
 

June 2, 2016 

Via Electronic Mail 

Board of Governors of the Federal Reserve System 

Attn:  Robert deV. Frierson, Secretary 

20th Street & Constitution Avenue, N.W. 

Washington, D.C. 20551 

 

 

Re: Incorporation of the GSIB Surcharge into CCAR 

Dear Sir or Madam: 

The Clearing House Association L.L.C.
1
 is writing to identify significant analytical, 

policy and practical problems that strongly caution against any incorporation of the capital 

surcharge for U.S. global systemically important banks into its Comprehensive Capital Analysis 

and Review, which the Federal Reserve has said it is contemplating.  These problems are 

compounded by what appear to be significant limitations and weaknesses in the methodological 

framework used by the Federal Reserve to calibrate the GSIB surcharge rule, which has never 

been subject to public comment, and the increasing extent to which the GSIB surcharge 

framework fails to reflect key developments that are reducing the very systemic risks the 

surcharge is intended to measure and tax.   

As important as these conceptual problems are, the real-world impact of incorporating the 

GSIB surcharge into CCAR would likely be even more significant.  Doing so would amplify the 

impact of capital regulation on financial market structure, including the deterioration of market 

                                                           
1
  The Clearing House is a banking association and payments company that is owned by the largest 

commercial banks and dates back to 1853.  The Clearing House Association L.L.C. is a nonpartisan 

organization that engages in research, analysis, advocacy and litigation focused on financial regulation that 

supports a safe, sound and competitive banking system.  Its affiliate, The Clearing House Payments 

Company L.L.C., owns and operates core payments system infrastructure in the United States and is 

currently working to modernize that infrastructure by building a new, ubiquitous, real-time payment 

system.  The Payments Company is the only private-sector ACH and wire operator in the United States, 

clearing and settling nearly $2 trillion in U.S. dollar payments each day, representing half of all commercial 

ACH and wire volume.   
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liquidity and the increased likelihood of market volatility associated with the continuing shift 

from principal- to agency-based intermediation.   

A. Conceptual and Methodological Problems 

I. Incorporating the GSIB surcharge into CCAR would undermine its credibility and 

integrity as a stress test. 

According to the Federal Reserve, “[t]he Comprehensive Capital Analysis and Review 

(CCAR) is an annual exercise by the Federal Reserve to assess whether the largest bank holding 

companies operating in the United States have sufficient capital to continue operations 

throughout times of economic and financial stress....”
2
  CCAR is “a means for assuring that 

large, complex financial institutions have sufficient capital to allow them to remain viable 

intermediaries even under highly stressful conditions.”
3
  As such, it is both a core safety and 

soundness protection and an important assurance to the investing and voting public about the 

resilience of the banking system.  For these reasons, The Clearing House and its members have 

long been supportive of capital stress testing in general, despite certain misgivings as to its 

application in practice. 

It is crucial to the continuing credibility and integrity of CCAR that it remain just that – a 

supervisory stress test of banks’ ability to weather future recessions and financial stresses, rather 

than an opaquely derived Pillar 2 minimum capital requirement.  The incorporation of the GSIB 

surcharge into CCAR would convert it to the latter, such that CCAR results for U.S. GSIBs 

would provide less meaningful information to banks, investors and the public about banks’ 

capacity to withstand stress.  This outcome would be very unfortunate, as it would undermine a 

key post-crisis regulatory innovation that has been highly successful in enhancing the resiliency 

of the banking system and public confidence therein. 

II. CCAR is already designed to capture risks that are unique to GSIBs. 

The relative stringency and calibration of CCAR is the collective function of three key 

components of the process:  (i) the macroeconomic scenarios on which the exercise is based, (ii) 

the Federal Reserve models and assumptions by which these scenarios are applied to individual 

bank holding company balance sheets to estimate stress losses, and (iii) the post-stress capital 

levels below which bank holding companies are constrained from distributing capital to 

shareholders.  Incorporating the GSIB surcharge into one or more of these components would 

effectively result in “double taxation” of GSIBs, as the existing CCAR framework already 

includes unique, incremental assumptions that increase stress loss estimates that apply only to 

GSIBs.  In particular, all eight U.S. GSIBs are required to assume a counterparty failure scenario, 

and six of the eight GSIBs are required to assume an instantaneous global market shock.  No 

non-GSIB is subjected to either additional stress. 

                                                           
2
  See http://www.federalreserve.gov/bankinforeg/stress-tests-capital-planning.htm. 

3
  See Governor Daniel K. Tarullo, Speech at the Federal Reserve Third Annual Stress Test Modeling 

Symposium, “Stress Testing after Five Years” (June 25, 2014). 



Board of Governors of the 

Federal Reserve System 

-3- June 2, 2016 

 

The redundancy and duplication that would be inherent were the GSIB surcharge to be 

incorporated into CCAR becomes readily apparent when one considers the significant overlap 

between (i) the factors that increase one’s GSIB surcharge and (ii) the market shock and 

counterparty failure scenarios.  For example, the interconnectedness factor that comprises one-

fifth of the GSIB surcharge methodology targets substantially the same risks that are targeted by 

the counterparty failure scenario.  Similarly, the GSIB surcharge methodology’s complexity, 

inter-connectedness and cross-jurisdictional activity factors target substantially the same risks 

that are targeted by the CCAR market shock.  Incorporating the GSIB surcharge into CCAR 

would effectively “double-tax” these risks, and thereby further enhance the GSIB surcharge’s 

implicit mandate to reduce principal-at-risk market making and other capital markets activity. 

Indeed, this comparison highlights the extent to which CCAR’s counterparty failure and 

market shock add-ons might be best understood as an alternative approach to calibrating the 

amount of capital that should attend GSIB-specific risks that, while not without its faults, appears 

to be substantially more empirically grounded than the existing GSIB surcharge.
 4

   While one 

can (and ideally should) debate which of the two conceptual approaches to ensuring adequate 

capitalization of GSIB-specific risk is more appropriate, there appears to be no rational basis for 

applying both in combination. 

