysis can enlighten our regulatory actions and
inform the implementation of our statutory responsibilities. In ad-
dition to seeking public comment on its proposals, the Board often
collects impact information directly from parties that may be af-
fected. Under the Board’s current practice, consideration of costs
and benefits occurs at each stage of the regulatory or policymaking
process. Recent examples of the publication of quantitative anal-
yses in connection with its rulemakings include the global system-
ically important bank (G-SIB) surcharge rule, the single-
counterparty credit limit rule, and the long-term debt rule.

The Board has established processes that allow institutions to re-
spond to and appeal certain types of administrative actions, such
as stress test results. In addition, the Administrative Procedure Act
(APA) provides for judicial review of final regulations issued by the
Board. Affected firms have the legal right to challenge the actions
of any administrative agency under the APA, including whether
the agency has engaged in reasoned decision making. Although the
Board strives to robustly support all of its supervisory and regu-
latory actions, these appeal and judicial review processes help to
ensure fair and effective implementation of our statutory respon-
sibilities, consistent with applicable administrative requirements.

Q.13. This isn’t just one weakening of buffers. There are numerous
reductions at from several rulemakings that I think collectively
have a material effect in weakening safeguards. Are you concerned
that this “death by a thousand cuts” will result in much less of a
capital cushion for banks that may find themselves in trouble in
the future?

A.13. Reforms implemented since the financial crisis have resulted
in substantial gains in the resiliency of large banking organizations
and the financial system as a whole. The proposals issued in Octo-
ber 2018 and April 2019, seek to tailor the Board’s prudential re-
quirements for certain U.S. banking organizations and foreign
banking organizations in accordance with the risk profiles of these
firms while still maintaining the core reforms and gains made over
the past decade.

For liquidity standards, the proposals would continue to ensure
that firms with the most significant risk profiles are subject to the
most stringent liquidity requirements. For example, all U.S. G-
SIBs and firms with very substantial size or cross-jurisdictional ac-
tivity would be subject to the full liquidity coverage ratio and pro-
posed net stable funding ratio requirements. The proposals would
also require any firm with a high reliance on unstable short-term
wholesale funding to meet the full requirements. This distinction
would reflect these firms’ elevated vulnerability to liquidity risk,
and help to reduce the risk of asset fire sales that could transmit
distress to other market participants and destabilize the system.

As noted in my response to question 6(a), all firms with assets
greater than $100 billion will continue to be subject to firm-specific
liquidity requirements. As a result, these firms will still be re-
quired to conduct internal stress tests and hold liquidity buffers
sufficient to meet projected 30-day net stressed cash-flow needs.

Further, with respect to capital, the proposals do not modify cap-
ital requirements of the largest, most systemically important bank-
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ing organizations (U.S. G-SIBs and banks either that are very
large or have substantial cross-jurisdictional activity). The pro-
posals may result in an adjustment of capital requirements for
smaller, less-systemic firms, although the impact on capital levels
for these firms could vary under different economic and market
conditions. The proposals also would also lower these firms’ compli-
ance costs. As a result, the proposed requirements would reduce
costs appropriately for those firms that have a limited impact on
the financial system as a whole, relative to firms with more signifi-
cant systemic footprints.

Q.14. While you praise transparency in regulation, some warn that
providing the textbook prior to the test or describing rigorous re-
quirements for regulation allows banks to skirt the law in areas
not yet covered. For example, there was probably little oversight of
cryptocurrencies yet they have become a huge problem with Initial
Coin Offering frauds. How will your focus on transparency avoid
giving banks the option to make an argument that they not be test-
ed1 01; held accountable for something not clearly defined in the
rules?

A.14. Issuing clear regulations is fundamental to the legitimacy of
democratically accountable institutions and is central to the Fed-
eral Reserve’s mission; regulated firms have a right to know the
specific requirements that apply to them. While the Board is aware
that prescriptive regulation may not capture all potentially harm-
ful activity undertaken by regulated firms, the Board’s comprehen-
sive supervisory regime is designed to identify such activity before
it poses harm to a firm or to financial stability, and the Board also
relies on its general safety and soundness authority3 to address
such activity.

