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PERSPECTIVES ON SYSTEMIC RISK

Thursday, March 5, 2009

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS,
INSURANCE, AND GOVERNMENT
SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:03 a.m., in room
2128, Rayburn House Office Building, Hon. Paul E. Kanjorski
[chairman of the subcommittee] presiding.

Members present: Representatives Kanjorski, Ackerman, Sher-
man, Capuano, McCarthy of New York, Baca, Lynch, Scott, Malo-
ney, Bean, Perlmutter, Donnelly, Carson, Wilson, Foster, Adler,
Kilroy, Kosmas, Grayson, Himes, Peters; Garrett, Price, Castle,
Manzullo, Royce, Biggert, Hensarling, Campbell, McCotter, Neuge-
bauer, McCarthy of California, Posey, and Jenkins.

Ex officio present: Representative Bachus.

Chairman KANJORSKI. This hearing of the Subcommittee on Cap-
ital Markets, Insurance, and Government Sponsored Enterprises
will come to order.

Pursuant to agreement with the ranking member, and to allow
as much time as possible for members’ questions, opening state-
ments today will be limited to 10 minutes on each side. Without
objection, all members’ opening statements will be made a part of
the record.

We meet today to discuss the issue of systemic risk. The bailout
of American International Group, the bankruptcy of Lehman
Brothers, and the takeover of Bear Stearns each demonstrate that
systemic risk is not just confined to the banking sector. We there-
fore will focus our examinations at this hearing on insurance, secu-
rities, and capital market issues.

The ongoing turmoil in our financial markets has led us to a
crossroads. Because our current regulatory regime has failed, we
must now design a robust, effective supervisory system for the fu-
ture. In doing so, we must move expeditiously in order to help re-
store confidence in our markets and to get our economy moving
again.

We must, however, also move carefully and take the time to do
it right. We should not rush to judgment on developing a new sys-
temic risk overseer. We must also put aside our partisan dif-
ferences and aim at the onset to reach a genuine consensus. Per-
haps most importantly, we must start at the beginning and ask
some basic questions.

o))
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First, we must define “systemic risk.” Does a financial services
company pose a systemic risk if it is too big to fail, too inter-
connected to fail, or too leveraged to fail? Could the independent
actions of many small players compound and create a systemic
risk? Do only financial services providers pose a risk? For example,
could the technology used in our financial markets pose a risk to
the broader economy?

Moreover, are there certain financial products, business activi-
ties, or industry segments more likely to cause risk than others?
How can we distinguish which is which? Today’s witnesses will
help us to start answering these complex questions and to begin
defining more concretely the amorphous concept of systemic risk.

Second, we need to ask ourselves how the government can work
to diminish systemic risk. Should we create an umbrella overseer?
If so, how should such an entity operate? Alternatively, could exist-
ing regulators overtake this objective? If so, how should we address
the products and parties that operate in the shadows of our finan-
cial system and outside of regulatory oversight?

Third, and arguably most important, how can the government
prevent an institution from becoming too important to fail, going
forward? Should we impose a systemic risk test as part of a govern-
mental review of mergers? Moreover, could the financial innova-
tions of one company or one sector contribute to systemic risk?

Today, we will spend much time studying insurance issues. Our
panel has examined insurance regulation many times, but this de-
bate is different. This debate is about recognizing that insurance
is a part of an integrated financial services system.

Insurance companies and their affiliates, in some instances,
could pose risk to the broader system. American International
Group is a perfect, and severe, example of this reality. In other in-
stances, insurers could be negatively impacted by ratings down-
grades, capital impairments resulting from external events, and
the application of accounting standards.

We will also learn more about credit default swaps, a product
that sometimes operates as an insurance contract and sometimes
as a securities product. Credit default swaps have generally fallen
through the cracks of our fragmented regulatory system. Therefore,
Congressman Bachus joined me in asking the Government Ac-
countability Office to study credit default swaps, and an expert will
share GAO’s findings today.

Hedge funds, too, are largely unregulated. After the government
organized the rescue of Long Term Capital Management in 1998,
the President’s Working Group made legislative recommendations
for preventing future systemic risk by hedge funds. I subsequently
joined with then-Capital Markets Chairman Richard Baker in pro-
posing the Hedge Fund Disclosure Act, and moving it through a
subcommittee mark-up.

Even though our bill did not become law, I welcome Mr. Baker
back to Congress today in his role as the leader of the Managed
Funds Association. At this time, he and I have another chance to
ensure that hedge funds are appropriately regulated and our econ-
omy better protected from systemic risk. This time, we will hope-
fully succeed.
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In closing, the work ahead of us is important and necessary. I
look forward to the testimony of our witnesses and to engaging in
a productive debate on these issues.

I would like to recognize Ranking Member Garrett for 4 minutes
for his opening statement.

Mr. GARRETT. Thank you, Mr. Chairman. As always, it is a pleas-
ure working with you on this subcommittee’s business and I look
forward to today’s hearing and hearing different perspectives on
these financial market regulatory systems.

For me as with you, there are several fundamental questions
that need to be answered as we embark on examining the potential
future for such a systemic regulator.

First, as you say, we still do not have a single agreed-upon defi-
nition of exactly what is a “systemic risk,” nor do we know exactly
what a systemic regulator would be, what roles it would have, who
would be under its jurisdiction, etc.

Secondly, the committee needs to be careful not to get ahead of
itself. We cannot come up with an appropriate solution in this area
until we have a better understanding and more consensus on actu-
ally what are the causes of our current financial situation.

This subcommittee and the full committee have a lot on their
plates, and a lot is at stake on what this Congress ultimately de-
cides to do in the area of regulatory reform.

I cannot stress this point enough. We need to get this right and
n}(l)t move too quickly simply to illustrate that we are “doing some-
thing.”

What we do know is that many areas of our financial services
sector already are subject to significant regulation, some of the
areas with most of the problems—Bear Stearns, Lehman Brothers,
not to mention the Bernie Madoff situation.

They were regulated by the SEC. Indy Mac and Washington Mu-
tual were both regulated by the Office of Thrift Supervision. Addi-
tionally, OTS has oversight responsibility for the unit of AIG where
most of its problems originated.

The Federal Reserve itself, which is often mentioned as a poten-
tial candidate for a systemic risk regulator, certainly has a regu-
latory record that really leaves a lot to be desired. Its handling of
monetary policy in the years leading up to the current crisis is
often mentioned by many experts as enabling the events.

Furthermore, the Fed already has the role of safety and sound-
ness and prudential limits regulated for large banks, holding com-
panies, companies such as Citi and Bank of America, which are two
of the largest recipients, I should point out, of Federal TARP funds,
and whose perceived uneasy state have led to much of the uncer-
tainty in the rest of the market.

If you think about it, all these and other regulators were already
on the job but did not do a good job with the powers vested in
them, so why should we have faith that a new super regulator of
systemic risk will do any better than them?

The Fed in particular raises certain concerns for me. It already
has significant responsibilities in areas of monetary policy as well
as its ongoing bank regulatory role.

In addition, as an independent institution, there seems to be a
certain lack of political accountability for its actions. I am not sure
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it is really wise to consolidate so much additional responsibility in
an entity that does not have to answer to the American people.

Furthermore, the Fed has no particular expertise regulating enti-
ties outside the banking area such as insurance and securities, two
potential areas that it would be asked to oversee if it was to be-
come the regulator.

There are other aspects that concern me about certain systemic
risk regulator proposals that have come out. Chief among these is
concerns in identifying institutions with systemic significance.

If this were to be done, the market would likely view these insti-
tutions as having de facto guarantee of Federal Government sup-
port during times of financial stress.

Does that sound familiar? Not only would this designation likely
lead to unfair advantages in the marketplace such as lower cost of
capital, but it also will socialize market failure while leaving profits
in the private hands.

This is exactly what happened with Freddie Mac and Fannie
Mae and we have all seen how that ended up.

In sum, Mr. Chairman, I am not convinced that there is a work-
able systemic regulator solution that would provide the net benefit
to our economy going forward, but with that being said, we are just
at the beginning and not the end, and I look forward to the testi-
mony here as we go forward, and I thank all the witnesses for join-
ing us here today.

Chairman KANJORSKI. Thank you, Ranking Member Garrett.
Next, we will hear from Mr. Ackerman of New York for 2 minutes.

Mr. ACKERMAN. Thank you, Mr. Chairman. In my view, our ex-
amination of systemic risk must include both an in-depth analysis
of the role that credit ratings and credit rating agencies played in
creating the current economic crisis, as well as consideration of the
mark-to-market accounting standard.

I have long believed that allowing the SEC to grant the largest
credit rating agencies nationally recognized statistical rating orga-
nization status is the equivalent of stamping a government seal of
approval on the ratings that they issue.

Unfortunately, as we know now, the SEC was woefully inatten-
tive to the rating process over the last several years, and many
AAA rated securities, particularly those that were mortgage
backed, did not in fact exhibit the fundamental characteristics of
a sound and safe investment.

Mr. Castle and I have reintroduced legislation to institute a dual
structure for credit ratings issued by NRSROs. Credit rating agen-
cies would still be permitted to assign their own ratings to securi-
ties composed of different types of assets that are then consolidated
within packages of different types of financial products. However,
a new class of ratings would be created under which only homo-
geneous securities with proven track records could be rated.

As the committee moves to consider reforming our country’s fi-
nancial services regulatory structure, I would urge our colleagues
to take a look at H.R. 1181.

I am eager to hear our witnesses’ perspectives on the effect that
mark-to-market has had on the current market conditions, and if
not rescinded, their forecasts for the impact mark-to-market will
have on systemic risk in the immediate future.
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In the current economy, it makes no sense to compel companies
to mark their assets to market since there often is no market. The
drastic overnight write down’s that many companies have been
forced to take because of mark-to-market has surely exacerbated
systemic risk, and I am interested to hear from our witnesses how
we can alleviate this effect while maintaining an effective and
transparent standard for evaluating assets.

I thank you, Mr. Chairman, and I look forward to hearing from
our witnesses and welcome back our former colleagues, whom I
think I have not seen in about 1 year.

[laughter]

Chairman KANJORSKI. One year? Thank you very much, Mr. Ack-
erman. Now we will hear from the gentleman from California, Mr.
Royce, for 3 minutes.

Mr. RoYCE. Thank you, Mr. Chairman. The fact that many of our
financial institutions have become too big to fail or too inter-
connected to fail has become shockingly apparent.

The steps taken by the Federal Government and the amount of
tax dollars allocated because of systemic threats have not been
seen in recent history, either here or in the U.K. or by other Cen-
tralldbanks around the world or other democracies around the
world.

The long term effect of these actions will not be fully understood
for some years to come. We cannot wait until then to act on the
regulatory shortcomings that have been exposed so far by our eco-
nomic downturn.

The exact make-up of these reforms will be debated here in the
coming months. As the President of the Richmond Federal Reserve
has noted, the critical policy question of our time will be where to
establish the boundaries around the public sector safety net pro-
vided to public market participants now that those old boundaries
are gone.

The moral hazard problem created by the implicit government
guarantee of Fannie Mae and Freddie Mac is a perfect example of
what not to do. This quasi-public model and the apparent market
distortions it caused must become a thing of the past.

Richard Baker is here with us today. He—along with the Federal
Reserve Chairman and the Treasury Secretaries—came before this
committee 16 times, I counted, and warned about the
overleveraging at 100 to 1 at Fannie Mae and Freddie Mac, warned
about the legislative mandates for those institutions to purchase
subprime and Alt-A loans and package them into mortgage backed
securities in order to drive affordable housing.

They all warned of the systemic risk of this, and we all witnessed
the central role these Government Sponsored Enterprises played in
the run up to the housing bubble. Now all Americans are feeling
the pain of the economic fallout that originated in our housing sec-
tor.

The invitation for political and bureaucratic manipulation will
remain as long as the line between the Federal Government and
private institutions is blurred.

Beyond re-establishing clear boundaries around the Federal Gov-
ernment’s safety net, it is critical that regulatory gaps in our cur-
rent system be filled.
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Our acting systemic risk regulator, Ben Bernanke, made his feel-
ings known earlier this week in this committee when he expressed
his frustration first over on the Senate side with AIG’s ability to
exploit a huge gap in the regulatory system. This regulatory gap
must be filled by a world class Federal regulator for insurance, a
step supported here last week by Ben Bernanke, the Chairman of
the Federal Reserve.

The various State insurance regulators simply do not have the
ability to oversee massive global financial firms like AIG. This void
has gone unfilled for too long, and the problems that have resulted
because of this gap are many.

The Federal Government and now the American taxpayers have
a vested interest in the ability of this Congress to establish a world
class regulatory alternative to the fragmented 50 State system
overseeing the insurance market.

Again, thank you for holding this hearing, Mr. Chairman, and I
yield back the balance of my time.

Chairman KANJORSKI. Thank you, Mr. Royce. Now we will hear
from the gentleman from California, Mr. Sherman, for 2 minutes.

Mr. SHERMAN. Thank you. Systemic risk regulator—everybody
knows that we need one, but nobody knows what it is.

We ought to have many entities that are not regulated, particu-
larly if they are not—when I say “not regulated,” not regulated by
a systemic risk regulator—if they are not too big and they do not
sell insurance.

Other than the bond rating agency problem Mr. Ackerman point-
ed out, I think one of the key problems that got us into this mess
is that companies issued insurance on portfolio’s without insurance
regulation or insurance reserves. We discovered that a credit de-
fault swap is just as risky as earthquake insurance sold in the San
Fernando Valley.

I am concerned that we are seeing taxpayer money transferred
to Wall Street based on the political power of the entities involved.
We just saw $20 billion transferred to the AIG counterparties, bil-
lions of taxpayer dollars transferred to foreign entities.

We are in effect providing Federal insurance to the general credi-
tors because the counterparties of AIG have more political power
than the uninsured depositors at Indy Mac Bank.

I look forward to matching regulation with the needs of the mar-
ket without seeing us prevent venture capitalists and others from
providing some of the benefits of cowboy capitalism that we have
enjoyed, particularly in my State of California.

I yield back.

Chairman KANJORSKI. Thank you very much. Now we will hear
from the gentleman from Georgia, Mr. Price, for 2 minutes.

Mr. PrICE. Thank you, Mr. Chairman. Certainly everyone on this
committee believes that our existing financial regulatory structure
has gaps, but that does not mean that more regulation will be bet-
ter or that it is possible to create an effective systemic risk regu-
lator to prevent financial crises down the road.

What industry is more regulated than the U.S. financial indus-
try? Despite layers of regulation, we still find ourselves in the
midst of a major economic contraction. We ought not lose sight of
this fact as we consider the best way to regulate while preserving
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a growing and globally competitive U.S. market that will attract in-
vestors.

The idea of a systemic risk regulator raises real concerns. If a
specific institution is designated as systemically significant, it
sends the message that the government will not let it fail.

This clearly gives these institutions a huge competitive advan-
tage over non-systemically significant institutions that will be un-
able to benefit from the implied Federal backing.

This classification takes us even further into a political economy
where the government picks winners and losers, not a market econ-
omy where the wonder of America thrives.

To quote AEI’'s Peter Wallison, “If we go forward with this idea,
we will be creating an unlimited number of Fannie Maes and
Freddie Macs, companies that are seen in the market as ultimately
backed by the Federal Government. Given the fact that the govern-
ment actually had to take over these entities because they were so
unstable, I do not believe we should use them as business models
for success.”

This reminder should caution all of us as we consider a proposal
that will completely change the way our financial system operates
and is regulated.

I look forward to an open, honest, and vibrant debate as we move
forward. I thank the chairman.

Chairman KANJORSKI. Thank you very much, Mr. Price. Now we
will hear from the gentlelady from Illinois, Ms. Bean, for 1 minute.

Ms. BEAN. Thank you, Mr. Chairman. Thank you for holding to-
day’s hearing and yielding me the time and to those of our wit-
nesses who are here to testify and share your subject matter exper-
tise, we greatly appreciate it.

Last Fall we learned the dangers of allowing antiquated, ineffi-
cient regulation of our financial system, and we have all suffered
the consequences.

While there is a difference in viewpoints on what actions are nec-
essary moving forward to stabilize our financial system, most of us
agree that we need to create a systemic risk regulator who can
monitor the financial data of industry players and positions to pre-
vent systemic wide risk.

The values of our portfolios, homes, and businesses are in decline
and there is no question that in good part, the lacking Federal
oversight from a regulatory level has contributed, whether you are
talking about the roughly $62 trillion unregulated credit default
swap market or whether you are talking about the complex and
growing insurance industry as an important financial service sector
player, lacking any Federal oversight as well.

Moving forward, I think the most important thing we can do is
make sure we have a regulator in place who can detect and prevent
potential risks and work to make sure that one financial service
product, player, or sector’s downturn doesn’t turn into a problem
industry-wide.

Thank you. I yield back.

Chairman KANJORSKI. Thank you, Ms. Bean. Now we will recog-
nize the gentleman from Delaware, Mr. Castle, for 1 minute.

Mr. CASTLE. Thank you, Mr. Chairman. I sort of believe that we
should have a systemic risk regulator. I am not sure I can really
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define “systemic risk” as well as I would like to or what that regu-
lator should be.

I also have questions about whether the Fed should do it or
somebody else should do it.

The bottom line is, I think, a year-and-a-half to 2 years ago, most
of us on this committee could not define a “credit default swap.”
There are other leverage financial investments that we really do
not completely understand.

I am not sure that the regulators who are looking at bottom line
accounting numbers in the various institutions really understood
all that as well. I think the bottom line is you need somebody who
is looking at the new innovations, those things that are happening
economically in our economy, and my sense is this could be a posi-
tive step for everybody.

I do not know exactly what the position of all our witnesses is
going to be, but I think we should be looking at this possibility.
Maybe the role of the systemic risk regulator should be lesser rath-
er than greater.

I do not know what the answer is. At least information coming
from that and letting us know what is going on would be impor-
tant.

I yield back the balance of my time.

Chairman KANJORSKI. Thank you very much, Mr. Castle.

Now I will introduce the panel. Thank you for appearing before
the subcommittee today, and without objection, your written state-
ments will be made a part of the record. You will each be recog-
nized for a 5-minute summary of your testimony.

First, we have Ms. Williams, Director of Financial Markets and
Community Investment at the Government Accountability Office.

Ms. Williams will outline the results of a study on credit default
swaps that I requested last July, on which Ranking Member Bach-
us later joined me.

Ms. Williams?

STATEMENT OF ORICE M. WILLIAMS, DIRECTOR, FINANCIAL
MARKETS AND COMMUNITY INVESTMENT, U.S. GOVERN-
MENT ACCOUNTABILITY OFFICE

Ms. WiLLiAMS. Thank you. Chairman Kanjorski and members of
the subcommittee, I appreciate the opportunity to testify before you
this morning on systemic risk in general and credit default swaps
or CDS, in particular.

While the work we initiated at the request of Ranking Member
Bachus and Subcommittee Chairman Kanjorski is the primary
focus of my written statement, I would like to highlight a few
issues related to systemic risk as well as CDS and the lessons
learned from recent events.

While CDS have received much attention recently, the rapid
growth in this over-the-counter derivative more generally illus-
trates the emergence of increasingly complex products that have
raised regulatory concerns about systemic risk, which is the risk
that an event could broadly affect the financial system and ulti-
mately the real economy, rather than just one or a few institutions.

While bank regulators may have some insights into the activities
of their supervised banks that act as derivatives dealers, CDS, like
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other OTC derivatives, are not regulated product markets. The
transactions are generally not subject to regulation by SEC, CFTC,
or any other U.S. financial regulator.

Thus, CDS and other OTC derivatives are not subject to the dis-
closure and other requirements that are in place for most securities
and exchange traded futures products.

Although recent initiatives by regulators and industry have the
potential to address some of the risk from CDS, these efforts are
largely voluntary and do not include all CDS contracts.

In addition, the lack of consistent and standardized margin and
collateral practices continue to make managing counterparty credit
risk and concentration risk difficult, and may allow systemically
important exposures to accumulate without adequate collateral to
mitigate associated risk.

This area is a critical one and must be addressed going forward.

Gaps in the regulatory oversight structure of and regulations
governing financial products such as CDS allow these derivatives
to grow unconstrained, and little analysis was done on their poten-
tial for systemic risk.

Regulators of major CDS dealers may have had some insight into
the CDS market based on their oversight of the entities, but they
had limited oversight of non-bank market participants such as
hedge funds or operating subsidiaries of others like AIG Financial
Products, whose CDS activities appear to have contributed to its fi-
nancial difficulties.

This fact clearly demonstrates that risk to the financial system
and even the economy can result from institutions that exist within
the spectrum of supervised entities.

Further, the use of CDS creates interconnections among these
entities, such that the failure of any one counterparty can have
widespread implications regardless of its size.

AIG Financial Products, which had not been closely regulated,
was a relatively small subsidiary of a large global insurance com-
pany, yet the volume and nature of its CDS business made it such
a large counterparty that its difficulty in meeting its CDS obliga-
tions not only threatened the stability of AIG but of the entire fi-
nancial system.

In closing, I would like to briefly mention what the current
issues involving CDS have taught us about systemic risk and our
current regulatory system.

The current system of regulation lacks a clear mechanism to ef-
fectively monitor, oversee, and reduce risks to the financial system
that are posed by entities and products that are not fully regulated,
such as hedge funds, unregulated subsidiaries of regulated institu-
tions, and other non-bank financial institutions.

The absence of such authority may be a limitation in identifying,
monitoring, and managing potential risk related to concentrated
CDS exposures taken by any market participant.

Regardless of the ultimate structure of the financial regulatory
system, a system-wide focus is vitally important.

The inability of regulators to monitor activities across the market
and take appropriate action to mitigate them has contributed to
the current crisis and the regulators’ inability to address its fallout.
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Any regulator tasked with a system-wide focus would need broad
authority to gather and disclose appropriate information, collabo-
rate with other regulators on rulemaking, and take corrective ac-
tion as necessary in the interest of overall market stability, regard-
less of the type of financial product or market participant.

This concludes my oral statement. I would be happy to answer
any questions at the appropriate time. Thank you.

[The prepared statement of Ms. Williams can be found on page
156 of the appendix.]

Chairman KANJORSKI. Thank you, Ms. Williams.

Next, we have the distinct honor of hosting our subcommittee’s
former chairman, the Honorable Richard H. Baker, President and
Chief Executive Officer of the Managed Funds Association.

Welcome, my friend. The floor is yours.

