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OVERSIGHT OF THE FINANCIAL
STABILITY OVERSIGHT COUNCIL

Thursday, April 14, 2011

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON OVERSIGHT
AND INVESTIGATIONS,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:02 a.m., in room
2128, Rayburn House Office Building, Hon. Randy Neugebauer
[chairman of the subcommittee] presiding.

Members present: Representatives Neugebauer, Fitzpatrick,
Pearce, Posey, Hayworth, Renacci, Canseco; Capuano, Lynch,
Waters, Miller of North Carolina, Ellison, Himes, and Carney.

Ex officio present: Representatives Bachus and Frank.

Also present: Representatives Biggert, Royce; Green, and Perl-
mutter.

Chairman NEUGEBAUER. This hearing will come to order. With-
out objection, all members’ opening statements will be made a part
of the record.

I will start by giving my opening statement.

Given the recent creation of and mandate of the Financial Sta-
bility Oversight Council (FSOC), it is important that we have this
hearing today to better understand its roles and responsibilities,
the impacts of its decisions on global competitiveness and our cap-
ital markets, and whether there is sufficient leadership by the
Chairman of the Council to carry out the broad mandate called for
in the Dodd-Frank Act.

I am deeply concerned that if the problems identified in this
hearing today are not addressed early, this entity could have a se-
vere negative impact on the functionality and the competitiveness
of our businesses and our markets.

The Council states on its Web site that it is “committed to con-
ducting its business in an open and transparent manner.” Yet, doc-
uments reviewed by my staff clearly demonstrate that the Council
has kept hidden from public view the criteria for formulating “sys-
temically important” designations.

The Council also has a statutory duty to facilitate coordination
among member agencies regarding policy development and rule-
making. Yet since the enactment of Dodd-Frank, there appear to
be serious deficiencies in rulemaking coordination, most notably be-
tween the SEC and the CFTC.

The Council is also required to monitor international financial
regulatory developments and “advise Congress and make rec-
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ommendations in these areas that will enhance the competitiveness
of U.S. financial markets.” Yet, FSOC’s initial recommendations
under Dodd-Frank would place U.S. firms at a competitive dis-
advantage with its global counterparts.

Finally, the FSOC’s role to designate certain non-bank financial
firms as “systemically important” is proceeding without any rep-
resentative at the Federal level who truly understands all of the
businesses, for example, insurance.

I think one of the things that we are going to hear today is that
this process is moving forward and decisions are being made with-
out the voting member from the insurance agency being available
or actually having been appointed.

We also have Mr. Huff here as well, whom I think will testify
that he has been trying to get some additional help and resources
because of this immense responsibility.

And because, I think, of the nature of FSOC, and it was thought
by many to be one of the most important pieces of Dodd-Frank, this
hearing today is extremely important, and I think there will be
hearings in the future to monitor how these criteria are put to-
gether, how the FSOC as a committee is functioning, but that
transparency piece is, I think, an extremely important piece of that
because decisions are being made, evidently, within the organiza-
tion. And when we look at the rules coming out, they are not
matching up with some of the internal discussions. So the impor-
tance of this FSOC to, I think, the financial markets moving for-
ward is an extremely important piece of our responsibility, and I
look forward to hearing from our witnesses today.

And with that, I recognize the ranking member of the full com-
mittee, Mr. Frank. Thank you.

Mr. FRANK. Thank you, Mr. Chairman. The ranking member of
the subcommittee is on his way over. We have a caucus.

One of the big issues that has been debated since the passage of
the financial reform bill was whether the section dealing with sys-
temically significant institutions was, in effect, a license for those
so designated to take more risks because people would think they
could never fail or whether it was something that would be more
restrictive to them.

We believe very strongly that the law is very clear that being
designated is more of a burden than a license, and we have had
this debate. But it is now overwhelmingly clear what the answer
is. It is seen more as a burden than as a license by the institutions
involved.

What the FSOC has been getting is a series of lobbying efforts
by institutions very eager not to be named, and that is a direct ref-
utation of the argument that we created a too-big-to-fail element.

As a matter of fact, Adair Turner, who recently did a very good
article, and I think we should be pursuing this question about what
the real value is of much of the financial trading activity, but he
notes in his very comprehensive study, “Public debate focuses on
the need to avoid any taxpayer support in the future. Indeed, the
Dodd-Frank bill in the U.S. makes it legally impossible to provide
such support on a bank-specific basis.”

So one of the things that is very clear, if there is a failure, then
if the regulators think there needs to be something to alleviate the
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consequences, it cannot be with taxpayer money. And so it is very
clear that there is, I believe, clearly no such thing as too-big-to-fail.

Nothing can be done to deal with the consequences of such a
problem until the institution is abolished. Again, somehow, in fact
the institutions would like to be, they would benefit from being des-
ignated.