Q.15. Standard & Poor’s and Moody’s stated that weakening bank
requirements is a credit negative for bank bond investors. An S&P
report said “the Fed’s proposals are incrementally negative for
bank creditors.” Moody’s report stated that the “reduced frequency
of capital and liquidity stress testing could lead to more relaxed
oversight and afford banks greater leeway in managing their cap-
ital and liquidity stress testing could lead to more relaxed oversight
and afford banks greater leeway in managing their capital and li-
quidity, as well as reduce transparency and comparability, since
fewer firms will participate in the public supervisory stress test.”
Do you concur with two of the Credit Rating Agencies that your
proposals—reducing or recalibrating capital requirements and
stress tests—are “credit negative”? Why or why not?
A.15. The proposed adjustments to the Board’s capital and liquidity
requirements are designed to efficiently tailor prudential standards
to the risks of large banking organizations while ensuring that
firms maintain sufficient resources and risk management practices
to be resilient under a range of economic conditions. They are in-
tended to maintain and support the postcrisis increases in resil-
iency.

In regard to capital and liquidity requirements, including capital
and liquidity stress testing requirements, the Board is focused on

312 CFR part 208, subpart J, appendix D-1.
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reducing the complexity of the requirements in a way that does not
materially lower the aggregate amount of total loss absorbing ca-
pacity maintained by banking organizations supervised by the
Board. In addition, the Board is focused on tailoring the capital
and liquidity prudential standards so that they are more reflective
of the variety of business models and risk profiles observed across
the industry, in a manner consistent with the requirements of
EGRRCPA.

Any adjustments to the Board’s regulatory requirements will be
coupled with the Board’s continued commitment to strong super-
vision, and expectation that financial institutions manage their
risks and maintain sufficient capital and liquidity to continue oper-
ations under stressed conditions.

Q.16. Community Reinvestment Act and Regulatory Coordination—
In your response to my questions for the record last Spring, you ne-
glected to answer one of my questions.

Which, if any recommendation from the Treasury Department or
Comptroller Otting do you disagree with regarding the Community
Reinvestment Act?

A.16. Recommendations offered by the Treasury Department and
Comptroller Otting on opportunities to modernize the Community
Reinvestment Act (CRA) regulations have contributed to valuable
analysis and dialogue among the agencies, as well as input from
the public. As I have stated previously, I support the goal of im-
proving the current supervisory and regulatory framework for CRA
based on feedback from industry and community stakeholders. We
are reviewing the information the OCC has received in response to
its advanced notice of proposed rulemaking on the CRA, as well as
information gathered through the Federal Reserve’s listening ses-
sions at many of the Federal Reserve Banks around the country to
determine whether there are steps we might take as regulators to
come closer to both the letter and intent of the statute. That review
is ongoing, and our evaluation of any particular proposal or ele-
ment of a proposal will depend on a full analysis of the available
information upon completion of that review.

Q.17. As the Vice Chair of Supervision at the Fed, can you explain
why there appears to be less interagency coordination, and more
controversial proposals being advanced, since you took over the Su-
pervisory role at the Fed? What is the potential for reducing public
confidence and certainty in the regulatory actions you and others
are attempting to take quickly and unilaterally?

A.17. The Board consults and coordinates on a regular basis with
its fellow bank regulatory agencies on a wide range of matters af-
fecting depository institutions and their affiliates. This consultation
and coordination facilitates a more cohesive regulatory framework,
which is intended to promote the safety and soundness of the bank-
ing system in the most efficient and least burdensome way pos-
sible. The Board also consults regularly with the SEC, Consumer
Financial Protection Bureau (CFPB), Commodity Futures Trading
Commission (CFTC), OCC, FDIC, NCUA, and Treasury Depart-
ment, in areas where regulatory responsibilities overlap. Coordina-
tion and cooperation with other agencies occurs at staff levels as
well as through senior officers and members of the Board. In addi-
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tion, the Board participates in the Federal Financial Institutions
Examination Council (FFIEC) and in the Financial Stability Over-
sight Council, both of which facilitate interagency consultation and
cooperation. These many avenues of consultation at multiple levels
increase the coordination and consistency of regulation across a
banking industry that has multiple regulators and charters.