STATEMENT OF THE HONORABLE RICHARD H. BAKER, PRESI-
DENT AND CHIEF EXECUTIVE OFFICER, MANAGED FUNDS
ASSOCIATION (MFA)

Mr. BAKER. Thank you, Mr. Chairman. I am honored to be here.
I want to specifically note Mr. Ackerman’s kind affirmation on the
record that I have not spoken to him for a year. That could be a
value going forward.

For the record, it has been 1 year and 1 month since my retire-
ment. I am delighted to be back and engage my former colleagues
in discussions as we go forward.

Mr. Chairman, Ranking Member Garrett, I am here today in my
capacity as President and CEO of the Managed Funds Association,
which represents the majority of the world’s largest hedge funds,
and is the principal advocate for sound business practice among my
members.

Over the last several months, our members have engaged in sig-
nificant discussions on many of the topics that are of interest to
members of this committee.

First, a word about our industry. Hedge funds do provide liquid-
ity to markets and enable effective price discovery and provide cap-
ital for businesses to succeed and grow.

We also provide risk management tools to sophisticated investors
such as managers of pensions and endowments.

To perform these tasks, our Funds require sound counterparties
and stable market conditions. The current lack of certainty with re-
gard to large financial institutions inhibits investors’ willingness to
put capital at risk in such market conditions.

Establishing a regulatory system that will aid in restoration of
market stability will be a service, I believe, to all market partici-
pants.

I must also state that the current market circumstance was not
initiated in proximate cause by our members, and in fact, some of
our members are just as adversely impacted as any other investor
in the market.

In many cases, our members have been a vital source of liquidity
in these times in helping to establish a supportive floor of value in
a declining market.

Notwithstanding these facts, the Association believes that smart
regulation will improve overall functioning of the financial system.
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Regulation by itself, I would quickly add, however, is not sufficient
as past circumstances have clearly demonstrated.

Our own industry best practices, which have been developed over
years of market observation by the MFA, coupled with appropriate
investor due diligence, will promote efficient capital markets, mar-
ket integrity, and provide needed investor protection.

Over the last several months, our members have engaged in dis-
cussion of what constitutes an appropriate systemic risk regulatory
framework. Effective systemic risk regulation would require over-
sight of the entire financial system. A single regulatory entity
should perform this task. Multiple systematic risk regulators would
likely have coverage gaps or worse, overlapping and duplicative ex-
amination.

To provide this regulator with the appropriate data for this enor-
mous task, MFA supports confidential reporting to a systemic risk
regulator of the required information. The substance of that report
should be left for the regulator to determine and not, Mr. Chair-
man, established by statute; and that should be warranted by the
current economic conditions at hand for the purpose of assessing a
systemic risk potential.

This authority should also enable a forward looking capability as
waiting until the adverse event has occurred will protract time for
recovery.

We believe granting broad authority with respect to information
reporting along with ensuring the regulator has sufficient resources
to conduct effective analysis is an appropriate construct.

It is essential, however, that with such a broad ground of author-
ity for reporting virtually any aspect of financial conduct deemed
appropriate, that this disclosure be granted full protection from
public disclosure.

This can be done and must be done without any adverse effect
or in any manner inhibiting the ability of the regulator to conduct
its important work.

We also believe it is very important to establish legal clarity in
this role of the regulatory mission. It is our recommendation that
the singular duty of this office is to preserve and protect the integ-
rity of the financial system. Market integrity and investor protec-
tion would remain the responsibility of the current regulatory enti-
ties.

Further, the systemic risk regulator should not focus on pre-
venting the failure of any single firm, unless it is determined that
such failure would precipitate systemic consequences of grave con-
cern.

Authority to prevent systemic risk should be exercised very care-
fully, as not to create the moral hazard from the appearance of an
implied government guarantee against future failure.

Systemic risk concerns may arise from a combination of factors.
Therefore, the regulator should implement its authority by taking
an approach that focuses on all relevant sectors of the financial
market as well as product.

The regulator would therefore need clear authority to seek to
prevent systemic risk in a forward looking manner, to address sys-
temic concerns once they have been identified without hesitation,
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and to ensure that a failing firm does not threaten the financial
system in a systemic manner.

Mr. Chairman, we are committed to being a constructive voice in
this ongoing discussion, which we recognize will be difficult and
complicated, but we stand ready to cooperate, and we look forward
to responding to your questions.

[The prepared statement of Mr. Baker can be found on page 65
of the appendix.]

Chairman KANJORSKI. Thank you, Mr. Baker.

Next, the Honorable Steve Bartlett, President and Chief Execu-
tive Officer of The Financial Services Roundtable, here to discuss
perspectives on systemic risk, especially with regard to the insur-
ance industry, and, I may add, another former Member whom we
welcome back.

Steve?

STATEMENT OF THE HONORABLE STEVE BARTLETT, PRESI-
DENT AND CHIEF EXECUTIVE OFFICER, THE FINANCIAL
SERVICES ROUNDTABLE

Mr. BARTLETT. Chairman Kanjorski, Ranking Member Garrett,
and members of the subcommittee, there is no end to the theories
and proposals as to exactly how to start the economic recovery, but
the fact is that America’s economic recovery will start here with
the financial services industry and in some ways, it starts today
with this committee.

The recovery starts with every new loan, with every new mort-
gage, with every mortgage modification, with every addition to a
retirement portfolio. Most importantly, it starts today with a
strong, stable financial services sector, and a coherent foundation
of a consistent and coherent regulatory structure.

Our current regulatory non-systemic structure, Mr. Chairman,
was created in 20 separate pieces of legislation beginning in 1913,
including 1933, 1934, 1989, 1999, 2003, and so on, in a way that
often added another agency, structure, or feature, often unrelated
to the previous structure.

To say that the financial regulatory system is fragmented and
uncoordinated would be an understatement. By 2008, the weight
and inconsistency of the patchwork system could bear it no longer.

On that note, The Financial Services Roundtable recommends
that the Federal Reserve be created as a systemic risk regulator,
but that would not be a super regulator or a new regulator or a
regulator of individual institutions, and that it not be merely bolted
onto the existing chassis as has happened so often in the past, but
rather to be integrated into the system.

Webster’s defines “systemic” as “related to a system,” and that
should be the test for this committee.

The Roundtable’s proposed systemic restructuring includes the
following:

First, by statute, expand the membership of the Executive Order
Agency called the President’s Working Group, which has the right
idea but no authority, and rename it the “Financial Markets Co-
ordinating Council.” The Council should serve as a forum to coordi-
nate national and State financial regulatory policies.
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Second, the Federal Reserve be designated by statute as a mar-
ket stability regulator with NIFO, what it is called in corporate
board governance work, NIFO, or “nose in, fingers out” authority.

The Fed would be authorized to act only through Federal pruden-
tial supervisors and not unilaterally. The Fed would be entitled to
receive information from those primary regulators and act jointly
through them when sanctions are required.

The definition of “systemic risk” should not be size based and
thus, avoiding the too big to fail syndrome. Rather, systemic risk
would be any risk to the broader system that can arise from the
collective actions of hundreds or from significant actions of a few.

For example, recent example, a combination of bad underwriting
of mortgages, mortgage insurance without proper reserves or over-
sight, securitizations based on credit ratings alone, little due dili-
gence for mortgage backed securities pools, and off balance sheet
vehicles combined collectively or systemically to create the systemic
risk that we are now suffering from. That was across several, per-
haps hundreds of regulatory agencies.

The Fed would not be a super regulator but would work with and
through other regulators. The only exception would be in the event
of a well-defined emergency.

That leads to a related point. A market stability regulator does
indicate the need for a national insurance regulator. The Fed
should work through a national insurance supervisor, not in a vac-
uum.

A market stability regulator to reduce risk creates the additional
need for a national insurance regulator to gather information and
to act upon risky market activities in the Federal space in a timely
and uniform manner.

The third part of this is to consolidate existing Federal pruden-
tial supervisors such as the OCC and the OTS into a single na-
tional financial institutions’ regulator. The new agency would be a
consolidated prudential and consumer protection agency for bank-
ing, securities, and insurance.

Fourth, create the National Capital Markets Agency through the
mergers of the SEC and the CFTC, and use that, to the point that
was made earlier, to supervise or oversee FASB jointly with the
Federal Reserve.

Fifth, create the National Insurance and Resolution Authority for
depository institutions from the basis of the foundation of the FDIC
to create an uniform and coherent way of disposing of failed insti-
tutions.

Finally, we proposed that the current Federal Housing Finance
Agency remain in place temporarily, pending a full review of the
role and structure of the housing GSEs in the future but near
term.

Mr. Chairman, thank you for the opportunity to discuss this
overwhelming need for a market stability regulator as a necessary
first step in a broader reform of our financial regulatory structure.

[The prepared statement of Mr. Bartlett can be found on page 73
of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. Bartlett.

Next, we will hear from Dr. Therese Vaughan, chief executive of-
ficer of the National Association of Insurance Commissioners.
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Dr. Vaughan?

STATEMENT OF THERESE M. VAUGHAN, Ph.D., CHIEF EXECU-
TIVE OFFICER, NATIONAL ASSOCIATION OF INSURANCE
COMMISSIONERS (NAIC)

Ms. VAUGHAN. Chairman Kanjorski, Ranking Member Garrett,
and members of the subcommittee, thank you for inviting me to
testify before the subcommittee on systemic risk.

My name is Therese Vaughan. I am the chief executive officer of
the National Association of Insurance Commissioners or NAIC.

Prior to joining the NAIC, I was a professor of insurance and ac-
tuarial science at Drake University, where I focused on the man-
agement and regulation of financial institutions. From 1994 to
2004, I was the insurance commissioner in the State of Iowa, and
I was the NAIC president in 2002.

I am pleased to be here today to discuss the NAIC’s activities in
the area of financial stability regulation and to offer our assistance
and expertise as the committee tackles the enormous challenge of
developing legislative solutions to the current financial crisis.

The NAIC is a full partner with Congress and the Administra-
tion in seeking ways to improve the financial regulatory system
and promoting financial stability.

The State-based insurance regulatory system is one of critical
checks and balances. We have a long history of consumer protec-
tions, solvency, oversight, and market stability, so any system of fi-
nancial stability regulation can and must build on this proven re-
gime.

While the current financial crisis illuminates the need for review
of regulatory oversight, consumer protections and prudent solvency
oversight must not be compromised in the effort to improve or en-
hance financial stability.

In our view, an entity poses a systemic risk when that entity’s
activities have the ability to ripple through the broader financial
system and trigger problems for other counterparties such that ex-
traordinary is necessary to mitigate it.

The nature of the insurance market and its regulatory structure
makes the possibility of systemic risk originating in this industry
less than in other financial sectors. The insurance industry is more
likely the recipient of systemic risk from other economic agents
rather than the driving force that creates systemic risk.

Most lines of insurance have numerous market participants and
ample capacity to absorb the failure of even the biggest market
participant.

If the largest auto insurer in the United States were to fail, its
policyholders would be quickly absorbed by other insurers, and
backed up further by the State guaranty fund system. This would
not pose systemic risk as the impact is isolated, does not ripple to
other financial sectors, and does not require extraordinary inter-
vention to mitigate.

Risks in insurance are different from bank risks for three rea-
sons. First, insurers tend to be less leveraged than banks. Second,
insurers tend to have liabilities that are different from those of
banks, more independent of economic cycles. Third, insurers tend
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to have a longer time horizon. They typically do not have to sell
assets on a regular basis to meet short-term demands.

An insurance business having special interconnections to capital
markets may be capable of generating systemic risk, however, but
financial and mortgage guarantee lines have been stressed because
of their coverage of mortgage related securities, and as has been
well-documented, large, complex financial institutions with insur-
ance operations, like AIG, have produced systemic risks within the
economy.

The insurance businesses in these holding companies have thus
far been adequately protected by State insurance regulators. State
insurance regulators recognize that action is needed at the Federal
level to identify and manage systemic risk within the Nation’s fi-
nancial marketplace.

That should not be misconstrued, however, as simple acquies-
cence on our part to preemption.

Recognizing the critical need for action in this area, the NAIC
has developed a series of principles for systemic risk regulation as
it relates to insurance, which we believe must be incorporated into
any comprehensive systemic risk system. Our principles recognize
that greater collaboration among financial services regulators is
needed, preserving the principle of functional regulation.

Any framework established to regulate financial stability must
integrate but not displace the successful State-based system of in-
surance regulation. A Federal financial stability regulatory scheme
must provide for sharing of information and formal collaboration
among all financial regulators.

In consultation with functional regulators, any financial stability
regulator should develop best practices for systemic risk manage-
ment. Preemption of functional regulatory authority, if ever appro-
priate or necessary, should be limited to extraordinary cir-
cumstances that present a material risk to the continued solvency
of the holding company or threaten the stability of the financial
system.

For more than 150 years, State insurance regulators, working to-
gether with State legislators, have continued to improve, enhance,
and modernize State-based insurance regulation for the benefit of
consumers and industry alike.

We want to bring the best regulatory minds to bear on the chal-
lenges ahead and to serve as your resource as you navigate and
analyze the current financial landscape.

I thank you for the opportunity to testify, and I would be happy
to answer any questions.

[The prepared statement of Dr. Vaughan can be found on page
147 of the appendix.]

Chairman KANJORSKI. Thank you very much, Dr. Vaughan.

Next, we will hear from Mr. Robert A. DiMuccio, president and
chief executive officer of Amica Mutual Group, on behalf of the
Property Casualty Insurers Association of America.

Mr. DiMuccio?
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STATEMENT OF ROBERT A. DiMUCCIO, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, AMICA MUTUAL GROUP, ON BEHALF
OF THE PROPERTY CASUALTY INSURERS ASSOCIATION OF
AMERICA (PCI)

Mr. DiMuccio. Thank you, Mr. Chairman. I thank you and the
members of the subcommittee for this opportunity to present the
PCT’s solutions for addressing our systemic risk crisis, and thank
you for your leadership and that of your colleagues.

I am appearing on behalf of the PCI, the leading property cas-
ualty insurance trade association, representing more than 1,000 in-
surers of different lines and sizes.

I will address three points: One, the definition of “systemic risk;”
two, that systemic risk legislation should be the critical first pri-
ority addressed to prevent another economic crisis from occurring;
and three, how a systemic risk overseer would function.

PCI has defined “systemic risk” of a financial institution as “the
likelihood and the degree that the institution’s activities will nega-
tively affect the larger economy such that unusual and extreme
Federal intervention would be required to ameliorate the effects,”
or simply stated, if the government has to step in to bail out a com-
pany to protect the larger economy, that is a systemic risk.

Traditional antitrust analysis focuses on too big to fail. Recent
government intervention decisions have shifted toward too inter-
connected to fail, which is measured by the degree a company’s ac-
tivities are leveraged throughout the economy such that its impair-
ment would cause additional failures, and the extent to which its
failure risk is correlated with other systemic downturns.

For example, even a large auto insurer failure would not create
a ripple effect of company failures. Its market share would be
quickly absorbed by competitors. Conversely, some small credit de-
fault providers have highly leveraged counterparties, with reces-
sions increasing default rates and provider impairment exacer-
bating the recession.

My written testimony lists the systemic risk characteristics of
the different lines of property and casualty insurance, and a simi-
lar analysis could be applied to other financial products.

To address the current economic crisis, restore investor con-
fidence, and prevent another economic disaster from occurring, a
systemic risk overseer should be created.

The Federal Reserve Board should serve as the systemic risk
overseer as it has the appropriate mission and expertise. However,
the Federal Reserve Board’s systemic risk oversight should be com-
pletely separate from other bank holding company oversight pow-
ers.

Jurisdiction would include any institution engaged in financial
activities that in aggregate present a significant systemic risk. Also
included would be any institution engaged in financial activities
that chooses to submit to Federal systemic risk oversight such as
for international equivalency treatment.

Systemic risk oversight power should be flexible and include the
authority to require the following: appropriate transparency and
disclosure to overseers for all entities within the regulatory juris-
diction; escalating information sharing with other U.S. and inter-
national overseers as a company’s systemically risky activities in-
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crease; and risk management for specific entities whose financial
activities present a significant systemic risk.

However, systemic risk oversight powers would not include the
following: solvency oversight for individual companies; business
conduct oversight, such as licensing, market conduct, or product
approval; duplicative disclosure or transparency information re-
quirements; and general Federal compliance, such as privacy
standards and other elements of bank holding company oversight.

Regarding oversight of risk management, oversight standards
could consist of: overseeing holding company capital standards and
group risk management; monitoring of affiliate transactions and
significant off balance sheet obligations; collecting and sharing in-
formation related to group systemic risk and holding company sol-
vency; requiring coordination of examination and visits regarding
systemic risk; and eliminating duplicative oversight of holding com-
panies.

PCI proposes increasing coordination to detect fraud and improve
early risk monitoring through enactment of the Financial Services
Antifraud Network that passed the House in 2001.

PCI also proposes requiring the Presidential Working Group on
Financial Markets to implement limited information sharing co-
ordination with international overseers regarding potential threats
to cross border market stability.

These proposals are practical solutions to solving the systemic
risk crisis that do not require a vast new bureaucracy. It does re-
quire filling regulatory gaps.

Three final points. To address congressional imperatives, larger
regulatory reform and oversight could be analyzed in a second
phase. We should not confuse solvency with systemic risk. Solvency
regulation is best done by functional regulators to ensure that com-
panies have sufficient capital to fulfill their promises.

Systemic risk regulation is macro oversight to prevent holding
company failures from contaminating other markets in the larger
economy. Merging solvency regulation into systemic risk oversight
will simply create a regulator who is too big to fail.

PCI is committed to working with this committee in advancing
appropriate solutions to stabilize the markets and prevent another
economic crisis from occurring. Addressing systemic risk is the best
action to do so, and we stand ready to assist in any way.

I thank the subcommittee for their time. We would be willing to
answer any questions.

[The prepared statement of Mr. DiMuccio can be found on page
100 of the appendix.]

Chairman KANJORSKI. Thank you, Mr. DiMuccio.

Now, we will hear from Mr. Timothy Ryan, Jr., president and
chief executive officer of the Securities Industry and Financial Mar-
kets Association.

Mr. Ryan?

STATEMENT OF T. TIMOTHY RYAN, JR., PRESIDENT AND
CHIEF EXECUTIVE OFFICER, SECURITIES INDUSTRY AND FI-
NANCIAL MARKETS ASSOCIATION (SIFMA)

Mr. RYAN. Thank you, Mr. Chairman, and members of the sub-
committee.
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The purpose of my testimony will be to detail SIFMA’s views on
a financial markets stability regulator or systemic regulator, in-
cluding the mission and the purpose of such a regulator, and to
highlight certain powers and duties that you might want to con-
sider providing to such a regulator.

Systemic risk has been at the heart of the current financial cri-
sis. We at SIFMA have, through committees of our members and
roundtable discussions with experts, devoted considerable time and
resources of thinking about systemic risk and what can be done to
identify it, minimize it, maintain financial stability, and resolve a
financial crisis in the future. Through this process, we have identi-
fied a number of questions and tradeoffs that will confront policy
makers in trying to mitigate systemic risk.

Although our members continue to consider this issue, there
seems to be a consensus that we need a financial markets stability
regulator as a first step in addressing the challenges facing our
overall financial regulatory structure.

At present, no single regulator or collection of coordinated regu-
lators, has the authority or the resources to collect information sys-
tem-wide or to use that information to take corrective action across
all financial institutions and markets regardless of charter.

We believe that a single accountable financial markets stability
regulator will improve upon the current system.

While our position on the mission of the financial markets sta-
bility regulator is still evolving, we currently believe that its mis-
sion should consist of mitigating systemic risk, maintaining finan-
cial stability, and addressing any financial crisis.

In my prepared remarks submitted to the subcommittee, I have
provided an outline of certain powers and duties of the financial
markets stability regulator might have, and some issues you might
want to consider in determining the scope of those powers and du-
ties.

I will briefly touch on those powers and duties, but note that my
prepared remarks provide a very full discussion of these issues.

The financial markets stability regulator should have authority
over all financial institutions and markets regardless of charter,
functional regulator, or unregulated status.

In carrying out its duties, the financial markets stability regu-
lator should coordinate with the relevant functional regulators as
well as the PWG, in order to avoid duplicative or conflicting regula-
tion and supervision. It should also coordinate with regulators re-
sponsible for significant risk in other countries.

It should have the authority to gather information from all finan-
cial institutions and markets, make uniform regulations related to
systemic risk that are binding on all, and act as a lender of last
resort to all.

It should probably have a more direct role in supervising system-
ically important financial groups, including the power to conduct
examinations, take prompt corrective action, and appoint and act
as the receiver or conservator of such systemically important
groups. These more direct powers would end if a financial group
were no longer systemically important.

There are a number of options of who might be the financial
markets stability regulator. Whomever is selected, the financial
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markets stability regulator should have the right balance between
accountability to and independence from the political process.

It needs to have credibility in the markets and with regulators
in other countries. It should have the tools necessary to identify
systemic risk, take prompt action to prevent the financial crisis,
and to resolve a financial crisis if it occurs.

To be truly effective, the financial markets stability regulator
would need to have the power to act as the lender of last resort
or to provide emergency financial assistance to the markets, and
have prompt corrective action and resolution powers over failed or
failing financial institutions that are systemically important.

I stand ready to answer any of your questions, Mr. Chairman,
and members of the subcommittee. Thank you.

[The prepared statement of Mr. Ryan can be found on page 127
of the appendix.]

Chairman KANJORSKI. Thank you, Mr. Ryan.

I thank the panel for their testimony. I am sure we all have
somedinteresting questions. Let me start off with my questioning
period.

The thing that sort of disturbs me is what my ranking member
referred to in his opening remarks, and that is we have to get this
one right. We cannot just hurry to expeditiously conclude some-
thing or pass something that appears to be a fix when in fact it
does not really accomplish something of a significant nature.

The thing that disturbs me is trying to get my arms around the
idea of just what is a “systemic risk.” We have all talked about it,
I can assure you, and we have heard you.

I think when the question came up in 1964, Justice Potter Stew-
art, in trying to explain what was “obscene,” he said the following,
“I shall not today attempt further to define the kinds of materials
I understand to be embraced, but I know it when I see it.”

I think probably with systemic risk, after the fact, we seem to
all know it when we see it, but before it arrives, we have no idea.
If you make the proper conclusions, we would not be in the crisis
we are in today, if people could have rapidly seen systemic risk
would have occurred. We certainly have enough regulators who had
eyes on the situation. They just were not analyzing or seeing the
situation.

I, myself, think we have in the past constructed some interesting
areas, some of which now have been passed over, but the prior
practice of the Justice Department to honestly decide whether or
not there were antitrust violations in reviewing mergers and con-
solidations.