III. The weaknesses and limitations of the Federal Reserve’s methodology for calibrating the 

GSIB surcharge make any incorporation of the surcharge into CCAR particularly 

inappropriate. 

The Clearing House has reviewed the Federal Reserve’s methodology for calibrating the 

GSIB surcharge rule and identified what appear to be serious limitations and weaknesses in the 

approach.  While a notice and public comment process could have identified these problems, a 

meaningful description of this methodology was only published at the same time as the final rule 

in the form of a white paper – in apparent conflict with both the letter and spirit of the APA.
5
   

The Clearing House’s analysis of the white paper, which is described in detail in the 

recent TCH Research Note attached as Annex A of this letter, identified numerous aspects of the 

white paper’s “expected impact” methodology and analysis (the “Calibration Exercise”) that 

appear to undermine the validity of the GSIB surcharge’s calibration.  Two of those identified 

shortcoming are especially relevant to the question of the surcharge’s suitability for 

incorporation into CCAR. 

                                                           
4
  It is important to note that the combination of these two add-ons together with the overall macroeconomic 

scenario may significantly decrease the diversification benefit that generally attends GSIB business models, 

as it is counterfactual to assume that all three (and the losses they imply) would occur simultaneously at the 

beginning of the CCAR stress period and thereby inconsistent with a comprehensive, neutral approach to 

stress testing that rewards diversification. 

5
  See, e.g., Chamber of Commerce of the United States v. SEC, 443 F.3d 890, 900 (D.C. Cir. 2006); 

Appalachian Power Co. v. EPA, 249 F.3d 1032, 1039 (D.C. Cir. 2001); Motor Vehicles Mfrs. Ass’n of U.S., 

Inc. v. State Farm Mut. Auto Ins. Co., 463 U.S. 29, 43 (1983); Business Roundtable v. SEC, 647 F.3d 1144, 

1148 (D.C. Cir. 2011).  
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First, a crucial aspect of the calibration methodology is the incorporation of a measure of 

“the relative harm that a given banking firm’s failure would cause to the financial system.” Here, 

the Calibration Exercise simply assumes that a firm’s “systemic risk indicator score” is a direct 

proxy for its impact on the financial system upon failure, without providing any meaningful 

empirical evidence or analysis that these scores reflect the actual or relative systemic losses that 

the financial system would suffer upon a particular firm’s failure.  Simply put, the Calibration 

Exercise provides no evidence that this crucial portion of its methodological formula is grounded 

in fact or experience.  

Second, another key element of the Calibration Exercise’s methodological formula is the 

probability that a firm with a given level of capital will fail.  Here, the Calibration Exercise is 

based on parameters estimated using a non-representative sample, both in terms of bank holding 

companies included and time period covered.  In particular, in order to estimate the probability 

of both a GSIB and large non-GSIB’s default, the Calibration Exercise uses historical loss data 

from 1987-2014 for the 50 largest bank holding companies for each quarter, notwithstanding the 

fact that such a wide pool includes banks that bear little to no resemblance to the eight current 

U.S. GSIBs and, in particular, had much more volatile earnings.   

Adjusting the analysis to use only post-1996 data for a slightly more appropriate and 

representative population of banking organizations – the 33 largest rather than 50 largest BHCs  

–  would result in a suggested GSIB surcharge for a hypothetical GSIB with the average score 

that was approximately 75 basis points lower than that suggested by the approach taken in the 

Calibration Exercise’s regression analysis.  And adjusting the analysis to use only post-1996 data 

for the most appropriate population of banking organizations for comparison purposes – the 10 

largest rather than 50 largest BHCs – would result in a suggested GSIB surcharge for a 

hypothetical GSIB with the average score that was approximately 185 basis points lower than 

that suggested by the approach taken in the Calibration Exercise’s regression analysis.   

It is worth noting that a reduced sample size of 33 bank holding companies would 

exclude those bank holding companies that the Federal Reserve itself, in a comment to the GAO 

in 2014, asserted were too small to be comparable to the largest BHCs.
6
   

To appreciate the impact of including unrepresentative firms, consider First City 

Bancorporation of Texas, a BHC that concentrated its portfolio in Texas real estate and energy 

lending, received FDIC open bank assistance in 1988, and later failed.  Inclusion of this single 

bank holding company in the data set appears to be responsible for approximately 40 basis points 

of the GSIB surcharge for a hypothetical GSIB with the average score under the Calibration 

Exercise’s regression analysis.   

                                                           
6  See Government Accountability Office, “Large Bank Holding Companies, Expectations of Government 

Support,” GA-14-621 (July 2014), p. 60. 
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IV. The failure of the GSIB surcharge rule to account for continuing regulatory developments 

that have substantially decreased the systemic risk of GSIBs makes its calibration 

increasingly inaccurate and overstated. 

The Federal Reserve has stated that the GSIB surcharge is “designed to reduce a GSIB’s 

probability of default such that a GSIB’s expected systemic impact is approximately equal to that 

of a large, non-systemic bank holding company.”
7
  Thus, by definition, regulatory changes that 

reduce the systemic impact of a GSIB’s failure should reduce its GSIB surcharge, but they do 

not.
8
  Below are some examples of material U.S. regulatory changes, already adopted or pending, 

that materially decrease the systemic risk of GSIB default.   

 The Federal Reserve has proposed to require U.S. GSIBs to hold substantial 

mandatory amounts of TLAC to allow these firms to be resolved without 

extraordinary government support or taxpayer assistance.  The TLAC proposal 

complements and supports other key reforms, including the FDIC’s “single point of 

entry” approach to resolution, under both Title I and Title II of the Dodd-Frank Act.  