Many of the proposals and final rules issued by the Board in re-
cent months have been issued in coordination with other agencies.
Recent examples of proposed or final rules issued in coordination
with the OCC and FDIC include amending the definition of high-
quality liquid assets under the agencies’ liquidity rules; expanding
eligibility for an extended examination cycle for insured banks and
branches of foreign banks; raising the threshold for residential real
estate transactions requiring an appraisal; and tailoring of liquidity
and capital requirements for large banking organizations. Other re-
cent examples of proposals issued in coordination with the FDIC
and OCC include a proposal to establish a community bank lever-
age ratio, a proposal to streamline reporting requirements for small
institutions, and a proposal to exclude community banks from the
Volcker rule. The agencies continue to work together to implement
other provisions of S. 2155 and on other matters of common inter-
est.

Q.18. Labor Market/Housing Market—The U.S. has seen con-
sistent positive private sector job growth now for more than 100
consecutive months. To what extent are these gains sustainable?
What risks to the labor market do you see on the horizon?

A.18. As you noted, private sector payrolls have increased every
month since the spring of 2010. The labor market remains strong,
and I expect the expansion to continue, with further positive job
gains.

As always, there are risks to the outlook, and admittedly, reces-
sions are hard to foresee. But many studies demonstrate that eco-
nomic expansions do not end simply because they have persisted
for a long time. Rather, some shock or collection of shocks occurs
that is sufficient to push the economy into recession. At present,
the banking system is well capitalized and highly liquid, and the
Federal Reserve is committed to do everything we can to sustain
the ongoing expansion. The Federal Reserve’s recently inaugurated
Financial Stability Report discussed risks and the resilience of our
financial system in some detail. Other risks to the outlook could
come from abroad, in the form of a material downturn to some of
our trading partners or from the effects of Government policies, in-
cluding trade policy and Brexit.

While such downside risks are present, as reported recently in
the Summary of Economic Projections, most Federal Reserve pol-
icymakers view the risks around our projections as balanced. Most
importantly, policy is not on a preset course, and we will respond
to changes in the economic outlook as warranted.

Q.19. More than half of renters pay more than ¥3 of their income
for rent. Nearly half of Americans cannot handle a $400 emer-
gency. What are your concerns about the housing market where
prices are high and supply—both rental and home ownership—is
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inadequate in many communities? What should Federal policy
makers do to increase the supply of affordable homes?

A.19. A healthy labor market is one of the most important factors
helping families afford their housing costs. Our labor market is
currently quite strong overall. The unemployment rate is at its low-
est level in many decades, and the strong job market has encour-
aged more people to seek and hold jobs. According to aggregate sta-
tistics, however, house prices and rents have been rising well above
the growth rate of aggregate disposable household income. More-
over, aggregate statistics can mask important differences across re-
gions of the country. This is especially the case with housing mar-
kets, which have distinct geographic and local features. While an
improving labor market has produced some easing in the share of
households that are cost-burdened, the share of cost-burdened
households remains elevated relative to the period before the finan-
cial crisis, and I share your concern over what this means for the
households affected.

Housing costs have been rising because of increasing costs of
labor and materials and, importantly, the availability and cost of
land for residential construction, which are in turn influenced by
local conditions and regulation. The Federal Reserve tracks condi-
tions in the housing market and has noted the challenges of adding
directly to the supply of affordable housing. Each of the regional
Federal Reserve Banks has an active, well-staffed community de-
velopment function—one of the great benefits of the Federal Re-
serve’s structure. We get important and timely information on the
state of local economic and financial conditions, including those af-
fecting low- and moderate-income, as well as other underserved,
communities. Our community development staff at the Board and
several Reserve Banks have conducted research to better under-
stand housing affordability challenges, recognizing the importance
of sufficient affordable housing to a community’s economic vitality.
We also conduct and disseminate research on policy and practice
solutions. Increasingly we have been exploring the challenges of
supplying affordable rental housing and the role of local land use
and zoning policies.