With that in mind, it very often accomplished proactively re-
sponding to something before it happened, before it caused the oc-
casion to cause something, monopolistic or otherwise, to occur in
the system.

That is what we are attempting to do. When I think of it, in most
instances in our government at least, we regulate entities. We do
not regulate conclusions or finalities that occur.

When you think of it, almost anything could be a systemic risk.
I was just talking to my staff and I said if you really think about
it, a bad virus could be a systemic risk. Obviously, we are not going
to try to regulate viruses so they do not cause systemic risk.
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On the other hand, I see a big challenge ahead of us. That is why
I agree with the ranking member. You know, we are treading very
closely to government authority to encompass regulation of every-
thing, under the excuse of well, it may grow into systemic risk,
therefore, we have the right to inquire into it and possibly be an
active Congress, we have the right to limit or control that action.

That seems to be an unusually extended role of government, and
we have to be very careful we do not carte blanche offer that.

On the other hand, if we do not do something that is severe, we
are going to run into the same problem we are in now, in terms
of allowing things to grow.

I just point out to the panel, we had the automobile industry
here several weeks ago. Their argument to a large extent was they
constituted a systemic risk in that if the U.S. Government allowed
any one of the three American auto companies to fail because of
their intertwined nature of having similar dealers and similar sup-
pliers, those suppliers or dealerships would fail, and therefore, it
would fail for all three of the auto companies, not just for the one
that had to go into bankruptcy, and that would constitute a sys-
temic risk for the auto industry.

It makes sense. Could we have stopped that from happening?
Would we have anticipated that? Is there some magnificent char-
acter out there who has the brain power to anticipate all those re-
alities?

I am not even certain in the auto industry that it was controlled
by a thinking power, I think it just occurred.

Is that what we are talking about with systemic risk, and now
adding on this feature of going to a global economy. It is a frightful
thing. I think you have a good idea there, Scott. We have to take
our time. We have to make sure we get this right.

Could some of the members of the panel give me an idea, do you
see a very grave difficulty in defining what a “systemic risk” is and
what part of that risk we really want to pay attention to in the na-
ture of creating some laws?

Mr. Bartlett?

Mr. BARTLETT. Mr. Chairman, I do not think it will be difficult.
It will require some thought by the committee, as you have, and
by others. I think it is not difficult so long as the committee is look-
ing for a systemic pattern and then the regulation is still by the
principal supervisors, by the primary prudential supervisors at the
national level.

I heard the consistency on the panel that there is no call here
for a new regulator or super regulator to take the place, but rather
someone to connect the dots.

A clear example, there were hundreds of regulators regulating
thousands of regulated banks and tens of thousands of non-regu-
lated mortgage originators, and those regulators collectively and in-
dividually concluded that those things that were called “subprime
mortgages” were unsafe, unsound, and bad underwriting.

But they had no connection like upstream to Wall Street to say
by the way, so the regulators said you cannot own them, so they
did not own them. They sold them. There was no connection to the
rest of the system to say that somebody down here has concluded
they were unsafe and unsound.
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It is that connecting the dots’ system that we are calling for, not
a new regulator.

Chairman KANJORSKI. Mr. Bartlett, to connect those dots, would
that not encompass authority for the existing various regulators
that we have to share information and confidential information
with one another, and is that not sort of dangerous? Is that not
what we would worry about?

Mr. BARTLETT. Mr. Chairman, it is not dangerous. It is dan-
gerous not to. We have discovered that. It does require legislation.
Let me say that crystal clear. This cannot just happen because the
statutory authority is not there, but it requires the authority of the
Federal Reserve and the prudential supervisors to collaborate and
share information with one another.

Chairman KANJORSKI. You would be perfectly agreeable to allow-
ing a set of regulators, if we ever get around to regulating hedge
funds—I am going to pick on Mr. Baker for a second—that the in-
formation they would obtain from the various hedge funds from
around the country as to what their investment policy was, that
should be disclosed across the regulatory network?

Mr. BARTLETT. No, sir. Disclosed to the Federal Reserve or to the
market stability regulator because it is a systemic regulation func-
tion.

I think you could make other decisions on disclosure and non-dis-
closure, but the Fed needs the information to know what is going
on.
The first call on Bear Stearns did not come from the SEC and
it did not come from Bear Stearns. It came from Treasury, who did
not have a regulatory role. They called the Fed as the systemic reg-
ulator, even though there was no statutory mandate for the Fed to
be a systemic regulator, but the Fed was all they had. It was out-
side the system, if you will.

Chairman KANJORSKI. You are really talking there about the di-
agnostician, after a set of facts and circumstances occurred, some-
body to blow a whistle, to connect the dots and blow a whistle.

Are we not really talking about someone doing an analysis before
the decisions are made, to make the review, so we are one step
ahead of where it is easier to define what we are doing?

Mr. BARTLETT. That is precisely the point. How would Bear
Stearns have been different had the Fed been authorized to con-
duct some kind of systemic risk analysis a year or 2 years earlier?
Would it have prevented the crisis? I do not know.

The outcome would have been different, and I think better. The
first call that there was a systemic problem came after the horses
were out of the barn and running around in the pasture.

Ms. VAUGHAN. Mr. Chairman, may I speak to this, please?

Chairman KANJORSKI. Yes, I am going to let you speak, but I am
already over my time. Go ahead, Doctor.

Ms. VAUGHAN. Thank you. I used to teach a class at Drake, 1
mentioned when I started, on the regulation of financial institu-
tions. It was a graduate class.

We would spend some time talking about systemic risk. I find
the evolution of this discussion very interesting because if you look
at kind of the way systemic risk was thought about around the
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time of the savings and loan crisis, way back when, that was very
bank centric.

It was because the banks are connected to the payment system,
because of the way banks extend credit, that a contagion within the
banking system creates systemic risk.

When Long Term Capital Management happened, we began to
think about hedge funds and the possibility for them having sys-
temic risk.

I think what we have learned with AIG is there is an issue about
activities that create interconnectedness, that we have these credit
default swaps that it would have been nice if someone had been
looking at this and saying, boy, look at the amount of credit default
swaps that the banks have, you know, going in both directions, and
where is this stuff going, and who is watching the way this is play-
ing out through the marketplace, and making a decision as to
whether these should be regulated.

It strikes me that going back to your suggestion that we are talk-
ing about someone who is looking at the marketplace and trying to
identify problems before they happen, I think that is one of the
things that is very consistent with what the regulators have been
saying. It is not the only model but that is consistent with what
we have been saying.

We have seen because of AIG—we have a better recognition of
how systemic risk impacts our ability to protect our policyholders.

We think it would be helpful to have some mechanism that is
monitoring systemic risk within the industry so that we can work
with them to make sure that it is not interfering with our ability
to do what we do.

Chairman KANJORSKI. Thank you, Dr. Vaughan.

Mr. Garrett?

Mr. GARRETT. Thank you, all, and thank you, Mr. Chairman. I
appreciate your comments with regard to the auto industry and as
to what the systemic risk is there.

I am thinking at the same time about the technology industry as
well, the electronic industry, and all the other ones outside the fi-
nancial sector that we would have to begin to throw into this mix.
Any one of these, if they ever were to fail, could have a systemic
problem.

It was prior to everything blowing up in August of last year
when Chairman Bernanke said with regard to setting up a regu-
lator, “Some caution is in order. However, as this more comprehen-
sive approach,” which has basically been described by some of you,
“would be technically demanding.”

He went on to say, “We should not underestimate the technical
and1 information requirements of conducting such exercises effec-
tively.”

I think he hit it right on the point. How do you do that? When
you look to see what the track record has been already for our reg-
ulators, who would you suggest that we take to put into this sort
of regulator or just a council or what have you?

Should we take it from the SEC, in light of their experience with
the Madoff situation and some of these other situations that they
have been involved in? Should we take it from the OTS, with re-
spect to what they have done with the banks and AIG subs? Should
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we take it from the Federal Reserve, with their experience with
setting monetary policy, and their experience with the national
banks as well?

Should those be the people whom we are drawing from in order
to be able to sit back and get a more comprehensive approach?

On the Federal Reserve, just remember, and I appreciate your
comments, Mr. Bartlett, about them looking at one area, but was
it not the Boston Federal Reserve back in the early 1990’s who
said, “The banks could consider such things as welfare payments
and unemployment insurance when they decided whether or not
they should be giving bank loans to individuals.”

Should it be those same individuals that we call upon to be our
super regulator in the future, to be able to make these decisions?

If they were not able to do it for the narrow area that we have
charged them with, that they had the authority to do, who on the
panel thinks we should be drawing from them to be making the de-
cisions for us on an overarching responsibility?

[show of hands]

Mr. GARRETT. You do. Who do you think?

Mr. BARTLETT. Mr. Garrett, I understand your question. The
Federal Reserve gathers information and it has for a decade on the
production and distribution of corrugated box containers to help
them with information about the economy and what is happening
in the economy. They are not permitted to gather information
about the reserves against the hundreds of billions of dollars of
CDS because that is excluded to them.

The Federal Reserve was given the responsibility by regulation,
rightly or wrongly, to regulate as a small regulator, HOEPA, and
they were busy doing that and regulating it as a consumer protec-
tion issue, when the entire system of subprime mortgages col-
lapsed, because they were not authorized to look at that system,
but they could look at HOEPA and consumer protection.

We are not, and I do not believe anyone is advocating a super
regulator. Rather, we are advocating someone to connect the dots.

Mr. GARRETT. I understand that. In your experience in Congress
in the past, when is it ever the case where you have a regulator
in place that does not try to grow in its extent of authority? Do
they ever just sit and say, “This is our realm of responsibility here
and we are not going to exert it more so.”

Is that your experience?

Mr. BARTLETT. That is why God made oversight committees.

Mr. GARRETT. Ms. Williams, I have a question. I just need a bet-
ter picture on this. It is on one of the points I just raised, and I
appreciate your testimony.

When OTS is out there, and you used the expression “making
their examinations,” and you said they had a problem—not a prob-
lem—they had the aspect that they were not able to get into the
hedge funds and they were not able to have information more par-
ticularly with regard to the AIG situation, as far as their offline
business and what have you. Can you in a sentence or two elabo-
rate on that? What should have been their authority there? Did
they not have the ability to at least look at that and say here is
an area where we know something is going on, but we do not have
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the authority to look at it, we want to investigate it more, or they
just simply did not know that at all?

Ms. WiLLIaAMS. This is the challenge with holding company over-
sight, because they have the authority to look at the holding com-
pany. In this case, it is a thrift holding company that we were talk-
ing about in the case of AIG.

They could look at the holding company and any threats to the
holding company, but it creates an issue of they can go in if they
believe there is a threat to the holding company, but if you are not
looking at all of the subsidiaries within the holding company, how
are you going to identify the threat?

Mr. GARRETT. Could they look at all the subsidiaries?

Ms. WiLLIAMS. To the extent it poses a threat to the holding com-
pany, there are specific cases that they could go in and look at it.

My understanding is that is what they did once the internal
auditor raised concerns about risk management of AIG Financial
Products. They went in once those concerns were raised because
that raised an issue for the holding company.

Mr. GARRETT. I appreciate it. I might have additional questions
later. Thank you.

Chairman KANJORSKI. Thank you, Mr. Garrett.

Now, we will have the gentleman from New York, Mr. Ackerman.

Mr. ACKERMAN. Thank you, Mr. Chairman.

Before I ask my questions, I just want to respond to some of the
things some of my colleagues put forth as statements or theories
or postulates, in saying that the problem that we face really is
there is too much regulation. Some of them said it in different
ways.

I would just like to analogize that if we had a super highway sys-
tem for use of mixed vehicles, different kinds, cars, trucks, etc., and
there were speed regulations, a lot of speed regulations, but nobody
was enforcing the speed regulations because the State Police just
neglected to patrol or fine anybody who was speeding. Suddenly,
systemically, the entire highway system is filled with crashes and
carnage. Is the problem: (a) there are speed requirements; (b) the
police are not patrolling; (c) the people trying to figure it out are
from outer space; or free feel to add, (d) all of the above.

I think we are getting into an area here where we are talking
about philosophy versus fact. That is my observation.

A question: Mark-to-market, where there is no market, and argu-
ably sometimes there is no market, how do you require companies
to mark down the value of their company setting off all kinds of
crises in the economy and expect there not to be problems?

Anybody?

Mr. BAKER. I will take a pass at it, Mr. Ackerman. I come at it
from the experience of the savings and loan debacle, the creation
of the RTC and the resolution of property owned by the U.S. tax-
payers as a result of closure of significant numbers of institutions.

Real property was sold for about 20 cents on the dollar, notes
and securities for 12 and 13 cents. It was a contained geographic
downturn in Louisiana and Texas, and the residual economic ef-
fects of that distress sale in that environment caused a decade long
downturn in those regional economies.
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To a great extent, it was brought on by in essence a mark-to-
market philosophy, let’s get the stuff out the door at an emergency
price.

At the same time, I would be quick to add, however, efficient
market function only comes with accurate disclosure of values.
There will be a very difficult decision to be made by someone in an
administrative agency as to how to proceed with government-owned
resources in the current environment.

If a bank is to liquidate an asset and it is below whatever value
was on the books, they will have to raise capital in a very tough
marketplace to offset that material loss.

If they expect to have it sold and—

Mr. ACKERMAN. Which is why the banks are holding onto all that
money we gave them.

Mr. BAKER. To a great extent, that is a contributing factor. There
would be others better able to respond to that observation than I,
but I would also suggest that in order to sell that asset in a dif-
ficult market at above book value, it is very problematic for the
acquirer because he knows he is not paying market value.

This is going to be a continued and long term problem of resolu-
tion. I cannot dispute the fact your observations have merit, al-
though I would say to act without true valuations and allowing
parties to come to a negotiated price on any asset disposition, we
could not expect that to be the end conclusion either.

Mr. ACKERMAN. Dr. Vaughan?

Ms. VAUGHAN. If I can just speak to this from an insurance per-
spective a little bit, I have found myself for the last year or so re-
thinking myself around this subject of mark-to-market. I would say
that a couple of years ago, I tended to be thinking that movement,
that direction, was a good thing.

When you have a world like we are in today where the liquidity
situation is so difficult, and we know that the market values of
these assets are depressed for two reasons, one is there are real
credit losses coming down the road, but second, there is a depres-
sion in market values simply because of the liquidity of the market.

We do not know what the mix of those two is, but to force compa-
nies that are going to hold these assets long term that do not have
to sell in this illiquid market, to force them to write down to a
value that reflects current illiquidity, I am wondering, again, just
sort of thinking through it, whether it is sending the wrong signal
to the marketplace, and particularly, I think about consumers, is
it sending the wrong signal to consumers about the capital that is
in these companies and how strong these companies are.

One of my colleagues likes to say the greatest risk we have right
now is a crisis of confidence. It is that people are scared. We know
our policyholders are scared.

That is one of the reasons that the insurance regulators have
really been struggling with what kind of reporting requirements
should we be having in this environment right now where the mar-
kets are not anything that we have ever lived with before, not in
my lifetime.

Mr. ACKERMAN. We cannot address or we certainly cannot legis-
late the confidence in the market. We are going to do a lot of
cheerleading to do that.
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In addition to that, if I may for a couple of seconds, Mr. Chair-
man, just say among the risk to the system, I would think, you
have loopholes, which we can do something about, and greed,
which we can do nothing about.

Within greed, there are things that we can do to eliminate the
loopholes, which include things like reinstating the uptick rule,
where people, for reasons of their own, beat down the value of a
company to take advantage of the system to make lots of money
while distorting the real value that there might be in a company
or in the marketplace.

Thank you, Mr. Chairman.

Chairman KANJORSKI. Thank you very much, Mr. Ackerman.
Now, we will hear from the ranking member of the full committee,
Mr. Bachus.

Mr. BACHUS. First of all, let me commend Director Williams for
her report. I would mention to all of the committee members that
Mr. Kanjorski and I requested a GAO study on credit derivatives,
and more specifically, CDS. This report was actually filed today.
That is what she was giving testimony about. It is something I
would direct all our attention to.

Let me make one comment and then I am going to ask questions.
Mr. Royce and Mr. Bartlett, you both called for a Federal regulator
for insurance.

I think at least implied is that the regulation in insurance had
failed, but I really do not see any evidence of that. Our national
insurance markets are the strongest component of our financial
services market now.

If they are having problems, and they are, it is because of the
economy, failures in the banking system and other parts of our fi-
nancial system.

In fact, one member specifically said the failure of insurance reg-
ulators to do anything on AIG. Well, that was actually—that was
an alternative investment vehicle that operated, really the only
regulation you could say of that was in London, a 300-employee
group, AIG Financial Products. There was no insurance regulation
of it because it was not an insurance business. You could say CDS’
are.

The only Federal regulator was the regulator for a holding com-
pany, and that was a bank regulator. It was not an insurance regu-
lator.

I am not sure that other than New York with the bond insurers
that you could—I could find literally thousands of instances where
we had failures in our bank regulators, but I find very few in insur-
ance.

I am not sure that is a very fair argument to say that what has
happened—in fact, I think what has happened has shown that
probably our State insurance regulators have done a better job
than most everybody else.

Now, we are asking the Fed—Mr. Bartlett, I think you will agree
that the President’s Working Group in 1988 and then this Congress
in 1991 actually directed the Treasury and the Fed to look at sys-
temic risk and see what sort of powers they ought to have to deal
with it. Now, we are going to appoint the Fed.
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I would associate myself with Mr. Castle’s remarks, I think most
closely, and Mr. Price’s, as to how we address this systemic regu-
lator.

The Congress said that in 1991, a year before I got here.

Having said that, are any of you troubled by giving the Fed so
much power with their monetary policy right now? If they are regu-
lating somebody but they are also given the right, as some of you
said in your opening statements, to bail them out—I will use those
words, you did not use those words, but some of you did use “res-
cue”—they have been rescuing one institution after another.

Are you troubled by that? Dr. Vaughan, I am going to ask Mr.
Ryan. I know how you feel. Mr. Ryan?

Mr. RyYAN. I would like to first of all make a general comment
and maybe I am dirtied up because I was the Director of the OTS,
first Director of OTS.

As a former Federal bank regulator, I can tell you—this is true
basically of all former bank regulators. You can take them from all
over the globe.

Right now, as the chairman said, we know what systemic risk is
and we are living through it right now as we see it.

We know there is no Federal regulator fully equipped with the
tools and the information to help us avoid this type of problem in
the future. What we are looking for here is we are looking for
someone who has the tools, has the information, has the power to
hopefully to look a little bit over the horizon. Bank regulators are
rear view mirror type people. It is all looking back.

That is why we call it not systemic risk regulator, we call it a
financial markets stability regulator. That is what we want this en-
tity to do.

We need someone to do that job.

Mr. BacHUS. I guess what I am asking, Mr. Ryan, is should it
be the Fed to do all of that?

Mr. RYaN. We have not really decided that, Mr. Bachus. That is
why we kind of dodge that. I think having all these hearings—
every time you have a hearing, I will come, to any one of these
committees, I will come. We need input, and you all need to make
a decision in a timely fashion, and to me that is before the end of
this year.

We need a restoration of confidence and a component piece of the
restoration is having a regulator who can do this job.

Mr. BAacHUS. Let me go back and say this: If you look at most
of the institutions that failed, they were not regulated at all. Op-
tion One. They were non-banking affiliates, but they were not in-
surance affiliates. They really were non-regulated institutions.
Even GE. They had a non-regulated WMC.

You can just go down the line and probably 70 percent of the
losses were in companies that were not regulated by bank regu-
lators or insurance regulators.

Those are the gaps.

Mr. RYAN. We have talked about the shadow banking system and
basically unregulated. We need someone who can look over the ho-
rizon, not limited by charter, and can pull the information together,
and then take action, and the action, as I said in my testimony,
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goes from the more simplistic setting standards to also the resolu-
tion.

Mr. BAcHUS. Let me say this. Dr. Vaughan, I know how you feel.
I think I was favorable to your point of view.

What about as opposed to rescuing these institutions, what about
two options? One would be an orderly liquidation. Two would be
not allowing them to become a systemic risk. Are those not two bet-
ter options than injecting taxpayer dollars or guarantees into the
system?

Mr. BARTLETT. Mr. Bachus, that is what we are proposing. The
Fed has a lot of power but they do not have the power to prevent.
They are called upon, whether they have the statutory power or
not, they are called upon to resolve with a lot of money what they
did not have the power to prevent.

Mr. BAcHUS. Could Dr. Vaughan just briefly respond? You want-
ed to answer the first one. I am sorry.

Ms. VAUGHAN. The first one, good. Not to the question about
whether we should put taxpayer money into—

Mr. BAcHUS. Whichever one.

Ms. VAUGHAN. I would rather do the first one. Thanks.

I appreciate that because it gives me a little bit of an opportunity
to make a couple of points I wanted to make.

First of all, the discussion about creating a Federal regulator, a
couple of years ago when I was an insurance commissioner, it was
all about efficiency, the inefficiency of the State system.

I find it interesting that suddenly this has morphed into we need
a Federal regulator so that we have effective insurance regulation,
when as you pointed out, there is no evidence that the system has
not been effective. In fact, we do not have any policyholders who
have lost any money yet.

The credit default swap problem was not in the insurance com-
pany because we would not let them do it in the insurance com-
pany.

We were regulating that company to protect policyholders. Unfor-
tunately, we are getting hit by things outside the system.

The point I wanted to make is this idea of creating one “uber reg-
ulator.” We are absolutely not in favor of that, are absolutely op-
posed to that. We do not want a system that preempts our ability
to protect our policyholders, and we think that a system of checks
and balances is a very good thing, and that having a lot of eyes
on the problem is a very good thing.

The story that I have told many people in the last couple of
weeks is that what has happened in the world over the last couple
of years has crystallized for me an appreciation of the fact that reg-
ulators make mistakes.

I think that is the most important lesson we can draw from this.
Regulators will make mistakes. A regulatory system will fail. When
you build a regulatory system, you should build that to withstand
those kinds of failures.

Bernie Madoff was a big failure. I am absolutely not pointing fin-
gers at the SEC for that failure because I will tell you, the insur-
ance regulators have had failures also. We have been the recipient
of several GAO studies, thank you very much, that pointed to prob-
lems in our system, and that we then went and fixed.
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There was a man named Martin Frankel who, while I was an in-
surance commissioner, took control of seven insurance companies.
He was a fraudster. He began bleeding the insurance companies,
stealing money from them.