Most notably for systemic risk purposes, this approach cleanly inflicts losses on 

holding company creditors, with operating subsidiaries – banks and broker-dealers – 

remaining open and operating as the ownership of the parent holding company is 

changed.  As Chair Yellen noted when the TLAC proposal was issued, “combined 

with our other work to improve the resolvability of systemic banking firms, [these 

requirements] would substantially reduce … the threat to financial stability stemming 

from the failure of these firms.”
9
  In other words, the TLAC proposal is intended to 

substantially reduce exactly that which the GSIB surcharge rule is intended to 

measure and tax. 

 ISDA and other associations have instituted a protocol that provides for the stay of 

termination and other provisions of derivative contracts in a resolution, which is now 

being extended to securities finance transaction master agreements.
10

  U.S. and 

foreign GSIBs active in these markets have executed this protocol, and national 

jurisdictions (including the United States) are in the process of finalizing regulations 

and supervisory measures that will further broaden its application.  As Financial 

Stability Board Chair Mark Carney has noted, these resolution stay protocols “will 

close off much of the cross-border close-out risk that statutory stays have not been 

able to eliminate because their reach is limited to national borders,” reducing the 

                                                           
7
  See 79 Fed. Reg. 75473 at 75475 (Dec. 18, 2014) (proposed rule). 

8
  See Letter to Robert de V. Frierson, Esq., dated April 2, 2015, from The Clearing House, the Securities 

Industry and Financial Markets Association, and The Financial Services Roundtable at 2. 

9
  Chair Janet L. Yellen, Opening Statement on the Long-Term Debt and Total Loss-Absorbing Capacity 

Proposal and the Final Rule for Margin and Capital Requirements for Uncleared Swaps (Oct. 30, 2015) 

(emphasis added). 

10
  See “ISDA relaunches ISDA stay protocol to cover securities finance transactions,” (Nov. 12, 2015) 

(available at http://www2.isda.org/news/major-banks-sign-relaunched-isda-resolution-stay-protocol). 
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complexity, interconnectedness, and systemic impact of U.S. GSIBs.
11

  The 

derivative close-out risk addressed by the protocol has been consistently identified as 

one of the most significant systemic risks that arose during the financial crisis, and a 

major impediment to cross-border resolution of GSIBs going forward.   

 The Federal Reserve has recently proposed to impose single counterparty credit limits 

on large banks, including more stringent limits applicable only to GSIBs.   

 Margin and capital requirements for non-cleared swaps and security-based swaps 

have been described by the Federal Reserve as having the purpose and effect of 

reducing the risks that GSIBs and other banks pose to the financial system and 

associated systemic risks.
12

  

The existing GSIB surcharge framework fails to consider how these rules reduce the 

expected impact to the financial system of a GSIB’s failure, which is the basis on which the 

GSIB surcharge is calibrated.  It is simply arbitrary and capricious to contend with no rational 

basis that a firm that maintains the proposed mandatory amounts of TLAC under the new legal 

resolution regime, complies with the new resolution stay protocols on a global basis, collects and 

posts mandatory and substantial amounts of margin for its non-cleared swaps, and complies with 

more stringent limits on its counterparty exposures presents the same systemic risk as one that 

does not do any of these things.  And yet the existing GSIB surcharge makes no distinction 

between the two.  This growing obsolescence in the method by which the existing GSIB 

surcharge framework measures systemic risks strongly suggests yet another reason to avoid 

extension of the GSIB surcharge framework into CCAR or any other regulatory or supervisory 

process. 

Thus, as a conceptual matter, The Clearing House believes that now is the time for the 

Federal Reserve and the Basel Committee to recognize, study and remedy numerous serious 

problems with the GSIB surcharge, not the time for the Federal Reserve to exacerbate those 

problems for U.S. banks by incorporating them into CCAR. 

 

                                                           
11

  See “FSB welcomes industry initiative to remove cross-border close-out risk,” (Oct. 11, 2014) (available at 

http://www.financialstabilityboard.org/wp-content/uploads/pr_141011.pdf). These additional stays are 

intended to avoid the kind of wholesale terminations of a financial institution’s derivatives contracts by its 

counterparties during a time of severe financial stress that was widely viewed as complicating the failure 

and subsequent bankruptcy of Lehman Brothers during the 2008 financial crisis.  It is widely expected that 

the Federal Reserve and other international regulators will adopt regulations in the near term that will 

effectively require GSIBs and other financial institutions to ensure that similar stays and provisions are 

included in derivatives transactions with all counterparties. 

12
  See 80 Fed. Reg. 75840, 74843 (Nov. 30, 2015) (final rule) (implementing margin and capital requirements 

for non-cleared swaps that would “[offset] the greater risk to … the financial system arising from [a 

covered swap entity’s] non-cleared swap exposure” and “forestall a build-up of potentially destabilizing 

exposures in the financial system”); 81 Fed. Reg 14327, (March 16, 2016) (proposed rule) (proposing 

“limits on the amount of credit exposure that such a domestic or foreign bank holding company can have to 

an unaffiliated company in order to reduce the risks arising from the company’s failure”). 
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B.  Market Consequences 

Increasing the required post-stress capital amounts under CCAR by some or all of the 

GSIB surcharge would also have practical consequences that weigh heavily against such an 

action.  We believe those consequences are at best unknown and more likely decidedly adverse. 

I. The GSIB surcharge is a tax on principal-at-risk support of capital markets. 

As an effective matter, the GSIB surcharge is a tax on capital markets activities.  As 

alluded to above: 

 The complexity factor includes almost exclusively securities and derivatives assets 

held in market making (as opposed to loans held as part of commercial banking); 

 The inter-connectedness factor includes almost exclusively dealer-to-dealer trading 

assets held in order to hedge customer positions held in market making; 

 The cross-jurisdiction factor includes almost exclusively cross-border dealer-to-dealer 

trading of the type captured by the interconnectedness factor; 

 The short-term wholesale funding factor includes almost exclusively the funding of 

securities positions; and 

 The size factor is not so exclusively focused on securities activities, but for the largest 

banks still comprises those assets as a large percentage of a firm’s total assets. 