Q.20. Banks Hoarding Interest Income as the Fed Raises Rates—
Since the Fed began raising interest rates, banks have seen a sig-
nificant jump in net interest income and charged consumers more
for loans, all while keeping the interest rate paid on customer de-
posit% relatively flat. Why are depositors not getting higher interest
rates?

A.20. Banks’ profits are partly determined by the difference in in-
terest expense they must pay on deposits and other liabilities and
the interest they earn on their assets, including loans. Interest
rates on bank deposits are determined by private markets, as are
the interest rates on loans, bonds, and other financial savings and
investment products. A significant share of banks’ funding comes
from customer deposits, for which banks must compete with other
banks and nonbanks, such as money market mutual funds. Banks
must also compete with other banks, nonbanks, and markets when
setting lending rates for borrowers. Historically, we have seen that
banks do not raise the rates they offer on customer deposits as
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much or as quickly as interest rates on other bank products, such
as loans, when the Federal Reserve raises its policy rate. Moreover,
the rate paid by banks on their deposit accounts does not tend to
rise as much or as quickly as the yields savers earn on alternative
savings investments, such as money-market mutual funds.

Of note, average advertised deposit rates are often an incomplete
indicator of how banks attract and retain customer deposits. Pres-
ently, the range of rates offered by banks is wide, and many banks
temporarily offer promotional rates. In addition, banks may use al-
ternative methods to compete for deposits vis-a-vis other banks and
money market mutual funds. Such alternative methods of compen-
sating depositors include cash incentives, special rates that are not
broadly advertised, and special offers on other services. We con-
tinue to study these trends and the ways in which changes in mon-
etary policy transmit to the broader economy.

Q.21. Cannabis Banking—As more States begin to legalize mari-
juana, it becomes imperative that Congress act on offering financial
services for cannabis and cannabis affiliated businesses. In its first
year of legalization, the State of Nevada collected $69.8 million in
tax revenue from cannabis alone—this figure indicates that there
is not an insignificant amount of cash that is floating around our
financial system.

Are you able to discuss whether, if any, how a lack of financial
services for cannabis businesses impacts our monetary system?

A.21. We understand that cannabis business may largely be con-
ducted via cash transactions. Although the volume (and the attend-
ant risk) of cash transactions may be large for any individual busi-
ness, the scale of these businesses relative to the scale of the
United States economy is quite small. As such, any additional cash
activity from these businesses does not appear to be having any im-
pact on the Federal Reserve’s ability to provide currency and coin
nor on its ability to conduct monetary policy.

Q.22. Could you discuss the regulatory burden that this prohibition
places on federally chartered banks?

A.22, Federal law makes it a Federal crime to possess, grow, or dis-
tribute marijuana, and prohibits an entity from knowingly engag-
ing in a monetary transaction in criminally derived property.+
Therefore, financial transactions that are related to marijuana are
defined as money laundering under Federal law, even those related
to operations that are licensed or approved under State law. The
conflict between Federal and State law has created challenges for
marijuana-related businesses and banks.

In 2014, the Financial Crimes Enforcement Network (FinCEN)
issued guidance to “clarify how financial institutions can provide
services to marijuana-related businesses (MRBs) consistent with
their Bank Secrecy Act (BSA) obligations.”5 Similar to other BSA
guidance, a reference to the 2014 FinCEN guidance was incor-
porated into the FFIEC BSA/AML Examination Manual. If there
are legislative changes or if FinCEN repeals or revises its guid-

4See the Controlled Substances Act and 18 U.S.C. 1957.
5 https: | |www.fincen.gov [ sites | default/ files | shared | FIN-2014-G0011.pdf
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ance, the Board, along with the other FFIEC agencies, will evalu-
ate whether additional steps would be appropriate.

Examiners assess whether the bank management has imple-
mented controls that are commensurate with the bank’s risks, and
when those risks involve MRBs as customers, examiners assess if
the bank is complying with FinCEN’s 2014 marijuana guidance, in-
cluding its suspicious activity report filing requirements. In gen-
eral, examiners determine if the bank’s controls are commensurate
with the risks posed by its products, services, and customers. As
a general matter, the decision to open, close, or decline a particular
account or relationship is made by a depository institution, without
involvement by its supervisor.
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