He got through several insurance commissioners and when he
got to the State of Mississippi, which was maybe the 4th State he
got to, Commissioner George Dale of Mississippi looked at it and
said, this does not look right, and he brought him down. What that
illustrates to me is the value of having multiple eyes on the prob-
lem. That is what we have in the State system, multiple eyes on
the problem.

We do not want our eyes taken away when you build this system.
If you want to add another set of eyes, that is great, but do not
take our eyes away and our ability to protect our policyholders.

Mr. BAcHUS. Thank you.

Chairman KANJORSKI. Thank you very much, Doctor.

As I understand it, we have three votes. We have at least 5 min-
utes in which Mr. Sherman get his examination in before we re-
cess.

Mr. SHERMAN. Thank you. I will start with kind of a rhetorical
question that you should respond to for the record.

A number of those on the other side of the aisle have said, wait
a minute, you get this systemic risk regulator and those big enough
to be subject to it get this implication of Federal stamp of approval,
maybe they are viewed as too big to fail, which means they will get
bailed out, and this gives them an advantage in the marketplace,
lower interest rates, and worse of all, if they do need to get bailed
out and there is an implication that we are going to bail them out,
we might bail them out.

One issue is instead of having too big to fail, regulating it in a
way that has all the problems that are pointed out by Republican
colleagues, we could prohibit too big to fail. Say any financial insti-
tution over a quarter of a trillion dollars in size, that is as big as
you get. It is time to give your shareholders the joy of a spin off.
We do not have to put ourselves in a position where we have to
endure too big to fail or we have to insure too big to fail.

I would now like to shift to AIG, which recently transferred, I be-
lieve, $20 billion of our money to their counterparties as cash col-
lateral.

I am going to ask first Mr. Bartlett, what portion of those
counterparties are likely to be foreign entities? Do you have an un-
derstanding of the customers that AIG would have had for its cred-
it default and similar products? Should I as a taxpayer assume
that a substantial portion of that is going to foreign entities?

Mr. BARTLETT. I have no idea. It is a global market.

Mr. SHERMAN. It is a global market in which the rest of the
world is a very substantial part.

Mr. BARTLETT. And we are a substantial part of the rest of the
world also.

Mr. SHERMAN. We would expect that if you are sending $20 bil-
lion to AIG counterparties, you are sending a lot of it overseas.

Dr. Vaughan, I realize that the AIG entity involved is the one
non-insurance AIG entity. Do you have any understanding as to
what portion of that money would be going overseas?
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Ms. VAUGHAN. I really do not.

Mr. SHERMAN. Dr. Vaughan, if I went to an investment house
and I said, your building may burn down and that could be a prob-
lem for you, and I will offer you insurance against that risk, you
would probably say that I would have to get registered with my
State insurance and have reserves and really be an insurance com-
pany. But if I go to them and say, your portfolio may burn down,
apparently, I do not need an insurance charter.

What is the definition of “insurance” under the various State
laws that says that insuring a portfolio is not insurance subject to
State regulation, when clearly most investment houses were more
worried about their portfolios burning down than their buildings
burning down?

Ms. VAUGHAN. That is a very interesting question that you raise,
and one that there is a fair amount of discussion going on about
right now in regulatory circles.

At one point recently, the New York Superintendent had sug-
gested that a credit default swap that was actually covering a port-
folio, that was insuring a portfolio, would be treated as insurance.

Much of what is being transacted, however, are what you call
“naked credit default swaps,” where there is no underlying asset
that is being “insured.”

Mr. SHERMAN. Wait a minute. If I sell life insurance on some-
body’s husband, they have an insurable interest. That is called “in-
surance.”

Ms. VAUGHAN. That is right.

Mr. SHERMAN. If I sell insurance in my State to somebody who
does not have an insurable interest—

Ms. VAUGHAN. That is called “gambling.”

Mr. SHERMAN. That is called “gambling,” but it would be insur-
ance. It would be the insurance regulator who would say no, I can-
not do that. The life insurance companies in my State are in fact
told what life insurance they can sell and who they can sell it to.

Ms. VAUGHAN. Right. Actually, the concept of insurable interest
is a fundamental concept in insurance. In property and casualty in-
surance, in order to collect on a claim, you have to have insurable
interest at the time of the loss.

In life insurance, in order to buy a policy, there has to be an in-
surable interest, and it is a little complicated how it can arise, but
there has to be one at the time you buy the policy. That concept
of insurable interest is fundamental to what we think of as insur-
ance, and then the other part, of course, is risk transfer.

In the issue of credit default swaps, there has been some discus-
sion, and I know they are frequently called insurance—

Mr. SHERMAN. They serve the role of insurance. They may not
technically be insurance. As to who would regulate them, one argu-
ment would be well, it is insurance and we will have the State reg-
ulators insure.

The concern I would have is which State, and would there be a
race to the bottom? What protects me as a Californian in the race
to a bottom is even if an insurance company is created in the Cay-
man Islands or in some State that races to the bottom, my insur-
ance regulator can protect me, and I am not going to move to an-
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other State. I am not going to move to the Cayman Islands to get
an insurance policy.

In contrast, these markets can be moved anywhere. Transactions
can be anywhere.

I know you believe in State regulation of insurance for con-
sumers, for those who are in a fixed place. I am not sure we could
have the States regulate the insurance of financial interests and/
or the gambling on financial interests.

Ms. VAUGHAN. Yes. I said there has been a lot of discussion
about this in insurance regulatory circles. I would say there has
not been a resolution of where the regulators are.

I share your concern that there are some differences between
credit default swaps and other kinds of insurance that we are used
to dealing with.

One of the major differences is that credit default swaps are so
pervasive now with the banks, with the hedge funds, throughout
the system. I think personally that this would be a challenge for
the insurance regulators to say we are going to regulate that mas-
sive marketplace in addition to what we already do and by the
way, do a very good job.

Chairman KANJORSKI. There are three votes, and we will be back
in approximately 30 minutes. The subcommittee stands in recess.

[recess]

Chairman KANJORSKI. The subcommittee will come to order. I
now recognize the gentleman from Delaware, Mr. Castle.

Mr. CASTLE. Thank you, Mr. Chairman.

I was a little surprised with what I thought was almost una-
nimity that we need some sort of a systemic risk regulator out
there. I do not disagree with that. One of my concerns is exactly
who should be doing this. Several of you mentioned the Federal Re-
serve.

Mr. Baker, my recollection of your testimony and I may have it
wrong, is that you thought it should be an independent agency or
somebody different than the Federal Reserve. I have some concerns
about the Federal Reserve taking on much more at this point. That
is why I asked the question.

Mr. BAKER. Congressman, we as an association have not taken
a position on the specific location of the regulatory responsibility.
I would quickly add that your concerns and echoed by others rel-
ative to the Fed being engaged in monetary policy activities and po-
tentially taking on this role as well, it is a task of enormous re-
sponsibility, and significant new resources would have to be made
available.

I do not know whether a different shop, a coordinating shop,
some have suggested a coordination role, might be sufficient in
order to perform the task.

We have focused more on the elements that should be identified
and what should be done once those are found. The actual mechan-
ics of who should do it is not a recommendation we have made.

Mr. CASTLE. Does anybody else have any concerns about the Fed
doiélg it? A lot of you expressed the thought they should be able
to do it.

Mr. BARTLETT. Mr. Castle, we addressed that issue and thought
about it. We find the role of systemic risk regulator or market sta-
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bility regulator, as I have described, to be very consistent with the
Fed’s role in terms of the economy and monetary policy.

It is their job to understand and to strengthen the economy, and
that is really what this is all about. We find it to be very con-
sistent.

Mr. CASTLE. Mr. DiMuccio?

Mr. DiMuccio. The PCI also feels that it was consistent with the
role of the Federal Reserve Board, so we would in fact support that
position.

Mr. CASTLE. Mr. Ryan?

Mr. RYAN. We have not decided, but I think the most important
issue for us is that it be done in a timely fashion and that the regu-
lator be fully equipped to handle the role which will be complicated
and difficult, and trying to create some new agency will be difficult
and will provide delays.

It is going to be a difficult choice for the committee and for Con-
gress as to who should do this role.

Mr. CASTLE. Dr. Vaughan, I want to ask you a question, and it
pertains to AIG. Of all the consternation from what has happened
in the last several months, AIG is at the top. We have—I am going
to say, “thrown money at them” with loans or whatever. It seems
to repeat. They reported a $62 billion loss quarterly, in the last
quarter of last year.

Part of what I hear is—I do not really know all this—this is just
anecdotal to me to a degree, that they have a separate financial
arm and that really caused a lot of the problems.

I listened to your testimony about being less leveraged and
longer time payouts and things, and I guess that is basically cor-
rect for the insurance industry, but then you wonder how did AIG,
which at its heart was an insurance operation, get into this whole
separate financial arm and all the credit default swaps and all the
other things that led to its financial demise, and the great taxpayer
dollars that are going into it and the continuing losses.

Should we have some sort of separation of the insurance industry
from even being able to get into things such as that? Is there some
way this could have been prevented or we could prevent it in the
future?

Ms. VAUGHAN. I think that is an excellent question. I guess I
would answer it this way. I read something recently that Chairman
Bernanke said, I think it was Chairman Bernanke, that AIG was
basically a hedge fund on top of an insurance company.

The problem is that we did have this—I would say AIG was not
an insurance company. It was a large complex financial institution,
large globally complex financial institution.

We as insurance regulators have authority that is clearly laid out
in McCarran-Ferguson to regulate insurance, so we were protecting
those insurance entities.

As T have said already, the insurance companies still remain sol-
vent. What we did was say that these insurance companies cannot
do this credit default swap business or have limitations around
what they could do, and constrained their ability.

There was nothing that then prevented this large complex finan-
cial institution from creating an arm that was unregulated to do
that. That is where we come to the problem. A lot of what was
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going on here was unregulated activities that then led to further
issues.

My members are as interested in solving this as you are because
we would like to find a structure where if you have a large complex
financial institution, we can regulate our insurance companies in
cooperation with other groups that are regulating other operations
in that holding company, in a collaborative, working together kind
of way.

Mr. CASTLE. My time is up but it seems to be an argument for
a systemic risk regulator, somebody who can step in and take a
look at what they are doing. I yield back, Mr. Chairman.

Chairman KANJORSKI. Thank you very much, Mr. Castle. The
gentleman from Georgia, Mr. Scott, is recognized for 5 minutes.

Mr. ScorT. Thank you very much, Mr. Chairman. This is a very
timely and important hearing.

I would like to ask a series of questions, but let me try to start
out with Ms. Williams with GAO. Could we talk for a moment
about your report on credit default swaps?

It seems to me that in the process of dealing with this, they seem
to have fallen into the crack. Could you give us an idea as to how
do we best regulate these credit default swaps?

Ms. WILLIAMS. I think I would start with kind of focusing on how
the product is defined and the definition for CDA was basically set
up in the Commodities Futures Modernization Act. Rather than
how it functions economically, the definition of the product lies in
a statutory definition.

I think if you back away from that and look at this, it is an ex-
ample of what happens when you focus on a product and regulating
a product market versus institutions.

You had OTC derivative dealers who were selling CDS and de-
pending on the type of entity that sold the product, that dictated
the type of regulation and oversight it received.

If it is a bank dealer, then it was subject to some level of over-
sight by its bank supervisor, but if the dealer was affiliated with
a conglomerate, AIG, for example, then it was not overseen.

The same would be the case if you had an affiliate that was asso-
ciated with a broker-dealer, for example, so it illustrates the gaps
that exist in the current structure and the inability to have a sys-
tem-wide view of this particular product.

I think the focus has to be system-wide.

Mr. ScoTT. The best example of that would be AIG being under
the risk regulator at the holding company level when underneath
it in many of these sub-institutions, financial institutions under-
neath that, were not under risk regulation.

They did not look down that far?

Ms. WiLLiaMS. Correct. With the holding company regulator, the
holding company regulator has the ability to go into any part of
that structure that has the potential to impact the holding com-
pany, but if you are not going in on a regular basis—if there is a
concern, you can go in, but if you are not going into the subsidi-
aries on a regular basis, how do you then identify if a subsidiary
is posing a threat to the holding company.

Mr. ScotT. I see. Thank you, Ms. Williams.
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Mr. Baker, good to have you here, my former colleague and good
friend. While I have you here, Mr. Baker, I would like to get some
clarification on your thoughts on hedge fund operators. Could I do
that for a moment?

Mr. BAKER. Certainly.

Mr. ScorT. Why should not the income from those hedge fund
operators who use other folks’ money to make money, why should
not they be viewed and taxed as regular income as opposed to cap-
ital gains, when in fact, if I take my direct money, I should be val-
ued on capital gains, but if I am making money from using some-
body else’s money, why should I not be evaluated on regular tax
structure?

Mr. BAKER. Mr. Scott, the shortest and probably most responsive
answer I can give would be when 5 of our largest firms appeared
before Chairman Waxman in the last 2 months. They were specifi-
cally asked a question about tax increases and all, save one, I
think, expressed the view that they would not be surprised to see
some adjustment in the taxation system, but I think they made it
pretty clear as well that they would hope that any taxable rec-
ommendation would be neutral between financial market partici-
pants so that the outcome of any tax proposal would not be preju-
dicial to the hedge fund industry but treated similarly as you were
suggesting.

I would be happy to provide you with additional information and
will do so following the hearing.

Mr. Scort. Do you see the need for any additional legislation
along those lines for hedge fund operators or should we leave it
alone?

Mr. BAKER. I am sorry. Could you be more specific? Regulation
in the context of the funds and how they operate?

Mr. ScoTT. In how they report that income. I think that is the
fundamental issue, how hedge funds’ income is regulated and re-
ported.

Mr. BAKER. If I can, let me provide, I think, the shism you are
referring to. Any U.S.-generated income for a hedge fund manager
is fully taxable under ordinary income standards.

Some of the issues have related to a nonprofit’s ability or foreign
investors to invest in a facility provided by a U.S.-based hedge fund
offshore. If you did not have that offshore capability, those cur-
rently prohibited investors in U.S. transactions, we would lose that
capital to other jurisdictions, London or wherever else they may
choose to go to make those investments.

You have the UBIT issue for pensions and endowments that we
would need to revisit.

You have touched on a pretty complicated set of relationships
that I certainly want to be responsive and knowing your interest,
I will get you something back that clearly outlines the concerns.

I do not think at the end of the day, Congress wants to see net
revenues to the U.S. Government go down as a result of tax policy.

Mr. ScoTrT. My final point is this, Mr. Chairman, if I may, there
seems to be some confusion as to what is and who is and who is
not a hedge fund operator. Is that true?
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Mr. BAKER. Yes, sir. At this time, there are an estimated in ex-
cess of 15,000 companies that would call themselves hedge funds.
The MFA represents about 1,800 of those associations.

There are many people who fly under—companies—who fly
under the banner of hedge fund that may be long only shops or not
utilizing hedge fund strategies in their investment practice.

There is a bit of lack of clarity in what constitutes a hedge fund
in the current market.

Mr. Scort. Thank you, sir. Thank you, Mr. Chairman.

Chairman KANJORSKI. Thank you very much, Mr. Scott. Next, we
will have the gentleman from California, Mr. Royce.

Mr. RoycCE. Thank you, Mr. Chairman.

Earlier, Mr. Bachus alluded to this notion that the underwriting
side of AIG overseen by the State insurance regulators was some-
how walled off from the abstract securities lending division.

Unfortunately, news reports, such as the Wall Street Journal ar-
ticle that was dated October 10, 2008, which I would like to insert
into the record, detail the inaccuracy of this perception.

The gentleman from Alabama and I have disagreed in terms of
this issue of systemic risk regulation. For example, the need to
have Fannie Mae and Freddie Mac under a regulator who could de-
leverage those institutions, for systemic risk.

There was an amendment I had that I brought to the Floor. The
gentleman from Alabama opposed it. Mr. Baker supported it. It
failed to pass. I think in retrospect, the fact that we did not give
the Federal Government the right to regulate for systemic risk
with respect to Fannie and Freddie was clearly a mistake. Now, we
are looking at the situation with respect to AIG.

Let me just read from the article from the Wall Street Journal:
“Securities lending has long been a reliable side business for life
insurers, approved by state regulators. But Moody’s warned in
April about the risks that insurers were taking related to these
programs.

“Hampton Finer, a deputy to New York State Insurance Super-
intendent Eric Dinallo, said policyholders in AIG’s life-insurance
subsidiaries weren’t at risk due to the securities-lending program.
But, he said, New York will review what types of assets insurers
are allowed to invest securities-lending collateral in.

“Mr. Slape said his team is keeping a close watch on three AIG
insurance units because of the securities-lending exposure. Ohio’s
Department of Insurance said it is investigating the securities-
lending activities of at least one life insurer. Darrel Ng, a spokes-
man for the California Department of Insurance, said the state is
‘looking at the securities-lending practices of those insurers domi-
ciled in California,” along with AIG’s.”

The Wall Street Journal story is accompanied by a graph indi-
cating the model AIG used to invest in subprime residential mort-
gage backed securities, which ultimately led to their demise.

The collapse of AIG was an unfortunate episode, but facts are
stubborn things. As I laid out in my opening statement, the various
State insurance regulators simply do not have the ability to oversee
large, complex financial firms like AIG.

I would like to ask a quick question of Mr. Bartlett, and that
goes to the issue on the ideal of insurance regulation as it relates
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to systemic risk, financial regulatory restructuring efforts are going
to be high on the list on the upcoming London Summit of the G-
20, and as part of those talks, the issue of the U.S. 50 State insur-
ance regulatory model is going to arise as other countries criticize
what they see as the inefficiencies and anti-competitiveness of this
system.

As a member of the Foreign Affairs Committee, I have often
dealt with foreign regulators and parliamentary members, and I
have heard firsthand the frustration many of them have with the
piecemeal regulatory structure for insurance. All of Europe has one
regulator; we have 50-plus regulators.

As other countries move forward, what might we learn from our
foreign counterparts when it comes to insurance regulation and
who is representing the interests of the U.S. Government on insur-
ance in these ongoing discussions that we are having basically with
our competitors overseas?

Mr. BARTLETT. Thank you, Congressman. I concur with your
point. I would also hope that you would include into the record the
underlying report from Brookings entitled, “Regulating Insurance
After the Crisis” that was part of that.

Mr. ROYCE. Yes, I would like to ask the chairman to include the
Brookings’ report, “Business and Public Policy,” and their initiative
“Regulating Insurance After the Crisis” for the record.

Mr. BARTLETT. Mr. Royce, the fact is our European allies do be-
lieve that our 50 State regulation without the opportunity for a na-
tional charter is a significant trade barrier. We concur with that.

It is clearly a significant trade barrier. It is a trade barrier that
the Europeans are rightfully angered about. It is also quite a high
risk to our system and to the global system.

The fact is that AIG failed. It was not as if AIG is still walking
around. It has cost the Federal taxpayers so far $145 billion and
counting. It did fail. It failed because there was neither a national
regulator of the company nor was there a systemic risk regulator
involved. It failed, and it failed under the current system.

If you keep the current system, then there will be future failures
that will be similar.

Mr. RoycEk. Thank you, Mr. Bartlett. Thank you, Mr. Chairman.

Chairman KANJORSKI. Thank you, Mr. Royce.

Our next gentleman is Mr. Perlmutter for 5 minutes.

Mr. PERLMUTTER. Thank you, Mr. Chairman.

I have not been able to sit through all of your testimony, but I
appreciate everybody being here today.

We have now had, I think, about a year’s worth of hearings, sort
of dealing kind of around and about systemic failures, systemic reg-
ulation. I appreciate everybody really bringing their thoughts to
the floor on this.

We have asked our taxpayers to carry a heavy burden to get us
through this mess. Mr. Baker, it is good to see you. I wish you were
still on this committee to help us with this chore.

Mr. Bartlett, I would like to start with you. I am concerned even
if we have the most brilliant person at the top of the pyramid here
trying to figure out what is the next thing that could cause trouble
to our system, because our system is so connected.
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Should we not be putting some brakes and barriers back into the
system? That may take away from the efficiency of the system to
some degree, you cannot make the last buck but the bottom does
not fall out either.

Just throwing a Glass-Steagel kind of approach where you try to
maintain some degree of separation between insurance and bank-
ing and the stock market, question number one.

Question number two, I think you said size should not be a fac-
tor, but I do think size does count in dealing with this kind of prob-
lem.

I am just sort of throwing that open-ended question to you and
to the other members of the panel.

Mr. BARTLETT. First, Congressman, size does matter but what we
are saying is size should not be the criteria that decides whether
it is systemic. Systemic is deciding whether it is systemic or not,
not how large the individual company is.

Secondly, again, our proposal is not to create someone at the top
of the pyramid, but rather to mandate or authorize someone to look
at the systemic risk or the gap in coverage, but look at that not
through the eyes of a new regulator or an uber regulator, but
through the eyes of the prudential supervisors.

Just as the Fed does collect information on the corrugated con-
tainer industry, the Fed should be authorized much more impor-
tantly to collect information on the total financial services industry.

As far as separation, Congressman, that would be quite harmful
to the American consumer, harmful to our economy, harmful to job
creation because financial services is interrelated. We cannot put
that genie back in the box nor should we try. If we were to try,
the leakage would be much greater than the container to start
with.

A systemic regulator working through the existing prudential su-
pervisors, the national Federal prudential supervisors, plus the ad-
dition of a national insurance regulator, working through their
powers in order to provide better regulation, and second, in order
to prevent occurrences before they happen instead of responding
after they happen.

Mr. PERLMUTTER. Dr. Vaughan, do you have a comment?

Ms. VAUGHAN. Yes, I do. I really liked Mr. Bartlett’s comments
about looking at it through the eyes of the existing functional regu-
lator. I do believe that it is important not to lose the things that
we have that work, and the expertise that we have to try to solve
this problem.

It is a very complicated problem. At least let’s leave what is
working, which gets me to the securities lending, if I could just
take 2 minutes to talk about what happened with AIG.

Mr. PERLMUTTER. How about 1 minute?

Ms. VAUGHAN. Okay, 1 minute. AIG did have securities lending
operations; a number of life companies have securities lending op-
erations. No life insurance has gone insolvent because of its securi-
ties lending operations.

The New York Superintendent had been working to address the
issue of securities lending in AIG, and the insurance company had
reduced the amount, and was in the process of reducing it further,
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when it was overtaken by the problems with the credit default
swap operation.

Credit default swaps led to a downgrade in AIG, it led to liquid-
ity calls in the insurance company. Still not insolvent but there
was a liquidity issue.