Thus, the only effective way for a firm to reduce its GSIB surcharge is to reduce its market 

making and other activities that provide market liquidity and generally support capital markets.  

And, if CCAR were changed to require firms to meet a GSIB surcharge, this motivation would 

be amplified.  (In fact, given the intentional opacity of the Federal Reserve’s CCAR models, 

reducing the GSIB surcharge by reducing support for capital markets would be the only sure way 

to improve outcomes under CCAR.) 

While regulators have frequently expressed caution about concluding that ongoing 

changes to market structure and liquidity are being driven by regulation, that would appear to be 

an inapposite position as concerns incorporation of the GSIB surcharge.  After all, a frequently 

stated purpose of the GSIB surcharge is to force large banks to shrink those portions of their 

balance sheet that pose systemic risk – namely, inventory and the hedging thereof that is 

necessary to support capital markets activity.  It would be odd indeed to contend that regulation 

is not driving changes in business practices and then to adopt a regulatory change whose stated 

purpose is to drive changes in business practices. 
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II. Financial market structure is undergoing radical changes, with principal-at-risk market 

making decreasing. 

At a recent Federal Reserve Bank of Atlanta conference on market liquidity, Federal 

Reserve Bank of New York President Dudley stated: 

With respect to market liquidity, there are a number of important open questions. 

Has market liquidity declined for some asset classes? If so, what are the causes? 

In particular, has the increase in the regulatory requirements imposed on 

systemically-important securities dealers adversely impacted market liquidity? If 

this is the case, are there adjustments that could be made that might improve 

market liquidity without impairing financial stability?
13

 

We respectfully submit that the Federal Reserve should learn the answers to these 

questions before proceeding with any proposal that would impose new and significant costs on 

business activity that has real value for this country, and already appears to be receding.  It 

would also seem wise to study other proposed rules likely to have the same effect.  For example, 

while estimates of the impact vary, there can be no question that any standardized approach of 

the type adopted by the Basel Committee in its Fundamental Review of the Trading Book 

exercise will significantly increase the costs of market making.  The Federal Reserve’s proposed 

single counterparty credit limits serve as a further cost to hedging.  Each of these proposals is 

notable for the fact that it does not consider any of the others.  

 While not knowing the answers to such important questions would appear reason enough 

for caution, the likely answers seem to be widely appreciated.  Over one year ago, the Wall 

Street Journal was reporting: 

Talk to almost any banker, investor or hedge-fund manager today and one topic is 

likely to dominate the conversation. It isn’t Greece, or the U.S. economy, or 

China, let alone the U.K.’s referendum on European Union membership. It is 

the lack of liquidity in the markets and what this might mean for the world 

economy—and their businesses. 

 

Market veterans say they have never experienced conditions like it. Banks have 

become so reluctant to make markets that it has become hard to execute large 

trades even in the vast foreign-exchange and government-bond markets without 

moving prices, raising fears investors will take unexpectedly large losses when 

they try to sell.
14

 

                                                           
13

  William C. Dudley, Market and Funding Liquidity: An Overview:  Remarks at the Federal Reserve Bank of 

Atlanta 2016 Financial Markets Conference, (May 1, 2016). 

14
  See Simon Nixon, Why Liquidity-Starved Markets Fear the Worst, The Wall Street Journal, (May 20, 

2015), (available at http://www.wsj.com/articles/why-liquidity-starved-markets-fear-the-worst-

1432153849). 

http://www.wsj.com/articles/ecbs-coeure-volatility-signals-reduced-market-liquidity-1432058272
https://www.newyorkfed.org/aboutthefed/orgchart/dudley.html
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This sentiment remains widespread among market participants, which now appear to take for 

granted that a significant, even radical change is occurring in market structure – away from 

principal-based intermediation where asset managers can sell to dealers, who then hedge and 

manage that risk, to  agency-based intermediation where buy-side customers generally sell in 

smaller amounts when there is a willing buyer on the other side.  

 We believe that these concerns are important enough to merit study before being 

exacerbated.  And with large U.S. banks holding extraordinary amounts of capital and liquidity, 

the risks of delaying a further increase in capital requirements seem small.  

* * * * * 

The Clearing House appreciates your consideration of this letter and would welcome the 

opportunity to discuss it further with you at your convenience.  If you have any questions, please 

contact me by phone at 202-649-4604 or by email at greg.baer@theclearinghouse.org. 

 

Respectfully Submitted, 

 
Gregory Baer 

President 

The Clearing House Association L.L.C. 

cc: Scott G. Alvarez 

 Michael S. Gibson 

 (Board of Governors of the Federal Reserve System) 
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SUMMARY
In July 2015, the Federal Reserve issued a final 

rule specifying a capital surcharge for global 

systemically important bank holding compa-

nies (GSIBs) in the United States.1 As part of its 

final rule, the Federal Reserve published a white 

paper describing the methodology it used to de-

termine the capital surcharge for each U.S. GSIB.2 

In short, the methodology is intended to identify 

a surcharge for each GSIB such that the odds of 

the GSIB’s failure are reduced proportionately to 

the systemic cost were the GSIB to fail. 

While the methodology is reasonable in princi-

ple, we identify two material shortcomings in 

its implementation that call into question the 

appropriateness of the surcharges it produces:

»» First, the methodology does not estimate 

the systemic losses that would occur if 

each GSIB were to fail. Instead, the losses 

are simply assumed to be proportional to 

a specific weighted sum of selected bank 

characteristics. Different, equally reason-

able, assumptions governing the relation-

ship between systemic loss given default 

and bank characteristics would deliver 

materially different surcharges. 

1	 See 80 Fed. Reg 49082 at 49093.

2	 See “Calibrating the GSIB Surcharge,” Federal Reserve Board, 
July 20, 2015.

ºº Because the systemic loss given default is 

assumed, not estimated, the GSIB sur-

charge is neither “calibrated” in any real 

sense of the term nor substantiated. 