What have we learned from this? Well, we have learned two
things. One, we are looking at our securities, our regulations
around securities lending. We have disclosures. We have strength-
ened those disclosures. Even before this all happened in 2007, I
think, we adopted a risk based capital charge related to securities
lending. We have been working on this for several years but the
whole credit default swap situation overtook some of the work that
we were doing.

Second, the fact that the credit default swap operation at AIG
again impacted our insurance company is why we believe that this
discussion around systemic risk regulation is worth having, but not
to use it as an opportunity to gut a system that has worked, which
is we protected the insurance companies and the insurance policy-
holders.

Mr. PERLMUTTER. Thank you. I yield back, Mr. Chairman.

Chairman KANJORSKI. Thank you very much, Mr. Perlmutter.
Mr. Posey of Florida.

Mr. Posey. Thank you very much, Mr. Chairman.

I think fundamentally we all agree that the whole crisis was
caused by greed, pure and simple, and there is more than enough
blame to go around. We can point fingers in all directions for the
rest of our lives and not get everybody who is due some blame and
probably include a bunch of people who were not.

Fundamentally, I do not think we had a problem with not
enough regulation. I think we had too much regulation, too much
interference by Congress. I never knew a banker who wanted to
make a bad loan until Congress injected itself into the process of
determining who should get them and for what.

Ken Lay is in prison because he caused severe losses to a lot of
non-risk adverse investors, and yet we have a lot of people walking
around free who have caused immeasurable financial harm to
every person living in this country and future generations of per-
sons living in this country.

I think every one of you at this table and I will be dead before
our country pulls out of this crisis or completely recovers from the
doldrums that were caused.

I align myself a lot with the remarks made by Mr. Ackerman
earlier. I think it is not a matter of too few regulations. I think it
is a matter of regulations we had not being enforced.

I like the analogies he made about crime. If your local police did
not arrest and investigate criminals in your neighborhoods, I guar-
antee crime would be rampant.

We heard the SEC story with Madoff for a decade ago. Basically,
no heads fell. Nobody lost their job. Total lack of accountability and
responsibility on the government’s part, equal, I think, in guilt as
Madoff was.

I believe the best regulation that we could have is add some peo-
ple with accounting degrees to the Justice Department. We need to
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make sure this fits into RICO statutes. I think that self regulation
would be the best regulation.

I think when people commit these horrendous acts of greed and
cause harm to other people—if they cause physical harm, they go
to jail. If they cause financial harm, you get a big bonus and you
do not care whether you work another day in your life or not.

I would like just a yes or no from each one of you as to whether
or not you think that is a good idea conceptually.

Ms. Williams?

Ms. WiLLIAMS. Self regulation needs to be part of it and it also
has been part of the current structure.

Mr. BAKER. Our industry does not perform well where markets
are manipulated. We would like fair and efficient markets.

Mr. BARTLETT. If you commit a crime, you ought to go to jail. We
do think there should be more effective regulation. We think the
regulation that was in place clearly failed, as there were a lot of
other failures, but we look for more effective regulation.

Ms. VAUGHAN. Enforcement is critical and a system of checks
and balances increases the chances that will happen.

Mr. DiMuccio. We think there should be better coordination of
regulation with the help of a systemic risk regulator.

Mr. RYAN. We believe there should be a financial stability regu-
lator.

Mr. PosgY. I got one clear “yes” out of six. That is probably pret-
ty good for up here. Thank you, Mr. Chairman.

Chairman KANJORSKI. Thank you, Mr. Posey. The gentlelady
from Ohio, Ms. Kilroy.

Ms. KiLROY. Thank you, Mr. Chairman. I appreciate it.

I would like to ask the panel some questions about credit default
swaps and your view of those in this overall topic of systemic risk.

I have heard credit default swaps described as a way for institu-
tions to manage their credit risk. I have also heard them called a
dangerous side bet by those with no skin in the game, no owner-
ship interest, in terms of stocks or bonds, that has played a role
in this economic downturn.

I would like to know how you come down on credit default swaps
and their role in our financial markets. Are they good for us? Are
they bad for us? Which way do they tilt?

Mr. RyaN. Our view is that CDS are not insurance products.
They are trading products. They do not require an insurable inter-
est. It is not an insurance product. It is trading. It is a very useful
product in today’s environment.

Ms. KiLroY. If they are not an insurance product, what is their
functional good use then?

Mr. RyaN. People trade risk on specific names and typically they
are trading risks around embedded additional investments. Some-
times they are not, and that is called “naked CDS.”

Ms. KILROY. Are they more useful products than offside betting,
if they are not an insurance product?

Mr. RyaN. For most global financial institutions, they are very
useful hedging products.

Ms. KiLrROY. Anybody else want to offer on opinion on the useful-
ness?
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Mr. BARTLETT. I would comment they are another example, a
very large example of the gaps in regulatory coverage. CDS are just
riding the gap. There is no regulation on either side of them. That
is why we think a systemic regulator should be able to look at the
gaps as well as the coverage.

Ms. KiLROY. I understand that we have gaps in regulations, but
as I understand it, credit default swaps were not permitted until
about a decade ago. Is that correct?

Steve Kroft reported that on CBS News, 60 Minutes, that credit
default swaps had been illegal during most of the 20th Century.

Mr. BARTLETT. It had been unheard of before, I suppose. I had
never heard of them.

Ms. KiLROY. I guess my question is, should we return to that last
decade, return to a situation where credit default swaps are at a
minimum unheard of?

Mr. BAKER. If I may respond, Congresswoman, I certainly think
that the role that credit default swaps play has a structural mate-
rial business reason for existing.

If I am doing business with you and you have a train of suppliers
that enable you to make your product that I am relying on pur-
chasing, but I have a concern that one of the downstream providers
of, let’s say, the engine for the car you are manufacturing, and the
engine manufacturer may be impaired, I cannot enter into a finan-
cial transaction and be responsible to my shareholders without en-
suring against identified potential risks.

If T take that credit default swap out so in case something does
happen to that engine provider, I can be made whole.

Ms. KiLrROY. Should we limit a credit default swap then to those
with some business reason like that, someone with ownership in-
terest, where it is a guarantee?

Mr. BAKER. There is another complicating factor that is unfortu-
nately the result of our credit rating agencies’ missteps. The CDS
market is increasingly becoming the de facto rating agency because
the spreads on credit default swaps are an indicator of the under-
lying financial condition as determined by the broad market.

All T am suggesting is cautionary action. We certainly want to be
involved in the discussion. We have concerns that prejudicial action
at this time without fully understanding the consequences would
not help our economic recovery.

Mz KiLroY. That is why I am asking questions so we can under-
stand.

Mr. BAKER. Thank you.

Ms. KiLROY. Should credit default swaps be regulated then since
they are a form of a guarantee as an insurance product?

Mr. BAKER. If I may further continue, the risk with credit default
swaps in the current market environment is settlement risk.

There is considerable work done by the New York Fed with sig-
nificant market participants to create future clearinghouses or ex-
changes for the purpose of trading standardized CDS contracts.

The difficulty in pursuing that path alone is there are many
credit default swaps which are very unique to the two business in-
terests that are involved, called “one off’s.”

You cannot run one off’s through an exchange because of the fact
they are unique, so there will be a continued business reason to
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have credit default swaps continue to be agreed to that are not ex-
change or clearinghouse traded.

It will help greatly with some of the concerns I think I have
heard expressed about the potential downside risk of a failure to
settle.

Ms. KiLrROY. What you are suggesting would certainly give us
more “transparency” in the system, but does that answer the need
for regulating credit default swaps?

Let’s move from insurance to the banking industry. Banks are
the major credit default swaps’ dealers, but banks which are sub-
ject now to regulation, the regulators do not take a look at credit
default swaps.

Is that something that bank regulators should take a closer look
at?

Mr. BAKER. I think that would come under the purview of the
systemic regulator’s responsibilities and to determine where there
was aggregation or exposures that warranted some intervention.

In the current market, I do not respectfully see a reason to regu-
late the instrument. There may be concerns about the counterpar-
ties’ capital standing or their inadequacy to meet their obligations,
which perhaps could be best handled by either the prudential regu-
lator of the counterparty or by the systemic risk regulator.

Ms. KiLrOY. I have to express some real concern about AIG and
the amount of money that our taxpayers have had to pony up for
AIG and the continuing saga there, and AIG and AIG FP’s role, an
unregulated entity engaging in hundreds of billions of dollars in
credit default swaps. I have a real concern about this area.

Mr. BAKER. I think that would be certainly addressed by a sys-
temic regulator, particularly in the case of AIG.

Ms. KiLROY. Dr. Vaughan?

Ms. VAUGHAN. Thank you. Back to your original question about
is there value to these and should they be regulated, the theory al-
ways was that the use of credit default swaps would allow this risk
to be spread throughout the marketplace, and therefore, it reduced
the systemic risk because credit risk was not being held by one
bank now. It was being held broadly by lots of people, and that was
a good thing.

What we found was that it did not spread the risk. It con-
centrated it, and it concentrated it in places where we did not see
it and we did not regulate it.

I would fall on the side of we need to regulate it, and we need
to deal with it, and how you do that, that is for the experts to fig-
ure out.

The issue is making sure, to go to what Mr. Baker said about
settlement risk, when you have concentrations of this, making sure
that they are able to pay off on these losses, and even more, avoid
concentrations.

Chairman KANJORSKI. Thank you very much, Ms. Kilroy. Ms.
Biggert of Illinois.

Mrs. BIGGERT. Thank you, Mr. Chairman. Before I begin, if for
Ranking Member Garrett, I can put in the record an article by In-
vestors Business Daily, “For Banks, Help Isn’t On The Way.”

Chairman KANJORSKI. If there are no objections, it is so ordered.
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Mrs. BIGGERT. You know, until the last few years, we have had
a market that has had a lot of innovation and a lot of new products
that have come in, with the hedge funds and credit default swaps.

I wonder how we are going to find the balance between smart
regulation, effective regulation, and really, overregulation. We have
been through Sarbanes-Oxley and some other things like that.

How would we structure sensible regulation to manage the risk
posed by the credit default swaps?

Mr. Ryan?

Mr. RYAN. As to your first question, the reason our industry has
not given you specific answers to many of the questions is that they
are very complex. This type of hearing, and I am sure there will
be a series of hearings on many of these specific issues, should be
part of the dialogue back and forth so that you hopefully get to an
answer that provides the comfort and confidence that the market-
place requires without stifling innovation.

Mrs. BIGGERT. Thank you. Mr. Baker, it is great to see you back
here. I wish you were still sitting up here. You really provided so
much expertise to our committee.

Kind of the same question, how do we judge the credit default
swaps? What do we look at? Do we look at the leverage ratios?
What would we look at as far as regulation?

Mr. BAKER. Congresswoman, certainly attention ought to be
given to where inappropriate aggregation occurs in the market. As
a related matter, for example, if we had known the number of peo-
ple who had Lehman as their broker-dealer counterparty, perhaps
some action might have been taken—I cannot say for sure—that
would have at least mitigated some of the effects.

As to the settlement responsibility on a CDS exchange, you go
to the capital adequacy of the person holding the obligation.

Has the company, as in the case of regulated insurance compa-
nies, had adequate reserves to meet its obligations using some sort
of reasonable man standard.

Obviously, in a very frothy economic market where outlooks were
very positive for continued upswing in values, the pricing of the
CDS was under market in relation to the risk they were actually
assuming, but it does not mean the economic relationship of acquir-
ing a credit default swap to protect your own business interest is
something that is inherently wrong.

It is a way to diversify risk, to spread risk, and to hedge against
your own losses. Any instrument inappropriately used can bring
about financial dislocation, which regrettably has happened here.

I go back to the purpose of the hearing in suggesting this pro-
posed systemic risk assessment office, if that is what we are going
to call it, should have some role in looking at where people are in-
appropriately concentrating.

Concentration issues are always of concern.

Mrs. BIGGERT. If we do that, with Bear Stearns and the collapse
of the two hedge funds in 2007, should there not have been a warn-
ing sign to regulators that if not properly managed, even though
they were operating within a regulated entity, that there would be
a systemic risk?

Mr. BAKER. I think that is what brings most of us here today,
to observe that there were regulatory gaps and that we generally



43

agree that some sort of overview of the system that enables some
office somewhere to have that aggregated view of all the inter-
relationships would be very helpful.

It will not prevent business failure. It will not prevent a bank or
a hedge fund from closing its doors, but it will perhaps limit the
losses to those appropriately assessed and not to innocent third
parties.

Mrs. BIGGERT. Specifically, how do we address the inappropriate
behavior that you described?

Mr. BAKER. Well, first the systemic regulator has to intervene as
appropriate. Then the prudential regulators who are charged with
the enforcement, market discipline and investor protections, who
are there today, would continue to need to do their role.

I suspect all those who have been previously identified as engag-
ing in inappropriate conduct are in deep conversations with a law-
yer somewhere.

I do not know how quickly the resolution will come, but I suspect
it will be appropriate.

Mrs. BIGGERT. Thank you. I yield back.

Chairman KANJORSKI. Thank you very much, Ms. Biggert. Now,
the gentlelady from Illinois, Ms. Bean.

Ms. BEAN. Thank you, Mr. Chairman. I apologize for running
late. I had another meeting I had to attend. Thank you all for your
patience with us today.

My question is for Dr. Vaughan. I missed part of your testimony.
I guess my question is, is it your opinion from what you have testi-
fied to thus far that the insurance subsidiaries of AIG are solvent,
and if that is the case, why has the latest round of Federal dollars
gone to the life insurance side of the business?

Ms. VAUGHAN. The insurance companies are solvent. The insur-
ance companies before they got the round of Federal funds had
positive capital and surplus. There was a question about at what
level did you want that risk based capital to be, and I think that
was a determination that was made outside of the insurance regu-
latory system.

We were fine. Had AIG not gotten that money, no policyholders
would have lost money, is my understanding.

Ms. BEAN. You are saying the latest round of Federal monies
going to the insurance companies is not necessary?

Ms. VAUGHAN. What I am saying is it is increasing their risk
based capital ratios. It is not taking an insolvent company and
making it solvent.

Ms. BEAN. The $30 billion additionally is necessary for the insur-
ance companies?

Ms. VAUGHAN. What I am saying—I will try again. Sorry. The
AIG insurance company is solvent. They got additional capital
through this latest round but it did not take an insolvent company
and make it solvent. It took a solvent company and made it more
solvent.

Ms. BEAN. I have another question, if I still have time, and I do.
What if AIG did not have a thrift company and then would not
have OTS oversight? Who would be involved?

Are you also stating that the New York State Commissioner
would have had the ability and the processes in place to detect the
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challenges of AIG, and does AIG have processes in place to make
sure that State commissioners cannot?

Ms. VAUGHAN. That is an excellent question. The insurance com-
missioners regulate the insurance subsidiaries, and the insurance
commissioners work together when there are multiple insurance
subsidiaries in an—

Ms. BEAN. Who regulates the holding company?

Ms. VAUGHAN. No one does, and that is part of our problem. The
insurance commissioners are regulating the insurance companies,
protecting the policyholders in the insurance companies.

They are looking at the relationship between the holding com-
pany and the affiliates and the insurance company to make sure
it does not impair the insurance company and does not affect nega-
tively the policyholders.

What happened here were unregulated affiliates that created the
problem, and we agree that is a problem that needs to be solved.

Ms. BEAN. Clearly, there is no Federal oversight at the holding
company level to actually see what is going on.

Ms. VAUGHAN. Right. Had there not been a thrift, that is correct.

Ms. BEAN. Thank you. I yield back.

Chairman KANJORSKI. Thank you very much, Ms. Bean. Mr.
Campbell?

Mr. CaMPBELL. Thank you, Mr. Chairman. I also wish to issue
my apology for coming in late. I had a conflicting committee hear-
ing, which some of you are familiar with.

I have two questions, and what I will do is kind of explain my
thoughts and background on them, lay them out and let you kick
them around, answer them as you will.

My questions will be specifically oriented toward insurance, since
that is where many of you have at least some focus.

To me, there are two great distinctions in the insurance market
today. One is between those things where we are insuring tangible
assets, and those things that are insurance of financial products,
that have no nexus in any State or anywhere in particular.

Financial products, insurance financial products would include
such things as life insurance or annuities, but also such things as
credit default swaps and any other financial insurance products.

Within that financial insurance product bin, I agree with my col-
league from California, Mr. Sherman, earlier, that there are some
products which I would say are in the nature of gambling, and not
actually in the nature of real insurance or investment.

To use life insurance as an example because it is something we
are all familiar with, Mr. Baker and I enter into a contract for the
life of Mr. Baker. He has an interest in the life of Mr. Baker, and
we enter into that contract, and that is insurance. That is life in-
surance. That is the way it works.

If, however, Mr. Kanjorski and I enter into a contract about the
life of Mr. Baker and neither one of us have any particular—we are
not the company that employs you or whatever and neither of us
has any particular interest, most life insurance companies will not
go for that because we are just gambling. We are just betting.

He is taking one side of a bet and I am taking the other side of
a bet on the life of Mr. Baker and we have no interest in his life
other than the bet. Those to me, are gambling.
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From this world view that I have, I have two questions. First of
all, in my view, these financial products which are insurance in na-
ture and which have no nexus in any State should have some Fed-
eral regulator.

Should that Federal regulator be a separate regulator or should
it be a part of a larger systemic regulator that looks not only at
insurance things, but also at the banking system and all the other
systemic issues that we are talking about, or do you think either
one of those ideas is bad.

My second question is, do you agree with the viewpoint that
there are financial insurance products, and frankly, there are other
types of financial products, not insurance, which are in the nature
of gambling, and although in my view should not be banned or
made illegal, but should be segregated, and there should be a num-
ber of restrictions on who can and is allowed to engage in that kind
of gambling.

Those are my questions. I would like to hear answers from
whomever wants to throw them out.

Mr. BARTLETT. I will try just quickly. We believe that first of all
there should be a systemic risk regulator, a market stability regu-
lator, whether it is an insurance product or other kinds of financial
services, who would examine the systemic risk and examine the
gap in coverage, if you will, of regulators, working through the Fed-
eral prudential supervisors, working through their eyes, and with
their authority.

We think that covers the systemic side, if these products you de-
scribe are systemic, create a systemic risk, the Federal Reserve
should have some oversight over identifying the risk, but then
working through the prudential supervisors to take action, not tak-
ing action unilaterally. Otherwise, you create two new regulators
that at best on a good day could conflict, and on a bad day, avoid
the question altogether.

We also believe there clearly should be for a Federal company
with interstate, with large systems, whether it is an insurance
product or other similar kind of product, they should have a na-
tional charter, at least be allowed to have a national charter be-
cause it is in the national government’s best interest to have some-
one who can regulate those large national companies.

Mr. CAMPBELL. Would that charter be managed then by the sys-
temic risk regulator?

Mr. BARTLETT. No, it should be managed similar to banks, it
should be managed by a national insurance regulator who is actu-
ally supervising the activities of that company as opposed to the
systemic.

Mr. DiIMuccio. May I?

Mr. CAMPBELL. Yes, the question is open for whoever wishes to
answer.

Mr. DiMuccio. We believe there should be a systemic risk regu-
lator. We believe there are some immediate needs to bring con-
fidence back to the markets.

However, our Association has a concern that there are many reg-
ulatory issues that are being brought into this round, and they
need to be talked out. They need to be discussed.
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However, putting them together, the systemic risk regulator and
the regulation of insurance, into one process that needs to get done
quickly may possibly hurt or affect a system that has worked very
well up through now.

There has been an insignificant number of P and C insolvencies
in the last couple of years, and the vast majority of P and C compa-
nies are strong and have worked through this crisis serving their
markets.

To disturb a working market and a system that is performing
very adequately, at this point, we think that is not the right an-
swer. We think a systemic risk regulator with principles based reg-
ulation that allows it to evolve its regulatory oversight to take into
account changes in the markets is the necessary infrastructure that
we need to put in place.

Mr. CAMPBELL. Mr. Ryan and then Dr. Vaughan.

Mr. RYAN. I would like to associate myself with Mr. Bartlett and
our Association, the Securities Industry and Financial Markets As-
sociation, believes there should an optional Federal insurance char-
ter.

Mr. CAMPBELL. Dr. Vaughan?

Ms. VAUGHAN. I have said it before and I do not want to sound
like a broken record, but to repeat what Mr. DiMuccio said, we
have a system that works.

We are used to working in a collaborative way with other regu-
lators. This State-based system is often presented as a system
where you have Alabama doing one thing and North Dakota doing
another and New York doing another. In fact, we have a highly co-
ordinated system with lots of oversight of each other and nation-
ally.

I am the CEO of the National Association of Insurance Commis-
sioners. My number one job is to make sure that the system works
together. I have a staff of over 450 people who do that.

We make sure that groups are coordinating, that if there is a
company like—pick any insurance company that has companies in
five States, that they are working together and they are gathering
information.

We have an office in Kansas City that does its own analysis of
financially significant companies, and then creates a peer review
process for other States to look at what is going on when they see
a problem with that company.

We are used to working together as regulators. We really think
that works. We like that model. We would love to have a model
where we could work with the banking regulators and the securi-
ties regulators, and let’s all get together and work on what is going
on in this complex financial institution together.

We do it. We know how to do it. We would be happy to work with
other people on that kind of a model.

Mr. CAMPBELL. I guess nobody wanted to touch the gambling
issue. Thank you, Mr. Chairman.

Chairman KANJORSKI. Thank you, Mr. Campbell. Mrs. Maloney
of New York.

Mrs. MALONEY. Thank you. I thank all the panelists and I par-
ticularly thank our colleague, Richard Baker. It is good to see you
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again. Thank you for coming to see us. We served together for
many years.

I would like to follow up on the chairman’s and others’ ques-
tioning on AIG, which has now received over $200 billion in tax-
payer money, 10 percent of the TARP money, $80 billion from the
Fed. We continue to use taxpayer dollars to keep AIG from going
under, an additional $30 billion was allocated last Monday.

Yet, in the words of Fed Chairman Bernanke, “This was a hedge
fund basically, that was attached to a large and stable insurance
company that made huge numbers of irresponsible bets and took
huge losses. There was no regulatory oversight because there was
a gap in the system.”

Today, it was reported in the press that Hank Greenberg, a
former CEO of AIG, has stated publicly that we should separate
AIG out from the risky arm that was added to it, and move it
apart.

As Dr. Vaughan pointed out, the insurance arm of AIG is
healthy, strong, well-functioning, and respected worldwide.

It is this risky arm that is pulling us down. I would suggest even
better to the systemic regulator, which I support, I would not let
these risky functions be tied onto core services that are needed by
the American people.

When people try to support AIG, it is because of the insurance
arm. We need insurance. Our businesses and our people need in-
surance.

Why can we not just separate out this risky arm? I would like
to begin with Dr. Vaughan, but also add that with $200 billion of
taxpayer dollars in AIG, the American public deserves to know, as
do researchers in government and out of government, where did
this money go?

They are telling us it is systemic risk, but how do we know it
is systemic risk if we do not even know where the money went?

I respectfully would like to place in the record a letter that I
have continued to request from the Federal Reserve to get this in-
formation, so that we can make better policy decisions in the fu-
ture.

My question, beginning with Dr. Vaughan, and anyone can an-
swer, is why not just separate right now by regulation, just take
that risky arm out of it, and let the healthy arm continue to serve
the American public and the world with a fine insurance product,
but let’s put this risky arm over on the side. Let’s see if that is
really systemic risk.

Maybe we do not need to be pouring billions in. We put in $200
billion. Once they said they did not need any money. Then they
said they needed a certain amount. It keeps going and going.

That is my question, and my final question to Mr. Bartlett and
others and Mr. Baker is, could we have prevented the crisis that
we are in now, our current economic crisis?

Do you think it could have been avoided or mitigated if a sys-
temic risk regulator had been in place during that period? Would
that have prevented the crisis that we have?

What I find so upsetting is that 9/11, which was another crisis
in our country, I truly do not believe we could have prevented it,
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but we could have prevented the financial meltdown that we are
in today with better regulation and more responsible oversight.

If you could begin, Dr. Vaughan. Why do we not just separate out
this risky arm as Hank Greenberg said, who should know, he is the
former CEO, he said just separate it out and let that be over in
one area and let the insurance be strong and serving the public.

Dr. Vaughan?

Ms. VAUGHAN. That is an interesting idea and I have not had a
chance to look at what Mr. Greenberg is suggesting.

I guess I would start by saying that to some extent, we have
been separating the insurance operations from the risky activities,
and that is the reason that the insurance companies are still
healthy, because we walled off the insurance companies.

That is the way our system of regulation works. They are walled
off.

Mrs. MALONEY. Might I add, when people come to us to bail out
AIG, they say we have to bail them out because of the insurance,
the insurance product. If it is off on the side, then that is a whole
different element of risk.

Ms. VAUGHAN. I am not sure I agree with that argument. I guess
I would have to talk to whomever it is. I think it is an interesting
idea. Do you just spin the insurance companies off and kind of let
them go on their way and do their thing.

We have been trying to work, recognizing that if you spin the in-
surance companies off, that does not solve the bigger problem that
you have, which is these unregulated entities that are soaking up
these taxpayer dollars.

We have been really trying to work with the Federal Reserve and
the folks who are trying to solve this bigger problem and trying to
be partners, and trying to do what is going to be helpful to the big-
ger problem.

If keeping the insurance companies in there is part of the solu-
tion long term, if it is going to help everyone, then we want to work
to try to figure out a way to make this work.

We do go into this knowing that our regulatory structure has
walled off those insurance companies and we are going to be fo-
cused on making sure that the policyholders stay protected as this
happens.

I appreciate what you are saying.

Mrs. MALONEY. The systemic risk, would that have prevented the
crisis we are in, Mr. Bartlett?

Mr. BARTLETT. I think it would either have prevented it—yes.

Mrs. MALONEY. Mr. Baker?

Mr. BAKER. If I may take just a second, Mr. Chairman. I would
respond affirmatively to the gentlelady’s question about systemic
risk. I do feel the need just to respond to the reference to Chairman
Bernanke, referencing AIG as just merely a hedge fund.

Frankly, I wish it had been a hedge fund. It would have been
better run. Some have expressed surprise about the depth of loss.
It is the leveraging that took place that magnifies the depth and
scope of losses that are yet still being identified.

The reason why I wanted to bring this up, I made it a point be-
cause I hoped somebody would bring up this comment, and we in
the industry took considerable affront in that characterization.
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This perhaps will come as some surprise: 26.9 percent of hedge
funds use no leverage, zero. Up to 42 percent of hedge funds have
a leverage ratio of 2 to 1. Media reports that we have dug out in
the last few weeks indicate—this is technical news reports coming
from industry surveillance—fund leverage may be down to 1.15 in-
dustry-wide from last April’s 1.4.

This notion of hedge funds being wild cowboys in the economic
west is just ridiculous. I do not know what caused the Fed Chair
to come to that conclusion.

Thank you for giving me the opportunity to address it.

Chairman KANJORSKI. Thank you very much. Thank you, Mrs.
Maloney. The gentleman from California, Mr. McCarthy.

Mr. McCARTHY OF CALIFORNIA. Thank you, Mr. Chairman. I ap-
preciate having the opportunity.

We all realize we need to modernize an outdated system. My
questions kind of stem from looking in the future, and wanting to
make sure we get it right. We only get one bite of the apple.

I am a firm believer that structure dictates behavior. You will ei-
ther adapt to the structure or not.

Being from California, and picking up on what Mr. Baker said
earlier to Congresswoman Biggert, you said if you had the regu-
lator, it still would not prevent failure. Then I started looking on
the other end, how someone would design this.

When I look at all the IPOs that were created in California, and
if you looked at an IPO when it first came out, companies that are
wildly successful today, but if you looked at them when they were
entered, the market determined, but they were very risky. Not
making profit for quite some time, and business model people did
not understand because it was new innovative.

My fear would be would it not prevent failure, but would it also
prevent innovation in a way.

Would you view a new regulator, that IPOs would have to be
measured or go through a regulator as well?

Mr. BAKER. It certainly would not be our recommendation that
an PO or any start up be subject to immediate supervisory review
by a systemic risk regulator.

Very small enterprises can in fact cause potential systemic risk
because of concentration in certain business activities.

As Mr. Bartlett previously said, assets under management
should not be the sole criteria by which one is judged to be system-
ically relevant. It is your interconnectivity, concentration questions,
and it may also be dependent on current market conditions. You
may not have been systemically relevant 6 months ago, but in the
current liquidity crisis, you may be.

It would be a large investment of authority and discretion in the
hands of the systemic regulator to make that judgment.

I will use one quick example because it reflects how complicated
this can get. In the 1970’s, there was a bank in Germany engaged
in significant international currency swaps. In between the time of
accepting a large deposit of Deutsche marks and making settle-
ment in U.S. dollars in New York banks, they went bankrupt. It
was a very significant and adverse event which led the Bank of
International Settlements to ultimately develop a clearing process
for currency exchange.



50

That is an example of how something no one in New York was
thinking about a little rural bank in Germany causing that com-
plication. It can happen.

That is the reason why our apparent description of the systemic
regulator’s role is more nebulous than you may like. It is very, very
difficult to describe what will always be appropriate.

Mr. McCARTHY OF CALIFORNIA. Mr. Bartlett, just before you an-
swer, the only other thing, and it kind of stems from Mr. Baker’s
answer, we have some of these functional regulators already, the
SEC and the Fed.

When you answer, also think from the perspective, and I am just
looking forward, would one trump the other if you had a new regu-
lator, and would one new regulator look back at decisions of these
past functional regulators’ decisions and could that trump another?

Mr. BARTLETT. Our proposal, and this is after a great deal of
thought and debate, is that the systemic risk regulator or the Fed
should be a regulator to gather information, to consult with the pri-
mary regulators, with the Federal financial regulators, and then to
act through the Federal financial regulators with the addition of an
insurance national regulator, but act through their authority and
not with additional conflicting authority.

Mr. McCARTHY OF CALIFORNIA. Is the Fed trumping the new one
then?

Mr. BARTLETT. There is no trump. They work jointly. The Fed
would not have the authority to regulate a particular company but
to work with the supervisors that do have the authority over that
company.

The Fed has the authority to look at the system and to bring
that to the attention of the prudential supervisor. The prudential
supervisor, the OCC, if you will, the national insurance regulator,
would have the authority over that company. They would have the
cease and desist orders, if you will. That way, you do not have the
conflict.

This has changed in terms of sort of the body politics thinking
over the course of the last year, and it seems to be the right way
to solve it. You end up without a new uber regulator. You end up
with a systemic look at the system, gathering all the information.

Mr. McCARTHY OF CALIFORNIA. What if those two are in dis-
agreement and you are working through one another? One says A
and one says B. At the end—I am just thinking long term, what
are the hurdles, what are the challenges.

Mr. BARTLETT. As a practical matter, the Fed always wins, but
that is a practical matter, not in a statute. That happens today.
Today, the Fed always wins. I am not contemplating a change in
statute.

I think if it is a joint examination and joint finding of fact and
if the Fed says to a prudential supervisor we believe you need some
additional action here on this company or these sets of companies,
then in fact they would work together to accomplish it.

It is way better than what we have now in which the prudential
supervisors do not have any access to information outside that one
company or outside that one sector.

Mr. McCARTHY OF CALIFORNIA. Thank you. I yield back.
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Chairman KANJORSKI. Thank you very much, Mr. McCarthy. It
looks like we are getting awfully close to establishing the FSA, if
I follow your logic. We will see about that.

Mr. Foster from Illinois.

Mr. FosTER. Thank you. My first question has to do with com-
plexity and whether part of the solution to making a more stable
system is to limit the complexity. A lot of people talk about the
complexity of financial instruments, where people are trading in
things that they frankly do not understand.

I would like to ask a question about a second kind of complexity,
that is organizational complexity. If you look from a regulator’s
point of view, the difficulty of regulating a diversified entity—you
touched on it, Ms. Williams, to do with holding company regula-
tions and the difficulties there.

If you look at the difficulties in unwinding AIG, for example, be-
cause it was tremendously diversified and a complex organization,
and you can imagine a different world, maybe a future world in
which AIG was allowed to exist as an insurance company, well un-
derstood by a regulator whose only job was to look at it as an in-
surance company, and if it wanted to go play in credit default
swaps, there would be a credit default swap trading house regu-
lator who really understood that market, and to deliberately seg-
ment the markets.

Say you can play in this sandbox or you can play in that sand-
box, but you cannot be a big diversified mass because frankly, we
do not have the intellectual and manpower in the regulators to
handle a big diversified thing.

We are in a situation where it looks like the regulators are al-
ways going to be intellectually and manpower outgunned, simply
because of the salaries they can give to their employees.

It seems to me there is a big benefit in compartmentalizing
things. I was wondering if any of you have a reaction to that.

Mr. BARTLETT. In my view, there are a lot more negatives to try
to compartmentalize because it is a complex world and a complex
financial services world, and to try to put the finances back into in-
dividual boxes, it would do great harm and do not reduce the risk.

I think rather you would want to elevate the statutory authority
of the regulators to be able to look across the system, rather than
create a smaller system.

Mr. FOSTER. Are there studies that have been done that actually
indicate you have more efficient capital markets when you have di-
versified entities that span many boxes compared to specialized
companies that live and work very effectively in their own boxes?

Mr. BARTLETT. Many specialized companies serve their customers
well, but the diversified company, yes, there are ample studies for
the efficiencies. More importantly for the convenience to the con-
sumers or to the market.

I would be happy to make those available to you for the record.

Mr. FosTER. Okay. It is very interesting. The tradeoff as I see
that is there are perhaps more efficient markets from diversified
entities and a whole lot of wealth that was destroyed by the failure
to understand the diversified entities.

I would like to see some of the principles we talk about look at
that tradeoff of complexity versus reliability.
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The second question I have has to do with confidential reporting
that was mentioned by Mr. Baker and Mr. Bartlett, I think.

How does it extend overseas? Is it realistic that we are going to
ask Russian billionaires and Saudi princes, I am sorry, we have
looked at your books, and you have an unbalanced position in some
very complicated derivative or something like this?

How is that actually going to happen, both in terms of report-
ing—do we have to band together all the well-regulated economies
and say okay, we are going to have full disclosure among a group
of countries that agree to be well-regulated, and then all these
black pools of capital are just not allowed to touch us?

How do you anticipate that might work?

Mr. BAKER. That effort really is ongoing. Our counterpart, the
Alternative Investment Management Association domiciled in Lon-
don is actually working with the MFA, working through regulatory
harmonization as to standards of conduct for the hedge fund indus-
try. We have much work to do. It is a very difficult task.

I do believe, however, that the U.S. regulatory system has every
right to ask of those who do business here to comply with the rules
of the road as you designed them.

I would suspect that given the global nature of the financial mar-
ketplace today and the worldwide nature of this economic down-
turn, that for the first time maybe ever, you see an appetite for
having global standards of conduct so there will not be great vari-
ance from one jurisdiction to the other.

There is one significant difference I would like to point out, how-
ever, between us and the U.K. We tend to wall off our hedge funds
from taking investments from anyone other than an institutional
investor or a person of significant net worth. We do not engage di-
rectly with working families.

In the FSA and in the U.K., they are contemplating more
retailization, taking it the other direction. That is one significant
point of departure where I would want to make you aware.

On the questions of safety and soundness and business conduct,
we are rapidly trying to move our standards to look more alike
than different. Of course, that would require congressional actions
in order for us to be able to do that.

Mr. FOSTER. Mr. Ryan?

Mr. RyAN. This effort of global harmonization is probably the
most current issue in the financial markets today. I am sure you
have seen this, if you would look at the G-30 report, you look at
}he recent study by de Larosiere, you look at the financial stability

orm.

Our people in London spend huge amounts of time trying to co-
ordinate what is going to happen between the United States and
Brussels and other developed countries.

You will find in our testimony, Securities Industry and Financial
Markets Association, we have to get this right, not just in the
United States. These markets are totally global. They are totally
interconnected. That is a word we keep using here.

We need insight into it, and that is one of the reasons we are
firmly behind a regulator that has this power and information.

Mr. FOSTER. You are optimistic it will happen this year? That is
interesting.
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Mr. RYAN. That is really up to you and your colleagues. What I
have said is the confidence in the system and in the financial mar-
kets requires that we take action this year. It is really up to you.

Mr. FOSTER. I yield back.

Chairman KaNJORSKI. Thank you very much, Mr. Foster. The
gentleman from Connecticut, Mr. Himes.

Mr. HiMES. Thank you, Mr. Chairman. Thank you to the panel-
ists for bearing with us and being patient on this very important
topic.

You may have noticed this House has a tendency to conduct an
unedifying debate about whether there is too much regulation or
too little regulation.

We have seen that many markets had no regulation. CDS has
auction rate securities, non-bank banks. They screwed up. We have
seen heavily, heavily regulated entities like our commercial banks
and our broker-dealers, also made mistakes that we are paying for
now.

To me, this is a question really of intelligent regulation, which
is driven in my way of thinking by a couple of principles. Very good
transparency, the concept that risk stays with those who make the
decision to take the risk, and be very, very careful about leverage.

With those principles in mind, I have two questions for Mr.
Baker and one for Mr. Ryan.

Mr. Baker, you said something that caught my attention, which
is that the hedge funds in particular would be willing to disclose
their positions but confidentially to a regulator. I understand the
proprietary nature of the trades that are taken, but why should we
not demand they be publicly disclosed with some reasonable period
of time so that there really is good transparency and information
in the market?

Mr. BAKER. First, and thank you for the question, there is no at
least identifiable from my perspective public value to a disclosure
of confidential information currently by a fund to a regulator
through to the public.

In fact, there is a perverse potential where selected disclosures
of pertinent information may in fact skew the understandings in
the public and cause great harm.

We, for example, would not want to disclose our short positions,
although we do not mind disclosing whatever information the regu-
lator tells us he wants in whatever form the regulator wants it in
order to make the judgments about improper conduct, concentra-
tion questions or other matters that may be of importance to the
regulator.

Mr. HIMES. Why would you not want to disclose that?

Mr. BAKER. Much of our work has its value in its intellectual
content. Reverse engineering, in fact, disclosing the trades would
not require reverse engineering.

The sophisticated work that is done by our members and behind
which they place significant financial investment is all research. It
is academic work. You would be requiring us to disclose our
Church’s fried chicken, Popeye’s fried chicken recipes to Colonel
Sanders.

Mr. HiMES. At what point in time does it cease to be proprietary?
A month? A week? Two months?
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Mr. BAKER. There are varying opinions on that, frankly. Some
feel after a semi-annual period of time, perhaps that would no
longer be of value. Some of my members have very strong opinions
that their analytical skills, once you determine their positions, you
can then deploy their particular tactical strategy in the market-
place.

I tend to understand. My entities that I represent have intellec-
tual value based on hard work. That equally has a right to be pro-
tected much like not causing a car dealer just to give cars away.
It is their real asset.

Mr. HiMES. Thank you. Question number two is about leverage.
You indicated that the levels of leverage in the hedge fund industry
in particular are down substantially.

Many hedge fund players have assumed in the past substantial
leverage, either through the use of debt or through derivatives.

Long Term Capital Management happened to be domiciled in my
district.

Is this something we should be focused on when the credit mar-
kets return and will in fact start lending to hedge funds again?

Mr. BAKER. That should be an element of this systemic regu-
lator’s responsibility to assess and judge. When LTCM went down,
they were 32 to 1. When Fannie Mae went down, they were 70 to
1. Fannie was quite heavily regulated and overseen by any number
of entities.

I am reminded of a comment by someone, I think it may have
been a former CEO of Citibank, who said as long as the music is
playing, how do you quit dancing? As long as the market is moving
forward, people deploy leverage to take absolute advantage of that
positive market environment, and the art form becomes when do
you begin to limit your risk taking to prevent the downside risk.

In our industry, we think our guys do that very well. That is why
we hedge. We hope it goes well, but if it does not, we limit our ex-
posure on the downside.

Mr. HIMES. Thank you. Quick question for Mr. Ryan. Mr. Ryan,
in your testimony, I noted that you included private equity funds
as a group or category of entities we should consider for systemic
risk.

I do not usually think of private equity funds as employing cer-
tainly at the fund level or the partnership level a lot of leverage.

What do you see there that I am not seeing?

Mr. RYAN. The testimony is intended to be all encompassing,
principally so that the regulator has the authority should a private
equity firm be deemed to be systemically important to have author-
ity to ask for information to regulate that entity. That is the intent
of the testimony.

We do not have all the answers as to who is in and who is out,
your question on transparency. I think you are going to have to
work through many of these issues. I would suspect that Congress
is going to have a very difficult time also trying to figure out how
specific do you want to be and how much authority do you want
to give to the regulator to make some of these decisions.

In our testimony, we were trying to say in the beginning here,
we need to look broadly. We are not sure who is systemically im-
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portant today and they may be important today, they may not be
important tomorrow.

Mr. HiMES. Thank you. Thank you, Mr. Chairman.

Chairman KANJORSKI. Thank you, Mr. Himes. The gentleman
from Florida, Mr. Grayson.

Mr. GRAYSON. Thank you, Mr. Chairman.

There has been a lot of discussion today about how we should
deal with systemic risk in the future. I am concerned about how
we are dealing with it now.

What I am seeing is a massive transfer of wealth from the tax-
payers to the banks in the name of systemic risk. I am concerned
about that.

Can you tell me if there is any response to a threat to the sys-
tem, a systemic risk, that does not involve the transfer of hundreds
of billions of dollars out of the taxpayers’ pocket to the banks?

Mr. Ryan?

Mr. RYAN. I do not know where you are really going with your
question. I am just going to give you my answer.

In our industry, we are in a very tough situation. I think govern-
ment at all levels has done an excellent job on balance with no real
play book, and quite frankly, most of the regulators with inad-
equate information.

In order to keep this system stable, the government needed and
did make funds available to core financial institutions and they are
essential to our economic health. I am very pleased they have done
it.

What we are talking about here is how do we make sure in the
future that we have the ability to look over the horizon and to
make some decisions to limit the possibility that we run into this
situation again.

Mr. GRAYSON. I understand that. Many people seem to regard
the fact that we have already taken trillions of dollars and made
them available to certain financial institutions who have failed to
be sort of a happy coincidence, that we are bailing these people out
for the good of the country.

I understand that is the view of many. I am wondering if there
is any other way to do it. That is my question. Is there another
way to deal with the systemic risk problem that does not involve
the transfer of funds from the government, from the taxpayers, to
private entities? In other words, Wall Street socialism.

Mr. Bartlett?

Mr. BARTLETT. There is one way and that is for this committee
and the Congress to pass systemic risk legislation and provide for
statutory authority to regulate systemic risk.

As far as the current crisis, we are in a crisis. The financial serv-
ices industry is largely illiquid, has a crisis, and that crisis then
has spread to the rest of the economy, whether it is through fore-
closures or unemployment.

The government has taken a number of actions that are costly.
TARP, the new toxic assets thing, the money market guarantees,
FDIC guarantees, in order to stabilize the system so the economy
can recover.

For the economy to recover, the recovery starts with the financial
institutions and financial services industry, or it does not recover.
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That is why this Congress is authorized and the regulatory agen-
cies have taken steps to stabilize the situation.

Mr. GrRAYSON. Right. What people are sensing is the idea that
they are not getting anything in return. They are being threatened
with this idea that the financial system will collapse or is col-
lapsing, and therefore, money has to be taken from the taxpayers
and given to the financial system, basically in return for nothing.

What I am asking is, is there an alternative to that because
frankly, a lot of people are beginning to see it as extortion.

Ms. Williams?

Ms. WILLIAMS. I would say part of this has to do with the invest-
ment that is being made. I think it is important to look at this in
terms of an investment. In particular, if you look at TARP and the
capital purchase program, the government has made an invest-
ment.

We have yet to see what the return will be on that investment,
but that was the approach that was taken.

Mr. GRAYSON. When we talk about systemic risk, it seems that
we are always talking about letting people off the hook for the mis-
takes they made in the past.

It seems to me that is the opposite of another concept that we
have tried to preserve here in Congress, which is moral hazard. Is
there a way to deal with systemic risk that does not involve com-
promising on moral hazard?

Dr. Vaughan?

Ms. VAUGHAN. Others have mentioned this issue about creating
a systemic risk regulator and then publicly branding institutions
and saying this company, this is systemically risky, and therefore,
does that create an impression of too big to fail.

I do think that is a risk. I really think that is a risk. I do not
know how to deal with it. I have talked to a lot of people and I
have had some people say to me, look, the horse is already out of
the barn and you cannot get it back in.

I am equally outraged. I am a taxpayer. I am outraged at what
is going on, this sort of “heads I win, tails you lose” that we seem
to have evolved to in the last decade.

I am not a bank regulator. I am an insurance regulator. I cannot
tell you how to fix the problem, but boy, I would sure like to find
a way so it does not happen again. I am with you on that.

Mr. GRAYSON. Thank you, Mr. Chairman. My time is up.

Chairman KANJORSKI. Thank you very much, Mr. Grayson.