ºº Moreover, the surcharges are not adjust-

ed for numerous other supervisory and 

regulatory requirements of GSIBs expressly 

designed to reduce their systemic loss 

given default.

»» Second, although the methodology does 

estimate empirically the relationship 

between capital levels and the odds of 

failure, the estimate is very sensitive to the 

number of banks included and the time 

period used in the calibration exercise. 

ºº Changing the composition of the sample 

to be more in line with the limited set 

of banks subject to the GSIB surcharge 

and/or excluding observations for earlier 

periods when the regulatory environment 

differed in significant ways would lower 

the surcharges substantially.

https://www.theclearinghouse.org/
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ABOUT THE GSIB SURCHARGE
The Dodd-Frank Act requires the Federal Re-

serve to adopt enhanced capital standards for 

the largest banks to mitigate the risks posed to 

financial stability by a systemically important fi-

nancial institution. The GSIB surcharge is intend-

ed to reduce the probability of failure of a U.S. 

GSIB relative to that of a non-GSIB to offset the 

relatively greater systemic costs of a GSIB’s fail-

ure. In addition, increasing capital requirements 

for the largest banks creates incentives for GSIBs 

to shrink their systemic footprint and offset 

purported funding advantages perceived to be 

associated with being “too-big-to-fail.”3 The GSIB 

capital surcharge is an additional capital buffer 

that U.S. GSIBs will need to hold, over and above 

the capital buffer that apply to non-GSIBs.4 The 

buffer applies to all risk-based minimum capital 

requirements (common equity tier 1, tier 1, and 

total) and is being phased in through the end 

of 2018. The Federal Reserve has also indicated 

that it is considering incorporating some or all 

of the GSIB capital surcharge into the minimum 

requirements that it evaluates in its annual Com-

prehensive Capital Analysis and Review (CCAR) 

stress testing exercise.5

As noted in its white paper, the Federal Reserve 

has calibrated the GSIB surcharge using what 

it calls the “expected impact” framework. This 

framework calibrates the surcharge by equating 

the “expected loss” (EL) from a GSIB’s failure—

3	 The objective of eliminating “too big to fail” may be moot. In a 
recently released study, the General Accounting Office reported 
that the majority of models it estimated found that large banks 
do not have a funding advantage relative to smaller banks. See 
“Large Bank Holding Companies; Expectations of Government 
Support,” GAO-14-621, July 2014.

4	 Unlike minimum capital requirements, banks’ capital levels can 
dip into “buffers,” but, in that case, the banks face increasingly 
stringent limits on dividend payments and executive 
compensation.

5	 See 80 Fed. Reg 49082 at 49093.

that is, the systemic loss that would occur were 

that GSIB to fail (the systemic loss given default, 

or SLGD) times the probability of failure (PD)—

to the expected loss of a non-GSIB reference 

bank (denoted by ‘r’ hereafter):

(1)

where . This formula assumes 

that the SLGD of a GSIB failure is greater than 

the SLGD of a non-GSIB, and thus to equalize 

the two the framework lowers the probability 

of default of a GSIB by requiring it to hold more 

capital. The calibration methodology the Federal 

Reserve uses relies on three key inputs: (i) a 

method to quantify a bank’s systemic loss given 

default; (ii) identification of a non-GSIB reference 

bank; and (iii) a function that relates a bank’s 

probability of failure to its capital ratio. 

A PROXY FOR THE SYSTEMIC  
LOSS GIVEN DEFAULT
The white paper does not attempt to estimate 

the systemic loss given default of GSIBs or the ref-

erence non-GSIB. Instead, as a proxy for systemic 

loss given default, it uses a systemic indicator 

score based on five sets of bank characteristics 

that are correlated with a bank’s systemic impor-

tance. There are two methods to calculate the 

aggregate systemic indicator score. “Method 1” 

is based on the international Basel Committee 

framework for identifying GSIBs and depends on 

measures of the following bank characteristics: 

size, interconnectedness, complexity, cross-juris-

dictional activity, and substitutability. Intercon-

nectedness, substitutability, and complexity each 

have three subcomponents, cross-jurisdictional 

activity has two, and size only one. “Method 2” re-
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5 OVERVIEW AND ASSESSMENT OF THE METHODOLOGY USED TO CALIBRATE THE U.S. GSIB CAPITAL SURCHARGE

places substitutability with a measure of a bank’s 

reliance on short-term wholesale funding. The 

Federal Reserve requires that the surcharge be 

calculated under both methods, with the larger 

of the two used. We focus on the method 2 score 

because it generally delivers a higher surcharge 

for each GSIB and thus is very likely to be the 

method by which the specific GSIB surcharges are 

determined in the United States. 

To calculate the method 2 score, the subcom-

ponents of the indicators are normalized, 

weighted, and then added together. The 9 total 

subcomponents of the first four indicators are 

normalized by the aggregate global measure 

for that subcomponent over previous years, 

defined as the sum across all 75 largest global 

banks. The weights for those subcomponents 

are chosen so that each subcomponent within 

an indicator receives equal weight, and also so 

that each of the four indicators, in turn, receives 

equal weight. Short-term wholesale funding 

is normalized by average risk-weighted assets 

across all global systemically important banks 

and multiplied by a fixed conversion factor 

chosen to give equal weight to all 5 systemic 

indicators under method 2.6   

REFERENCE NON-GSIB
Another important input in the Federal Re-

serve’s calibration of the GSIB surcharge is the 

reference non-GSIB to which each GSIB is com-

pared. Both methods for calculating the proxy 

for systemic loss given default result in a sharp 

drop in the systemic indicator score between 

the eighth and ninth bank, with the same eight 

6	 In addition, the indicators are multiplied by 10,000 to convert to 
basis points and then doubled. It is unclear why the scores are 
doubled; the doubling does not change the surcharge implied by 
the calculation method described here and in the white paper.

banks receiving the highest scores using both 

methods. The Federal Reserve concludes that a 

surcharge is appropriate for those eight banks, 

and chooses as its proxy for the SLGD of its refer-

ence non-GSIB, a hypothetical systemic indica-

tor score that is just above the score of the ninth 

bank. Specifically, the Federal Reserve finds that 

estimated method 2 scores drop from 213 for 

the eighth bank (the lowest scoring GSIB) to 85 

for the next smallest bank, and it uses 100 as the 

score of the reference non-GSIB.7 We adopt the 

same approach in the analysis discussed below. 