Ms. Williams, you sat there primarily not getting involved, but
you just completed a study on CDS. After you have heard all this
discussion, is there anything you would like to disclose to the pub-
lic, the press, and to the panel, that your study has uncovered that
may help us with this problem?

Ms. WILLIAMS. Just that I think the study really provides a sta-
tus of CDS, what they are used for, how the industry as well as
the regulators are trying to deal with certain issues.

I think one of the things that we really point out is that with
the exception of some oversight being provided by the bank regu-
lators, and it is really focused on bank OTC derivatives’ dealers,
there really is not a view of the overall market.
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CDS to us—it is one of the pieces that we highlight in the report
we issued in January in terms of creating a framework for financial
regulation—is to look specifically at products like CDS because
they illustrate the lack of having any type of system-wide focus,
and to also stress that we not get caught up in the types of entities
when we talk about regulation or the particular type of product,
but to really look to the underlying risk that it may pose to the
overall system and make that the focus when you start thinking
about a systemic risk regulator.

Chairman KANJORSKI. Thank you very much.

Mr. GARRETT. Just to follow up since I said it at the very begin-
ning, along that line, what is it that currently precluded them from
either going down that road and making that investigation in the
AIG situation, or if they were precluded, you just do not have the
authority, what precluded them from saying here is an area that
we know there is something out there, we just do not have the au-
thority, we are going to raise a red flag?

Ms. WiLLiaMmsS. It kind of goes back to the conversation about the
holding company oversight structure. The holding company regu-
lator has authority when it comes to the holding company, but
there are conditions that they have to go beyond the regulated
pieces.

To the extent if there is a national bank or a thrift or a broker-
dealer involved, then there is clearly a functional regulator already
existing.

If you have a subsidiary or an affiliate that is not subject to reg-
ular regulation, there has to be some concern about that affiliate
for the holding company regulator to then go in and say okay, this
is posing a threat to the holding company.

I go back to the point that if you are not going into the institu-
tion on a regular basis, how are you going to identify the fact that
it may pose a threat to the holding company?

Mr. GARRETT. They are not going into the subsidiary institution
on a regular basis?

Ms. WiLLiAMS. Right.

Mr. GARRETT. How are they going to identify that threat?

Ms. WiLLIAMS. Yes. They have the authority to do it, but if you
are not going in there on a regular basis, how do you know that
it poses a threat to the holding company.

Mr. GARRETT. They have the authority?

Ms. WILLIAMS. Yes.

Mr. GARRETT. They just do not execute that authority because
they say we really do not know what is going on over there and
we are not there on a regular basis, so—

Ms. WiLLIAMS. I do not know if it is an issue of that is what they
are saying. It is that they do not know. It is an issue of you do not
know what you do not know. Yes, you have the authority but until
something comes to light to raise an issue, and I go back to AIG,
my understanding is with OTS, once the internal auditors raised
a concern about risk management with AIG FP in particular, then
OTS went in because it posed a threat to the thrift holding com-
pany.

Mr. GARRETT. I have been an auditor, never for something like
that, but an insurance company. Where there were aspects of the
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business that we were looking at that we did not know about, we
did not just step back and say well, there is an area of the company
that we do not know about, and maybe somebody else is looking
at it, we are just going to leave it alone until somebody says there
is a problem there.

We would go to somebody else in the company and say there is
a black hole over here that we are not too sure about, and we have
question marks. That is the way we handled it in the insurance as-
pect.

Ms. WiILLIAMS. That is a valid question.

Mr. GARRETT. Thanks a lot for following up from the very begin-
ning.

Chairman KANJORSKI. None of your clients or customers failed,
did they? That is the answer right there.

I first want to take the opportunity to compliment the panel. 1
did not hear the expression, “so this does not happen again” used.
I think we should send the message out wide and clear, the dis-
aster that happened this time is not going to be replicated. It is
going to be a new disaster.

What we are trying to do is prepare, as someone said, to look
over the horizon. With that, I agree.

Also, a caveat should be entered in there. We ought to recognize
and accept there is no perfect system and there is nothing we can
do to prevent future disasters. Maybe we can arm regulators with
analysis to forestall those potentials, but after all, we have been
pretty successful for 65 to 70 years under the present regimenta-
tion of regulation.

If we can get another 70 years out, none of us will be here, so
we will not have to worry about it.

That is what we are going to strive for.

I want to thank you all very much. I found it very enlightening,
your testimony. I look forward to you participating in very big ways
with us in the future, if you can. I invite you not to hesitate to send
us ideas and information that you have.

One other question, we have a lot of pressure to get this done,
and you heard some of the opening statements, so that the Presi-
dent has a concept paper to take over to the G—20 with him or do
things in 30 to 60 days.

Do you believe we should rush to formulate legislation and create
this potential regulator in that short of time, with the ideas par-
ticularly of the two Members of Congress, can we really do that
successfully?

Mr. BARTLETT. Mr. Chairman, in the view of our industry, no,
you should not rush, but this has some urgency to it. You should
concentrate all of your intellectual and capacity resources on exam-
ining this, thinking about it, but then moving right along to get it
done.

The other half of my testimony was that Congress in our view
should act in a comprehensive way and not piecemeal it one step
at a time, because Webster’s says it is systemic, it is related to
each other, and to take out one piece and try to handle that, it
means you have neglected the systemic nature.

There is some urgency to it; yes, sir.
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Mr. BAKER. Mr. Chairman, I would suggest you at least beat my
20-year record with Fannie Mae and Freddie Mac.

[laughter]

Chairman KANJORSKI. I spent some of those years with you.

Mr. BAKER. You were right there. I would say, as Mr. Bartlett
has indicated, this does, however, have some extreme importance
and serious effects.

We have not talked much today about our unfunded pension li-
abilities and what it has done to endowments across the country.
The residual effects of this will be long lasting unless you can help
us get investor confidence back into these markets.

Chairman KANJORSKI. Thank you. Would anyone else like to add
anything?

Ms. WiLLiAMS. I would say that you have to proceed with delib-
erate speed, but do not lose sight of the fact that deliberation has
to be an important part of the process.

Chairman KANJORSKI. Very good. Do you agree with that, Doc-
tor?

Ms. VAUGHAN. Yes. I think that was well said.

Chairman KANJORSKI. Mr. DiMuccio?

Mr. DiMuccio. We believe addressing the systemic risk issue
first and on a timely basis is important. We also believe that bring-
ing in other regulatory aspects too soon to be resolved or debated
while we are fixing the systemic risk regulatory issue could lead to
unintended consequences.

We think they should be separated. There are a lot of regulatory
issues that can be debated down the road, but we believe the sys-
temic risk issue is important and that should be addressed first.

Chairman KANJORSKI. Very good. Mr. Ryan?

Mr. RYAN. I am a little bit of a broken record on this, but our
hope is that you complete work on a financial stability regulator
before the close of this year. Our main reason for saying that is not
only do we need it, but the confidence in the financial markets and
among our citizens, we think, requires it.

Chairman KANJORSKI. Thank you very much. Thank you all. The
Chair notes that some members may have additional questions for
this panel, which they may wish submit in writing. Without objec-
tion, the hearing record will be remain open for 30 days for mem-
bers to submit written questions to these witnesses and to place
their responses in the record.

Before we adjourn, the following will be made a part of the
record of this hearing: Documents provided by the American Coun-
cil of Life Insurers; and the written statements of the National As-
sociation of Mutual Insurance Companies and the American Acad-
emy of Actuaries.

Without objection, it is so ordered.

The panel is dismissed and this hearing is adjourned.

[Whereupon, at 1:53 p.m., the hearing was adjourned.]
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Statement by Rep. Michele Bachmann
House Financial Services Subcommittee on
Capital Markets, Insurance, and Government Sponsored Enterprises

March 5, 20609
Thank you, Mr. Chairman.

This is the first in a series of hearings that our Committee has scheduled about the
regulation of systemic risk in the financial services system. Unlike previous actions of
late taken by Congress to address the financial markets, I am pleased that our Commiittee
plans to take a more careful and thoughtful approach to this incredibly important matter.
The American people deserve our due diligence on this matter. It’s time we gave it to
them.

The government reacted with a great deal of haste last year when the $700-billion
Troubled Asset Relief Program (TARP) was rushed through Congress and the first $350-
billion was spent within only a few weeks. At the time of its passage there were — and
today there still are — many outstanding questions about this unprecedented program.
Those overseeing TARP have struggled to explain where the money has gone and how it
is impacting our markets. And American taxpayers have been left wondering where their
money went and whether it was put to good use.

It is imperative that as we look toward this next step, Congress does not rush into passing
a new regulatory regime of such significance without thoroughly examining what the
necessary authorities should be, how they might be implemented effectively to ensure
safety and soundness, and how unintended consequences could be avoided. And in order
to answer these serious policy questions, it is critical that we better understand what
happened in our marketplace to contribute to today’s dismal environment.

We know that many mistakes were made by market participants across the financial
sector that brought about the turmoil our nation has experienced. We know that the
federal government played just as significant a role — from its implicit guarantee of
Fannie Mae and Freddie Mac to its excessive encouragement of lower underwriting
standards. And, we know that some borrowers across the nation made risky decisions,
whether intentionally or not, and as home prices began to fall, their financial stability
declined. Our Committee must continue to examine the details of these and other events
surrounding the crisis in order to develop appropriate policies to reform our financial
regulatory structure.

Chairman Frank has expressed his support for expanding the Fed and giving it the role of
systemic risk regulator. But whether the Fed is capable of exercising a more
comprehensive systemic risk responsibility, especially since it already has trouble
fulfilling its missions of monetary policy and long-term economic stability, is an
important question we must first answer. 1'd actually argue that a full and open audit of
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the Fed is in order. And I have joined several of my colleagues in asking for such
transparency now.

The Fed has dramatically expanded its balance sheet by the trillions — something that
actually poses systemic risk to the taxpayers in and of itself. And, just yesterday, the Fed
announced its newest lending facility, the Term Asset-Backed Securities Loan Facility
(TALF), which exposes taxpayers to another $200 billion risk.

Additionally, there are other regulators including the Securities and Exchange
Commission (SEC) and the Office of the Comptroller of Currency (OCC) that we should
examine to see whether the existing tools and resources they have are sufficient to weed
out fraud and abuse in the financial markets.

I appreciate the Chairman holding this hearing and thank the witnesses for being here to
discuss this important issue.

Thank you, Mr. Chairman, and I yield back the balance of my time.
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Perspectives on Systemic Risk
Thursday, March 5, 2009, 10:00 a.m, 2128 Rayburn House Office Building

Opening Statement — Congressman Ron Klein
Thank you, Chairman Kanjorski, for holding this important hearing.

In 1999, the Gramm-Leach-Bliley Act repealed the Glass-Steagall separation of commercial
banking, investment banking, and insurance companies. These financial institutions entered into
new markets with more diversified banking authority, yet Congress did not extend the regulatory
framework to meet the challenges posed by this new financial order. Further, there are non-bank
financial institutions that have not been integrated into the regulatory structure.

We currently have a fragmented and overlapping regulatory system. The Federal Reserve,
FDIC, SEC, CTFC, and OCC are among the institutions that share responsibility for regulating
the financial system in America, and this is just at the federal level. These regulatory bodies do
not always function in a smooth, consistent or coordinated way, and in fact can sometimes have
conflicting objectives.

Unfortunately, we are seeing the consequences of this faulty regulatory system today, and the
current downturn shows the importance of smart regulation of the financial system in the future.

Yes, government regulation should always be done with a light touch, setting the rules of the
game and ensuring the transparency of balance sheets and other essential documents related to
the economic health of financial institutions. But government oversight is essential to the sound
functioning of credit and asset markets and to ensuring that investors have the appropriate
information to make knowledgeable decisions. Without proper regulation, financial institutions
can build up an inappropriate amount of systemic risk which can endanger the entire economy.

Further, the current economic slowdown has been a global phenomenon, and it shows how
interdependent financial markets and institutions have become. We must work with other
countries to develop a basic framework for the operation of financial institutions in the global
economy.

The time is now for Congress to move toward a simpler, smarter, and more comprehensive
financial regulatory stmcture. I am pleased that there will be a series of hearings to determine
the best way to regulate the U.S. financial system going forward, and I look forward to the
testimony today.
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TESTIMONY OF MANAGED FUNDS ASSOCIATION

“Perspectives on Systemic Risk”
March 5, 2009

Managed Funds Association (“MFA™) is pleased to provide this statement in
connection with the House Subcommittee on Capital Markets, Insurance, and
Government Sponsored Enterprises’ hearing, “Perspectives on Systemic Risk”™ held on
March 5, 2009. MFA represents the majority of the world’s largest hedge funds and is
the primary advocate for sound business practices and industry growth for professionals
in hedge funds, funds of funds and managed futures funds, as well as industry service
providers. MFA’s members manage a substantial portion of the approximately $1.5
trillion invested in absolute return strategies around the world.

MFA appreciates the opportunity to express its views on the important subject of
systemic risk regulation and the systemic relevance of the hedge fund industry. In
considering the issue of systemic relevance, we believe that it is important to focus not
just on potential risks to our financial system, but also on ensuring that systemically
important institutions are able to perform their important market functions.

Hedge funds play an important role in our financial system, as they provide
liquidity and price discovery to capital markets, capital to companies to allow them to
grow or turn around their businesses, and sophisticated risk management to investors
such as pension funds, to allow those pensions to meet their future obligations to plan
beneficiaries. Hedge funds engage in a variety of investment strategies across many
different asset classes. The growth and diversification of hedge funds have strengthened
U.S. capital markets and allowed investors means to diversify their investments, thereby
reducing their overall portfolio investment risk. As investors, hedge funds help dampen
market volatility by providing liquidity and pricing efficiency across many markets.
Each of these functions is critical to the orderly operation of our capital markets and our
financial system as a whole.

In order to perform these important market functions, hedge funds require sound
counterparties with which to trade and stable market structures in which to operate. The
recent turmoil in our markets has significantly limited the ability of hedge funds to
conduct their businesses and trade in the stable environment we all seek. As such, hedge
funds have an aligned interest with other market participants, including retail investors,
and policy makers in reestablishing a sound financial system. We support efforts to
manage systemic risk responsibly, and ensure stable counterparties and properly
functioning, orderly markets.

Hedge funds were not the root cause of the problems in our financial markets and
economy. In fact, hedge funds overall were substantially less leveraged than banks and
brokers, performed significantly better than the overall market and have not required, nor
sought, federal assistance despite the fact that our industry, and our investors, have
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suffered mightily as a result of the instability in our financial system and the broader
economic downturn. We believe that the public and private sectors share the
responsibility of restoring stability to our markets, strengthening financial institutions,
and ultimately, restoring investor confidence. Hedge funds remain a significant source of
private capital and can continue to play an important role in restoring liquidity and
stability to our capital markets. The value of hedge funds (and other private pools of
capital) as private investors has been recognized by Treasury Secretary Geithner in his
proposals for a public/private investment fund and implementation of the Term Asset-
Backed Securities Loan Facility, each of which is dependent on private investor
participation to be successful. In addition to providing liquidity, managers of private
pools of capital have significant trading and investing experience and knowledge that can
assist policy makers as they continue to contemplate the best way to implement the
Administration’s Financial Stability Plan.

Regulatory reform will be an important part of stabilizing markets and restoring
investor confidence, but it will not, in and of itself, be sufficient to do so. The lack of
certainty regarding major financial institutions (e.g., banks, broker dealers, insurance
companies) and their financial condition has limited the effectiveness of government
intervention efforts to date. Investors’ lack of confidence in the financial health of these
institutions is an impediment to those investors’ willingness to put capital at risk in the
market or to engage in transactions with these firms, which, in turn, are impediments to
market stability. The Treasury Department’s plan to conduct comprehensive stress tests
on the 19 largest bank holding companies is designed to ensure a robust analysis of these
banks, thereby creating greater certainty regarding their financial condition. Treasury’s
announcement that it plans to involve private asset managers in helping to value illiquid
assets held by banks as part of the public/private investment fund recognizes the
beneficial role that private asset managers can play in helping provide that certainty.

While “smart” regulation cannot, in and of itself, restore financial stability and
properly functioning markets, it is a necessary component of any plan to achieve those
ends. “Smart” regulation would include appropriate, effective, and efficient regulation
and industry best practices that better monitor and reduce systemic risk and promote
efficient capital markets, market integrity, and investor protection. Regulation that
addresses these key issues is more likely to improve the functioning of our financial
system, while regulation that does not address these key issues can cause more harm than
good. We saw an example of the latter with the significant, adverse consequences that
resulted from the SEC’s bans on short selling last year.

A smart regulatory framework should also include comprehensive and robust
industry best practices designed to achieve the shared goals of monitoring and reducing
systemic risk and promoting efficient capital markets, market integrity, and investor
protection.  Since 2000, MFA has been the leader in developing, enhancing and
promoting standards of excellence through its document, Sound Practices for Hedge
Fund Managers (“Sound Practices”). As part of its commitment to ensuring that Sound
Practices remains at the forefront of setting standards of excellence for the industry,
MFA has updated and revised Sound Practices to incorporate the recommendations from
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the best practices report issued by the President’s Working Group on Financial Markets’
Asset Managers’ Committee.

Because of the complexity of our financial system, an ongoing dialogue between
market participants and policy makers is a critical part of the process of developing
smart, effective regulation. MFA and its members are committed to being active,
constructive participants in the dialogue regarding the various regulatory reform topics,
including the primary topic of today’s hearing, systemic risk regulation.

The first step in developing a systemic risk regulatory regime is to determine
those entities that should be within the scope of such a regulatory regime. There are a
number of factors that policy makers are considering as they seek to establish the process
by which a systemic risk regulator should identify, at any point in time, which entities
should be considered to be of systemic relevance. Those factors include the amount of
assets of an entity, the concentration of its activities, and an entity’s interconnectivity to
other market participants.

As an Association, we are currently engaged in an active dialogue with our
members to better understand how these factors, among others, may relate to the systemic
relevance of all financial market participants — including our industry and its members.
MFA and its members acknowledge that at a minimum the hedge fund industry as a
whole is of systemic relevance and, therefore, should be considered within the systemic
risk regulatory framework. We are committed to being constructive participants in the
dialogue regarding the creation of that framework.

There are four primary components of a systemic risk reguolatory framework that [
will discuss today. Those components are: a central systemic risk regulator; confidential
reporting of information to a systemic risk regulator; establishing a clear regulatory
mandate to protect the financial system; and the scope of authority of the systemic risk
regulator.

CENTRAL SYSTEMIC RISK REGULATOR

Under our current regulatory structure, systemic risk oversight is the
responsibility of multiple regulatory entities, or worse, no one’s responsibility. For
systemic risk oversight to be effective, there must be oversight over the key elements of
the entire financial system, across all relevant structures, classes of institutions and
products, and an assessment of the financial system on a holistic basis. We believe that a
single central systemic risk regulator should be considered to accomplish this goal. This
central regulator should be responsible for oversight of the structure, classes of
institutions and products of all financial system participants. MFA is engaged in
discussions with its members with respect to which regulatory entity, whether new or
existing, would be best suited for this role.

We believe that having multiple regulators with responsibility for overseeing
systemic risk likely would not be an effective framework. Jurisdictional conflicts,
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unintended gaps in regulatory authority, and inefficient and costly overlapping authorities
likely would inhibit the effectiveness of such a regulatory framework. Moreover, in a
framework with multiple systemic risk regulators, no one regulator would be able to
assess potential systemic risks from a holistic perspective, as no regulator would oversee
the entire system.

CONFIDENTIAL REPORTING TO REGULATOR

MFA and its members recognize that for a systemic risk regulator to be able to
adequately assess potential risks to our financial system, that regulator needs access to
information. We support a systemic risk regulator having the authority to request and
receive, on a confidential basis, from those entities that it determines (at any point in
time) to be of systemic relevance, any information that the regulator determines is
necessary or advisable to enable it to adequately assess potential risks to the financial
system.

In considering the appropriate scope of this authority, we believe that it is
important for the systemic risk regulator to have sufficient authority and flexibility to
adapt to changing conditions and take a forward-looking view toward risk regulation,
Attempting to pre-determine what information a regulator would need would not provide
sufficient flexibility and likely would be ineffective as a tool to address potential future
risks. We believe that granting the systemic risk regulator broad authority with respect to
information gathering, along with ensuring that it has the appropriate resources and
capabilities to effectively analyze that information, would be a more effective framework.

While we support a systemic risk regulator having access to whatever information
it deems necessary or advisable to assess potential systemic risks, we believe that it is
critical for such information to be kept confidentially and granted full protection from
public disclosure. We recognize the benefit of a regulator having access to all important
data, even potentially sensitive or proprietary information from systemically relevant
entities. A systemic risk regulator can fulfill its mandate to protect the financial system
without publicly disclosing all the proprietary information of financial institutions. We
do not believe that there is a public benefit to such information being publicly disclosed.

Moreover, public disclosure of such information could be misleading, as it would
likely be incomplete data that would be viewed by the public outside of the proper
context. Public investors may be inclined to take action based on this data without fully
understanding the information, which could lead to adverse consequences for those
investors, for the investors in systemically relevant entities, and for the stability of the
financial system as a whole. Public disclosure of proprietary information also harms the
ability of market participants to establish and exit from investment positions in an
economically viable manner. Such disclosure also could lead to systemically relevant
entities being placed at an unfair competitive disadvantage compared to non-systemically
relevant entities, as sensitive and proprietary information of only the systemically
relevant entities would be publicly available.

5

2025 M Screct, NW, Suitc 610 | Washingron, DC 20036 | 202,367.1140 | Fax 202.367.2140 | www.managedfunds.org



70

MANDATE TO PROTECT THE FINANCIAL SYSTEM

Setting a clear and specific mandate is important for any regulator to be effective.
This is particularly true in a regulatory framework that has multiple regulatory entities, as
a lack of clarity in the mandates of regulators can lead to gaps in oversight, or costly and
inefficient overlapping regulation. We believe that the systemic risk regulator’s mandate
should be the protection of the financial system. Investor protection and market integrity
should not be part of its mandate, but should instead be addressed by other regulatory
entities. Congress should be clear in stating that the risk regulator should collect
information only for its mandate to protect the financial system, and should not use that
authority for other purposes.