CAPITAL AND PROBABILITY  
OF DEFAULT
The expected impact framework requires an es-

timate of the relationship between each GSIB’s 

and the reference non-GSIB’s capital level and 

its probability of default. To obtain this mapping 

of capital levels to probabilities of default, the 

white paper  estimates a specific functional form 

to the actual percentiles of the annual return 

on risk-weighted assets (RORWA), using as its 

sample set the historical loss experience of the 

top 50 U.S. bank holding companies over a time 

period beginning in 1986 and ending in 2014.8 

Specifically, the regression is defined as follows:

(2)

where  is the probability that 

7	  The score of the reference non-GSIB and the resulting GSIB 
surcharge levels are inversely related. The lower is the score of 
the reference non-GSIB (i.e., the less systemically important 
the reference non-GSIB is assumed to be), the higher is the 
GSIB surcharge (i.e., the greater extent to which the GSIB’s 
probability of default must be reduced such that the systemic 
loss given default of the two banks are equalized).

8	 Annual returns are measured quarterly and calculated as four-
quarter moving averages. 
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a particular realization of RORWAi, 𝑥 , will be less 

than or equal to a specified level over a given 

year. The white paper shows that the capital 

surcharge of a GSIB,  , that equates the 

expected impact of its default to that of a 

reference non-GSIB is:

(3)

Thus, to estimate the GSIB capital surcharge, 

this formula requires (i) the slope coefficient 

of the regression; (ii) the GSIB’s SLGD score; 

and (iii) the reference non-GSIB’s SLGD score. 

Given uncertainty about the estimated co-

efficient, 𝛽, a 99 percent confidence interval 

is used to estimate the range of the capital 

surcharge.  Chart 1 shows both (i) the esti-

mated surcharge range that is implied under 

the Federal Reserve’s calibration methodolo-

gy using method 2 scores and (ii) the actual 

surcharge range that is implied under the 

Federal Reserve’s calibration methodology 

and (ii) the actual surcharge, calculated under 

both methods, for each GSIB at the time of the 

final rule.  The Federal Reserve set the binding 

surcharge, which in all cases is the same as 

the method 2 surcharge (yellow diamonds), 

to be below the lower bound of the capital 

surcharge range in all but one instance.9

9	 The GSIB surcharges depicted in Chart 1 are as of the first 
quarter of 2015.  Since then, some of the reported surcharges 
may have changed as a result of balance sheet or other 
changes made by the GSIBs.

KEY OBSERVATIONS

1.	 The use of the systemic 
indicator score as a measure of 
systemic loss given default is 
unsubstantiated.

The Federal Reserve’s final rules and calibration 

white paper do not contain any assessment 

or evaluation of the extent to which a bank’s 

systemic indicator score is predictive of the 

systemic losses that would occur if that bank 

failed. As a result, there is no empirical basis, 

validation or back-testing of the various bank 

attributes that determine the GSIB scores and 

their relationship to systemic loss given default. 

Moreover, the weighting of the attributes in the 

calculation of the GSIB score is arbitrary, and the 

relative impact of each attribute on a bank’s sys-

temic impact implied by its weighting is neither 

explained nor empirically assessed. 
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While it does indeed seem likely that each of 

the components of the systemic indicator score 

is positively correlated with the systemic costs 

of the bank’s default, alternative assumptions 

about the weights of the bank characteristics 

or the relationship between the score and the 

loss given default can preserve that positive 

correlation and yet generate very different GSIB 

surcharges. To see this, it helps to consider some 

examples. The score produced by methods 1 or 

2 in the white paper can be defined as follows:

(4)

where denotes the systemic indicator score 

of bank ,  represents characteristic 𝑗 of bank 

, and  is the weight applied to the bank 

characteristic. The systemic loss given default 

given the systemic indicator score can then be 

approximated as

(5)

As long as the weights in equation (4) and the 

parameters ‘b’ and ‘c’ in equation (5) are positive, 

the systemic loss in equation (5) is increasing in 

bank characteristics. However, the GSIB sur-

charges that equalize the expected impact of 

failure depend importantly upon the specific 

weights and parameters chosen. 

Clearly, changing the weights used to calcu-

late the systemic score will change the GSIB 

surcharge. The Federal Reserve’s white paper 

provides a good example. If the set of bank char-

acteristics in equation (4) are defined to include 

a combination of the bank characteristics used 

in method 1 and the bank characteristics used 

in method 2, then the scores obtained by each 

method differ only from the choice of weights 

(where weights of zero would be applied to 

those characteristics excluded in either method). 

With respect to the relationship between the 

systemic score and the systemic loss given de-

fault (5), the white paper assumes for simplicity 

that the parameters ‘a’ and ‘c’ are both zero. The 

parameter ‘a’ is zero only if there are no fixed costs 

of failure – that is, costs of bank failure that do 

not increase with the bank’s systemic score. There 

are, however, likely many such fixed costs. For 

example, one source of contagion is the possibili-

ty that investors in banks with similar portfolios to 

the failed bank would pull away, forcing a firesale 

of those other banks’ assets. Contagion of that 

form is largely independent of the systemic score 

of the failed bank. Chart 2 illustrates the effect 

on the GSIB surcharges of including an arbitrary 

fixed cost of failure. The GSIB surcharge with the 

white paper’s assumption of no fixed cost of 

failure—the solid blue line—always results in a 

higher surcharge relative to the case with a fixed 

cost of failure—the dashed green line. The GSIB 

surcharge declines when there are fixed systemic 

costs of failure because the surcharge depends 

on the ratio of the GSIB’s systemic score to the 

reference bank’s systemic score and the ratio de-

clines when the same amount is added to the nu-

merator and the denominator. Intuitively, as fixed 

systemic costs go up, the relative importance 

of the systemic score declines, and the systemic 

costs of failure of the GSIB and the reference bank 

become relatively more similar. 