To fulfill its mandate to protect the financial system, we recognize that the
regulator would need to take action if the failure of a systemically relevant firm would
jeopardize broad aspects of the financial system. Absent such a concern about broad
systemic consequences, however, the systemic risk regulator should not focus on
preventing the failure of systemically relevant entities. Systemnically relevant market
participants do not necessarily pose the same risks or concerns as each other. There
likely are entities that would be deemed systemically relevant for purposes of reporting
information, but whose failure would not threaten the broader financial system. For this
reason, we believe that the systemic risk regulator should focus on preventing failures of
market participants only when there is concern about the consequences to the broader
financial system, and should not focus on preventing the failure of all systemically
relevant entities.

Consistent with this mandate, the systemic risk regulator should not equate
systemically relevant entities with entities that are too big, or too interconnected, to fail.
An entity that is perceived by the market to have a government guarantee, whether
explicit or implicit, has an unfair competitive advantage over other market participants.
We strongly believe that the systemic risk regulator should implement its authority in a
way that avoids this possibility and also avoids the moral hazards that can result from a
company having an ongoing government guarantee against its failure.

SCOPE OF REGULATORY AUTHORITY

The last topic that 1 would like to address in my testimony is the scope of
authority that a systemic risk regulator should have to fulfill its mandate to protect our
financial system. There are a number of suggestions that various people have made as to
the type of authority a systemic risk regulator should have. We continue to discuss with
our members what the appropriate scope of authority should be for such a regulator.

We believe that whatever authority the regulator has should ensure that the
regulator has the ability to be forward-looking to prevent potential systemic risk
problems, as well the authority to address systemic problems once they have arisen. The
systemic risk regulator’s authority must be sufficiently flexible to permit it to adapt to
changing circumstances and address currently unknown issues. An attempt to
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specifically define the regulator’s authority must avoid unintentionally creating gaps in
authority that would prevent the systemic risk regulator from being able to fulfill its
mandate to protect the financial system in the future.

We do believe that the systemic risk regulator needs the authority to ensure that a
failing market participant does not pose a risk to the entire financial system. In the
situation when a failing market participant does pose such a risk, the systemic risk
regulator should have the authority to directly intervene to ensure an orderly dissolution
or liquidation of the market participant. The significant adverse consequences that
resulted from the failure of Lehman Brothers, Inc. this past fall is an example of what can
happen when there is not an intervention to prevent a disorderly dissolution of such a
market participant. The continuing market disruption caused by the failure of Lehman
Brothers also demonstrates the importance of ensuring that there is a coordinated global
effort with respect to such interventions.

Whatever the scope of authority that a systemic risk regulator has, its
implementation of that authority will be critical to the effectiveness of any regulatory
regime. We believe that the systemic risk regulator should implement its authority by
focusing on all relevant parts of the financial system, including structure, classes of
institutions and products. Because systemic risk concerns may arise from a combination
of factors, rather than from the presence of any particular factor, a holistic approach is
more likely to successfully identify and assess potential systemic risks.

Recent coordinated efforts between the Federal Reserve Bank of New York (the
“New York Fed”) and industry participants provide a good example of how a systemic
risk regulator could address systemic risk concerns posed by structural issues in our
markets. In recent years, the New York Fed, working with MFA and other industry
participants through the Operations Management Group (*OMG”) and other industry-led
initiatives has made notable progress in addressing concerns related to the over-the-
counter (“OTC”) derivatives market. Some of the more recent market improvements and
systemic risk mitigants have included: (1) the reduction by 80% of backlogs of
outstanding credit default swap (“CDS”) confirmations since 2005; (2) the establishment
of electronic processes to approve and confirm CDS novations; (3) the establishment of a
trade information repository to document and record confirmed CDS trades; (4) the
establishment of a successful auction-based mechanism actively employed in 14 credit
events including Fannie Mae, Freddie Mac and Lehman Brothers, allowing for cash
settlement; and (5) the reduction of 74% of backlogs of outstanding equity derivative
confirmations since 2006 and 53% of backlogs in interest rate derivative confirmations
since 2006.

In addition to these efforts, MFA, its members and other industry participants
have been working with the New York Fed to expedite the establishment of central
clearing platforms covering a broad range of OTC derivative instruments. We believe a
central clearing platform, if properly established, could provide a number of market
benefits, including: (1) the mitigation of systemic risk; (2) the mitigation of counterparty
risk and protection of customer collateral; (3) market transparency and operational
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efficiency; (4) greater liquidity; and (5) clear processes for the determination of a credit
event (for CDS).

CONCLUSION

Hedge funds have important market functions, in that they provide liquidity and
price discovery to capital markets, capital to companies to allow them to grow or turn
around their businesses, and sophisticated risk management to investors such as pension
funds, to allow those pensions to meet their future obligations to plan beneficiaries. MFA
and its members acknowledge that smart regulation helps to ensure stable and orderly
markets, which are necessary for hedge funds to conduct their businesses. We also
acknowledge that active, constructive dialogue between policy makers and market
participants is an important part of the process to develop smart regulation. We are
committed to being constructive participants in the regulatory reform discussions and
working with policy makers to reestablish a sound financial system and restore stable and
orderly markets.

MFA appreciates the opportunity to testify before the Subcommittee. I would be
happy to answer any questions that you may have.
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Chairman Kanjorski, Ranking Member Garrett, and members of the Comumittee, I am Steve
Bartlett, the President and CEO of the Financial Services Roundtable (Roundtable). The
Roundtable is a national trade association composed of the nation’s largest banking, securities
and insurance firms. Our members provide a full range of financial products and services to
consumers and businesses, accounting directly for $85.5 trillion in managed assets, $965 billion

in revenue, and 2.3 million jobs.

I would like to begin my remarks by commending you and all the members of this Committee
for your efforts to restore stability and liquidity to the markets. Equally important to restoring

stability and liquidity is implementing policy reforms to prevent a recurrence of these events.

The financial crisis exposed critical gaps in financial regulation, as well as the absence of a
method for comprehensive oversight of our financial system. Consider our current regulatory
structure which was created in piecemeal fashion beginning in 1912 and through a series of
incremental changes through 1999; these changes didn’t build upon one another logically, but
often added another regulatory structure or feature that would sometimes conflict with the
existing structure. This system seemed to withstand time — but over the last two years, at the
onset of the current crisis, the system got pulled down by the weight of hundreds of federal and
state agencies that regulate the U.S. financial services industry today, often in an ad hoc way.
To say the financial regulatory system is fragmented or uncoordinated would be an

understatement.
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Webster’s Dictionary defines “systemic” as “of, relating to, or common to a system.” I’ve been
asked to provide the Roundtable’s view of a systemic risk regulator, which the Roundtable
refers to as a market stability regulator. In light of the regulatory gaps and “weight,” it is
important first to look at how that regulator fits into broader financial reform, because, by
definition, to consider regulation that simply “bolts” a new regulator onto the existing chassis

may not result in a reduction of risk that is “systemic” in nature.

My testimony is divided into three parts. First, I will outline how a market stability regulator
should fit within our larger financial regulatory structure. Second, I will discuss the need for a
market stability regulator to identify systemic risk. Third, I will propose a definition of a

systemic risk and discuss the role and structure of a market stability regulator.

I. Market Stability and Our Financial Regulatory Structure

The creation of a market stability regulator is just one piece of the bigger puzzle — the need for
better, more effective financial regulation that can evolve with global financial markets. In
recent testimony, Federal Reserve Chairman Ben Bernanke identifies the need for better
regulation stating, “As we look at regulatory reform, we need to ask the question, are all sectors
of the economy that need oversight — are they being watched by somebody and/or are there

major gaps where there’s no effective oversight where there needs to be? That’s. . . a very basic



76

aspect of the reform that Congress needs to address.”™ As such, the Roundtable recommends that
Congress consider the market stability regulator’s role within the broader need for sweeping

reform of our regulatory architecture.

Like others in the financial services industry, the members of the Roundtable have been engaged
in a dialogue over how to reform our current financial regulatory system. While our internal
discussions continue, we have developed a set of proposals, including a “Financial Regulatory

Architecture Proposal” that is intended to close the gaps in our existing system.

Specifically, the Roundtable’s proposals for regulatory reform are:

o New Architecture. Our financial regulatory system should be better
aligned with modern market conditions and developing global standards.
The key features of our proposed regulatory architecture are explained below, and are illustrated

in the following chart.

! Testimony of Ben S. Bernanke, Chairman, Board of Governors of the Federal Reserve System, before the Committee on Banking,
Housing and Urban Affairs, U.S. Senate, Feb. 24, 2009.
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Financial Markets Coordinating Council

To enhance coordination and cooperation among the various financial regulatory agencies, we
propose to expand membership of the President’s Working Group on Financial Markets (PWG)
and rename it the Financial Markets Coordinating Council (FMCC). We believe that this
Council should be established by law, in contrast to the existing PWG, which has operated under
a Presidential Executive Order since 1988, thereby permitting this Committee and the Congress

to oversee the Council’s activities on a regular and ongoing basis. We also believe that the
5
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Council should include representatives from all major federal financial agencies, as well as

individuals who can represent state banking, insurance, and securities regulation.

This Council should serve as a forum for national and state financial regulators to meet and
discuss regulatory and supervisory policies, share information, and develop early warning
detections. In other words, it should help to better coordinate policies within our fragmented

reguolatory system.

We do not believe that the Council should have independent regulatory or supervisory powers.
However, it might be appropriate for the Council to have some ability to review the goals and
objectives of the regulations and policies of federal and state financial agencies, and thereby

ensure that they are consistent.

Federal Reserve Board

As Iwill discuss below in more detail, to address systemic risk, the Federal Reserve should be
authorized to act as a market stability regulator. As a market stability regulator, the Federal
Reserve should be responsible for looking across the entire financial services sector to identify
interconnections that could pose a risk to our financial system and to perform the functions that I

describe below.
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National Financial Institutions Regulator

To reduce regulatory gaps and arbitrage, we propose the consolidation of several existing federal
agencies into a single, National Financial Institutions Regulator (NFIR). This new agency would
be a consolidated prudential and consumer protection agency for three broad sectors of the

financial services industry: banking, securities, and insurance.

More specifically, this new agency would charter, regulate, and supervise: (1) banks, thrifts, and
credit unions, currently supervised by the Office of Thrift Supervision (OTS), the Office of the
Comptroller of the Currency (OCC), and the National Credit Union Administration; (2) licensed
broker/dealers, investment advisors, investment companies, futures commission merchants,
commodity pool operators, and other similar intermediaries currently supervised by the
Securities and Exchange Commission (SEC) or the Commodities Futures Trading Commission
(CFTCY); and (3) insurance companies and insurance producers that select a federal charter. The
AIG case illustrates the need for the federal government to have the capacity to supervise
insurance companies. A federal insurance regulator also is needed to work with the Federal

Reserve in its capacity as a market stability regulator.

With the exception of holding companies for banks, the NFIR would be the regulator for all

companies that control broker/dealers or nationally chartered insurance companies.
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The NFIR would reduce regulatory gaps by establishing comparable prudential standards for all
of these nationally chartered or Hicensed entities. For example, national banks, federal thrifts
and federally licensed brokers/dealers that are engaged in comparable activities should be
subject to comparable capital and liquidity standards. Similarly, all federally chartered insurers

would be subject to the same prudential and market conduct standards.

In the area of mortgage origination, we believe that the NFIR’s prudential and consumer
protection standards should apply to both national and state lenders. Mortgage lenders,
regardless of how they are organized, should be required to retain some of the risk for the loans
they originate. Likewise, mortgage borrowers, regardless of where they live or who their lender

is, should be protected by the same safety and soundness and consumer standards.

We believe that 1s it important for this agency to combine both safety and soundness (prudential)
regulation and consumer protection regulation. Both functions can be informed, and enhanced,
by the other. Prudential regulation can identify practices that could harm consumers, and can

ensure that a firm can continue to provide products and services to consumers.



81

National Capital Markets Agency

To focus greater attention on the stability and integrity of financial markets, we propose the
creation of a National Capital Markets Agency (NCMA) through the merger of the SEC and the
CFTC, preserving the best features of each agency. The NCMA would regulate and supervise
capital markets and exchanges. As noted above, the existing regulatory and supervisory
authority of the SEC and CFTC over firms and individuals that serve as intermediaries between
markets and customers, such as broker/dealers, investment companies, investment advisors,
futures commission merchants, and other intermediaries would be transferred to the NFIR. The
NCMA also should be responsible for establishing standards for accounting, corporate finance,

and corporate governance for all public companies.

National Insurance and Resolution Authority

To protect depositors, policyholders, and investors, we propose the National Insurance and
Resolution Authority (NIRA) to manage insurance mechanisms for depository institutions,
federally chartered insurance companies, and federally licensed broker/dealers. These three
insurance systems should be legally and functionally separated. Additionally, this agency
should be authorized to act as the receiver for large non-bank financial services firms. The
failure of Lehman Brothers illustrated the need for such a better system to address the failure of

large non-banking firms.
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Federal Housing Finance Agency

Finally, to supervise the Federal Home Loan Banks and to oversee the emergence and future
restructuring of Fannie Mae and Freddie Mac from conservatorship we propose that the Federal
Housing Finance Agency remain in place, pending a thorough review of the role and structure of

the housing Government Sponsored Enterprises (GSEs) in our economy.

The Roundtable’s other proposals on regulatory reform include:

* Common Prudential and Consumer and Investor Protection Standards.
Financial services firms engaged in offering comparable products and services
should be subject to comparable prudential, consumer, and investor protection
standards. In the event of multiple oversight authorities, uniform standards

should apply nationwide.

¢ Balanced and Effective Regulation. Financial regulation should be focused
on outcomes, not inputs, and should seek a balance between the stability and
integrity of financial services firms and markets, consumer protection,

innovation, and global competitiveness.

+ International Cooperation and National Treatment. U.S. financial
regulators should coordinate and harmonize regulatory and supervisory

policies with international financial regulatory authorities, and should
10
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continue to treat financial services firms doing business in the United States as
they treat U.S. financial services firms. The United States should continue to
play a leadership role in the current G-20 process to develop new international

norms for financial regulation across markets.

¢ Accounting Standards. U.S. financial regulators should adjust current
accounting standards to account for the pro-cyclical effects of the use of fair
value accounting in an illiquid market. Additionally, U.S. and International
Jinancial regulators should coordinate and harmonize regulatory policies to
develop accounting standards that achieve the goals of transparency,

understandability and comparability.

II. Why We Need a “Market Stability and Systemic Risk” Regulator

The on-going crisis in our nation’s financial markets demonstrates the need for some federal
agency or authority to act as a market stability regulator. This crisis is not the result of any
single action, but the result of multiple, unconnected actions taken across industry sectors. Yet,
throughout the run-up to this crisis, no single agency was monitoring the connections between

different market participants across the nation’s financial markets.

11
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The creation of an agency that was charged with monitoring activities and practices across all
markets may not have been able to prevent this crisis but may have been able to put the pieces

together sooner and propose corrective actions before this crisis occurred, rather than after.

While it is often assumed that some combination of the U.S. Treasury Department (Treasury)
and the Federal Reserve Board (Federal Reserve) are responsible for broad financial market
stability, neither the Treasury nor the Federal Reserve has the explicit mandate and the full
arsenal of regulatory powers to promote market stability and 4prevent systemic risk across

different company charters and products.

Prior to 2008, the only authority the Secretary of the Treasury (Secretary) had to look at the
financial markets as a whole was the authority delegated to the Secretary by the President
(through an Executive Order) in 1988 to chair and convene the PWG. The PWG could only ask
regulators to cooperate on key issues and issue occasional reports. In 1991, the Congress gave
the Secretary a pivotal role in the implementation of the systemic risk exception to the Federal
Deposit Insurance Corporation’s (FDIC) least-cost resolution process. Under that process, the
Secretary, in consultation with the President, must agree that paying uninsured depositors or
creditors “would have serious adverse effects on economic conditions or financial stability” and
as such, the FDIC would have the power to intervene in the market to address systemic risk.?

Yet, the FDIC Improvement Act did not give the Secretary any additional responsibilities, either

212 US.C. § 1823(H4UGYINE).
12
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to determine what constitutes systemic risk, to more closely monitor systemically relevant

institutions, or to make any detailed reports about its analysis when this exemption is invoked.

The Federal Reserve plays multiple roles in financial markets, yet does not have an explicit
market stability mandate or clearly defined role to identify and prevent systemic risk to U.S.
financial markets. As the nation’s central bank, it has broad monetary policy tools to promote
price stability and full employment in the U.S. economy. It oversees part of the U.S. payments
system, but not all. It regulates and supervises state-member banks at the national level, but not
national banks, which are regulated by the OCC or state nonmember banks, which are regulated
by the FDIC. It regulates and supervises all bank and financial holding companies, but not thrift
holding companies, which are regulated and supervised by the OTS, or investment bank holding
companies, which are supervised by the SEC. It lends to financial institutions through normal
discount window operations. Starting in 2008 during the current crisis, the Federal Reserve
greatly expanded its emergency lending to financial institutions and others using its authority to
lend in Section 13(3) during “unusual and exigent circumstances.” But even in these roles, the
Federal Reserve’s market stability activities are confined mainly confined to reactive actions

and financing vehicles under its unique lending powers.

The missing link is a single federal authority with the mandate, responsibility, and expertise to

oversee the nation’s entire financial system, not just its individual parts, and to promote market

31UsSC §34



86

stability while preventing systemic risk for firms that operate in this global marketplace. This

would resolve the regulatory redundancy that currently creates the gaps in oversight.

HI. “Systemic Risk” and the Role and Structure of 2 Market Stability Regulator

Systemic risk could be related to the size of an institution, counterparty risks, accounting
treatment of investment vehicles or the diversity of customer relationships. We do not believe
that this risk should be associated with any single factor, especially the size of an institution. In
our view, systemic risk is a significant, industry-wide threat or vulnerability based on market
interconnections and regulatory gaps across the financial services industry as a whole (including
products, markets, and firms), which, if left unaddressed, could have material and adverse

effects on either our financial markets or the U.S. economy.

In other words, systemic risk is not an isolated risk posed by a single institution or a solitary
practice. It is a risk that crosses market segments as well as whole markets, domestic and

globally, in addition to firms.

Several respected authorities have suggested that systemic risk regulation should be focused on
the nation’s largest financial services firms. We do not support this approach. While large firms
can create large risks, systemic risks can arise from the collective actions of many firms, both

small and large. Moreover, the classification of large firms as “systemic” not only would create

14
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a competitive imbalance between those and other firms, but it also would give rise to a “moral

hazard” as systemic firms were perceived as “too big to fail.”

In hindsight, we now can identify some of the practices and activities from the current crisis
that, collectively, created a “systemic risk” to the economy. These include underwriting
standards based on short-term adjustable rates, not rates over the term of a loan; securitizations
based only upon a credit rating, with little due diligence by investors; and pro-cyclical capital
standards that promoted the development of off-balance sheet vehicles. Individually these

actions did not give rise to systemic risk, but collectively they did.

One of the challenges in identifying systemic risk is not to discourage innovation. Indeed,
innovation is important to economic growth and development. Therefore, in the design of a
market stability regulator, Congress should explicitly instruct the regulation to balance market

stability with innovation.

Within the Roundtable’s proposed architecture, which I described above, we believe the Federal

Reserve should be authorized to act as a market stability regulator.

As the market stability regulator, the Federal Reserve should have the ability to monitor broad
market trends to discover potential vulnerabilities and significant risks to the financial system

and our economy at the earliest possible stage. It should have the authority to collect
15
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information on all types of financial services firms, including depository institutions,
broker/dealers, insurance companies, hedge funds, private equity firms, industrial loan
companies, credit unions, and any other financial services firms that facilitate financial flows

(e.g., transactions, savings, investments, credit, and financial protection) in our economy.

Like the National Weather Service, a market stability regulator should be able to monitor and
study the financial “weather,” analyze and report on developing conditions and trends, and issue
public alerts as necessary when there is hurricane forming or a winter storm heading our way.
In other words, the market stability regulator should have the authority to establish an activities-
based surveillance system to detect early crisis warning signs and vulnerabilities, develop
scenario planning, conduct contingency planning with other financial regulators across all
financial markets, and, in exceptional cases, examine individual financial services firms in

conjunction with the prudential regulator for a firm.

This next point is critical: the market stability regulator must be in a position to work with other
regulators to enforce the proper corrective action to identify, prevent and address systemic risks,
regardless of whether that action is taken against a set of institutions that are deemed to be
systemically relevant or against a particular activity that spans a range of institutions with
different types of charters or business licenses. In other words, the market stability regulator

should not be a “super regulator.” This ensures a solid working relationship between the market
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stability regulator and prudential regulators and ensures that individual prudential regulators are
sensitive to larger systemic risks. Today we spend more than $5 billion for the direct cost of
financial supervision, not counting the cost of compliance, and not a single agency adequately
saw the crisis coming or took any precautionary actions until it was too late. We can no longer
afford a financial regulatory system in which individual regulators remain in a “silo.” It also
warrants a system in which no company will be subject to two regulators with conflicting

regulations.

This brings me to a related issue. As the market stability regulator interacts with prudential
regulators, there is an evident need to create a national insurance regulator for the insurance
industry. Insurance is a national and global business and yet, it lacks a national insurance
prudential regulator. In response to a direct question posed at last week’s full committee
hearing, Federal Reserve Chairman Bernanke further emphasized this point when he said that he
thought “it would be a useful idea to create a federal option for insurance companies,”
particularly “systemically important ones.™ Effective systemic risk regulation should include a
strong national insurance regulator with the authority to charter companies and to establish
uniform national standards for market conduct and consumer protection activities. Only through
coordination with a national insurance regulator, will a market stability regulator have the ability
to both detect, and to act upon, risky market activity and business practices in a timely, uniform,

and comprehensive fashion. Asking the market stability regulator to coordinate actions by

4 Testimony of Bea S. Bernanke, Chairman, Board of Governors of the Federal Reserve System, before the Committee on Financial
Services, U.S. House of Representatives, Feb. 25, 2009,
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multiple state insurance regulators is not an option that will effectively address systemic risk due
to the different state and territorial insurance regulators, with varying legal and budget authority,

and varying levels of expertise.

A national insurance regulator should have the authority to charter insurance companies,
establish and enforce uniform national standards for all factors material to the solvency of
nationally chartered insurance companies and the protection of consumers, and represent the
U.S. internationally on behalf of federally chartered institutions. The national insurance
regulator’s authority should be an independent bureau within a federal agency headed by a

Presidential appointee.

Some may say that creating a national insurance regulator creates regulatory redundancy. The
Roundtable does not believe this is accurate. Just as the state/federal banking system works well
for the industry and the economy — so too can a similar insurance system. It would provide
companies the ability to decide which system works best to serve their customers, a state or a
national system. Regardless, there should be common principles in the national and state
insurance systems. We commend Con