The parameter ‘c’ is only zero if all the systemic 

costs caused by a bank’s failure increase propor-

https://www.theclearinghouse.org/
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tionally to the bank’s systemic characteristics. As 

noted in the white paper, however, “…there is 

reason to believe that the function relating the 

scores to systemic LGD increases at an increas-

ing rate…”10 In that case, the parameter ‘c’ would 

be greater than zero. The dashed-yellow line in 

Chart 2 illustrates the GSIB surcharges calcu-

lated for one such case where the parameter 

‘c’ is positive, and the parameters ‘a’, ‘b’, and ‘c’ 

are chosen to leave the surcharge of the GSIB 

with the highest score unchanged. Because, in 

this case, the systemic cost of failure is a convex 

function of the score, the surcharges for all the 

other GSIBs are lower than those derived under 

the Federal Reserve’s simplifying assumption 

that the parameters ‘a’ and ‘c’ are zero. 

While the parameters ‘a’ and ‘c’ chosen to calcu-

late the alternative GSIB surcharges in Chart 2 

are arbitrary, they are no more arbitrary than the 

10	 “Calibrating the GSIB Surcharge,” p. 4.

choice made in the white paper of setting both 

parameters to zero. Ideally, the relationship be-

tween bank characteristics and the systemic cost 

of failure would be estimated using data on the 

actual costs incurred during past bank failures. 

Such statistical analysis could provide estimates 

of the weights in equation (4) and the parame-

ters in equation (5) as well information on the 

confidence intervals around those estimates.

Lastly, the systemic indicator score does not take 

into account a range of important regulations 

that have been and are being implemented to 

reduce a key component of the surcharge’s cali-

bration—the systemic impact of a GSIB’s failure. 

These regulations include the ISDA resolution 

stay protocol, more stringent credit limits for 

inter-SIFI exposures, single point of entry reso-

lution strategies, a shift from short to long-term 

liabilities under the total loss absorbing capac-

ity standard, and a number of changes being 
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required before the living wills are considered 

credible. All these regulatory initiatives were ad-

opted by regulators to significantly decrease the 

likelihood and impact of a GSIB failure. Impor-

tantly, all these changes reduce the expected 

impact of a GSIB failure but not the expected 

impact of a non-GSIB failure. Consequently, the 

SLGD of the GSIB relative to the SLGD of the 

non-GSIB reference bank is declining as these 

regulations are implemented, implying, under 

the Federal Reserve’s methodology, that the 

GSIB surcharge should also be declining.  

2.	 Estimating the relationship 
between capital and the 
probability of failure is very 
sensitive to the bank types and 
period of analysis included in the 
sample, and the GSIB surcharge 
significantly increases as a 
result of the incorporation of (i) 
an unrepresentative variety of 
bank types and (ii) observations 
for earlier periods when the 
regulatory environment was 
substantially different.

The Federal Reserve’s dataset for the regression 

only includes RORWA observations in the bottom 

five percent of the sample. The sample starts in 

the third quarter of 1986, which is the date on 

which FR Y-9C regulatory reports begin, and ends 

in 2014.11 One choice that has a significant impact 

11	 The bank holding company data, also known as FR Y-9C, is 
available at the Federal Reserve Bank of Chicago’s website 
(https://www.chicagofed.org/banking/financial-institution-
reports/bhc-data). The report includes basic financial data 
from bank holding companies in the form of a balance sheet, 
an income statement, and supporting schedules.

on the ultimate GSIB surcharge is the number of 

banks that is included each quarter in the sample. 

Since the GSIB surcharge applies only to the 

largest banks, and the objective of the RORWA 

analysis is to estimate the relationship between 

capital levels and probability of default for those 

banks, it would seem reasonable to include only 

similar types of banks in the analysis. However, 

the Federal Reserve’s white paper includes the 

largest 50 banks each quarter in the RORWA 

sample, a sample size that extends to banks that 

are so small that their experience may not be 

relevant. For example, at the end of the sample 

period, the set of 50 banks whose earnings were 

used to calculate the GSIB surcharge had assets 

as low as $24 billion. However, in a 2014 response 

to a GAO study, the Federal Reserve expressed 

the view that it is inappropriate to compare such 

small banks to GSIBs. Specifically, the Federal 

Reserve noted, that “a bank holding company 

with $10 billion in assets is too small to make a 

meaningful comparison to a bank holding com-

pany with $1 trillion in assets… A bank holding 

company of $50 billion in assets would provide a 

more relevant comparison…”12 Using this same 

logic, we present regression results below that 

use 33 banks per quarter, which is the cutoff that 

includes, at the end of the sample period, only 

banks with assets greater than $50 billion.     

A second choice that has a significant impact 

on the ultimate GSIB surcharge is the period 

of observation. This sensitivity is germane 

because there are important changes in 

12	 Government Accountability Office, “Large Bank Holding 
Companies, Expectations of Government Support,” GA-14-
621 (July 2014) p. 60. Similarly, the BCBS study “Calibrating 
regulatory minimum capital requirements and capital buffers: 
a top-down approach” (2010), which looked at a multi-country 
analysis for the calibration of minimum regulatory capital 
requirements and capital buffers, included only the 20 largest 
internationally active banks in its sample. 
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the regulation of banks since 1986 that are 

likely to make older historical observations 

less relevant to GSIB and reference non-GSIB 

probabilities of default. For example, substan-

tial interstate banking restrictions remained 

in effect until enactment of the Riegle-Neal 

Interstate Banking and Branching Efficiency 

Act in 1994, which improved banks’ ability to 

expand geographically and thereby increase 

their ability to attract deposits and diversify 

credit risk, and which was enacted in response 

to the large number of community bank and 

thrift failures during the 1980s. In addition, 

risk-weighted asset information — crucial to 

the RORWA approach in the calibration white 

paper — is only available from 1996 onwards.13 

Taken together, these two factors suggest that 

13	 To address this data gap, the calibration white paper estimates 
imputed risk-weighted asset data over the period prior to 1996 
by “back-fitting” the post-1996 ratio between risk-weighted 
assets and total assets onto pre-1996 total assets data.

using data after 1994 or 1996 might be a more 

reasonable approach given the availability of 

actual, reported risk-weighted assets and a 

more relevant sample of banks. 

Table 1 presents results on the sensitivity of 

the GSIB surcharge to the sample of banks and 

time series period included in the analysis. The 

table reports the slope coefficient, 𝛽 , and the 

GSIB surcharge for a hypothetical bank with 

the average SLGD score. In lines 1 and 2 of the 

table, we show that we are able to replicate, 

with fair but not perfect precision, the regres-

sion results provided in the Federal’s Reserve 

white paper.14 In particular, the slightly lower 

slope coefficient that we obtain in our regres-

sion is still within the 99 percent confidence 

interval of the slope coefficient reported in the 

14	 We believe the small difference in our regression results is due 
to minor differences in the preparation of the data. 

TABLE 1: SENSITIVITY OF THE GSIB SURCHARGE TO CHANGES IN SAMPLE 
COMPOSITION AND PERIOD OF ANALYSIS

Slope  
Coefficient

GSIB surcharge for bank 
with average SLGD Score

Change relative to 
TCH Replication

1. GSIB white paper 2.18 

(0.11)

3.56 —

2. TCH Replication 2.03 

(0.08)

3.32 —

3. Top 33 Banks 1.58 

(0.10)

2.58 -0.74

4. Top 10 banks 0.90 

(0.05)

1.47 -1.85

5. Top 50; after 1996:Q1 only 1.80 

(0.04)

2.94 -0.38

6. Memo: Top50; FCBT excluded 1.81 

(0.05)

2.95 -0.36

Note: FCBT is an abbreviation for First City Bancorporation of Texas.
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white paper (that is, between 1.9 and 2.4). As 

shown in line 3, the GSIB surcharge for the hy-

pothetical GSIB declines about 75 basis points 

relative to the results reported in line 2 if we 

include only the largest 33 banks each quar-

ter, the sample size that corresponds, at the 

end of the sample period, to the peer cohort 

suggested by the Federal Reserve’s response 

to the GAO report described above (i.e., banks 

with $50 billion or more in assets). As shown in 

line 4, if one were to further limit the sample 

size to only the largest 10 banks each quarter 

— a size cutoff that seems even more likely to 

generate a ROWRA distribution relevant for 

the eight banks for which the GSIB surcharge 

applies — the GSIB surcharge for the hypo-

thetical GSIB falls 185 basis points relative to 

line 2. Finally, as shown in line 5, if we retain 

the white paper’s sample size (i.e., largest 50 

banks) but include only data after 1996, the 

GSIB surcharge for the hypothetical GSIB drops 

38 basis points relative to line 2. 

The findings summarized in Table 1 also 

demonstrate that the regression results are 

very sensitive to RORWA outliers. These outlier 

observations tend to be driven by smaller 

banks which are much less diversified than 

GSIBs in terms of both product set and ge-

ography. For example, the now defunct First 

City Bancorporation of Texas, one of the ten 

smallest banks in the sample at $11.2 billion 

in assets, failed in the late 1980s because of its 

concentrated exposure to energy and agricul-

tural markets. It was also geographically highly 

concentrated, with 59 of its 60 subsidiaries 

located in Texas.15 As shown in line 6, inclusion 

15	 https://www.fdic.gov/bank/historical/managing/history2-05.
pdf at p. 58

of this bank in the sample accounts for 36 basis 

points of the GSIB surcharge for the hypotheti-

cal GSIB, reported in line 2.16

Chart 3 shows the capital surcharges for each 

GSIB that would be implied if the various alter-

native assumptions were incorporated into the 

Federal Reserve’s expected impact framework, 

as follows: 

»» The purple diamonds represent the cur-

rent capital surcharge for each GSIB.

»» The yellow triangles represent the GSIB 

surcharge using the largest 33 banks per 

quarter and post-1996 data. 

16	 Furthermore, the exclusion of First Republic Bank Corporation, 
which was also highly exposed to the Texas economy and failed 
in 1988, would lead to a decline of the GSIB surcharge for the 
hypothetical GSIB by an additional 24 basis points. 

Source: TCH Analysis and Federal Reserve Board
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»» The bars represent the 99 percent confi-

dence interval for each new estimate. 

»» The red squares represent the GSIB 

surcharge using the largest 10 banks per 

quarter and post-1996 data.  

As Chart 3 illustrates, the capital surcharge 

is overall quite sensitive to the composition 

of the sample. In particular, for 6 out of the 

8 GSIBs, the surcharge would be lower if the 

regression were estimated using both (i) a 

sample that includes only the largest 33 banks 

each quarter and (ii) post-1996 data – a dif-

ference that translates to roughly $40 billion 

in capital requirements across all U.S. GSIBs. 

If one used both (i) a sample that includes 

only the largest 10 banks each quarter and (ii) 

post-1996 data, the capital surcharge would 

be considerably lower for all U.S. GSIBs – a dif-

ference that translates to roughly $90 billion 

in capital requirements across, or 11 percent 

of common equity tier 1 capital held by, all 

U.S. GSIBs.
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