I would ask unanimous consent to put into the record these arti-
cles I am about to quote from.

From Tom Braithwaite in the Financial Times on April 3rd, “As
Congress debated the law that became Dodd-Frank, lawmakers
wrangled over the systemic risk designation. Some warned it would
crystallize the too-big-to-fail funding advantage enjoyed by the
largest groups by underlying the fact that government considered
them crucial. Others said it would instead be a scarlet letter, a sign
that profits would be hit by the new standards.

“Nine months after the designation became law, it looks like the
scarlet letter brigade has won. Disclosures show a long list of com-
panies and industry trade groups engaging in lobbying efforts. Peo-
ple involved in the talks say they are desperate to prove they do
not deserve to be branded. They do not think that this is a great
blessing and a license to be considered too-big-to-fail.”

From Ian Katz, November 17th of last year, “BlackRock lobbies
Fed to avoid designation as systemically important firm.”

From that article on November 5th, “The Investment Company
Institute, a Washington-based lobby group for the mutual fund in-
dustry, told the Council in a letter that mutual funds pose little
threat to the U.S. financial system and should remain beyond the
Fed’s reach.”

From Tom Braithwaite again in the Financial Times, “U.S. regu-
lators divided on systematic risk list.” He had two articles in the
same paper, a busy day for him.

“Non-bank financial groups are engaged in their biggest lobbying
effort since the passage of the financial reforms last year in an at-
tempt to escape the net which they fear will hit profits with hun-
dreds of millions of dollars of extra costs and trapped capital.”

But then the other argument is, oh, well, this is going to put
American banks at a disadvantage. So let me put into the record
an article by Francesco Guerrera and Sharlene Goff in the Finan-
cial Times on April 11th, “Global banking regulation took a step to-
wards convergence on Monday as a UK commission proposed meas-
ures that will bring the country’s financial rules closer to the U.S.”

In fact, there was a fear that Britain was going to be tougher
than us. What we have is the financial institutions have had a very
nice time. The British banks have said to the British people, “You
are being too tough and we are going to America.” The American
banks said, “If you are so tough, we will go to England.” I was
afraid there was going to be a major clash in the Atlantic Ocean
as they passed each other.

It is an illustration of a phenomenon I once discovered. It is my
contribution to economic theory. I have been hearing for years
about the absence of a level playing field, and it turns out it is a
phenomenon of great interest.

There is apparently a constantly unlevel playing field in which
no one has ever been at the top. You wouldn’t think that was pos-
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f)ible, but it is an unlevel playing field in which everybody is at the
ottom.

Now, I think it is very clear from the behavior of the institutions
that being designated is not a great boon. I don’t think it will be
a great negative either, because it will only lead to increased re-
strictions if people are behaving irresponsibly.

But, again, this argument as to whether or not the way this
scheme was set forward in the bill enables institutions by certifying
that they are too-big-to-fail or in fact potentially subject them to
greater restrictions, capital increase, leverage requirements and
others, it is overwhelmingly clear what the institutions themselves
say.

For those who still say that this is somehow some great favor we
have done the large institutions, I will quote again a quote from
Marx that I have used before, and the Marx in question is Chico:
“Who are you gonna believe, me or your own eyes?”

It is very clear from the evidence that what we tried to do last
year is perceived by the institutions themselves as having worked
the way we hoped it would.

I yield back.

Chairman NEUGEBAUER. I thank the ranking member of the full
committee.

And now, I yield to the chairman of the full committee, Mr.
Bachus, for 3 minutes.

Chairman BAcHUS. Thank you, Mr. Chairman. And I thank the
panelists for being here today.

The drafters of Dodd-Frank provided FSOC with new and far-
reaching powers over the financial system, and the Council’s use of
the new powers will have a profound effect on our financial system
and on our economy as a whole. And I think oversight of your ac-
tivities is going to be a high priority for our committee.

One of the significant responsibilities, and Ranking Member
Frank referred to this, is determining which non-bank financial in-
stitutions will be determined or would be designated as system-
ically important.

Of course, we know that all banks of over $50 billion, some 30-
odd banks, will be automatically designated as such. And those 30
or so banks plus any non-financial institutions will have height-
ened prudential standards and Federal Reserve supervision. That,
in and of itself, I don’t think is a bad thing.

However, the moral hazard implications of these designations
and of this power I think can’t be overstated. The stamp of “sys-
temically important” will be interpreted by many market partici-
pants as a designation of “too-big-to-fail,” prompting them to exer-
cise less market discipline when dealing with such firms.

Federal Reserve Governor Daniel Tarullo concedes that the des-
ignation could exacerbate moral hazard. In a speech on March 31st,
he stated, “There is a reasonable concern that designating a small
number of non-bank affiliated firms would increase moral hazard
concern.”

Additionally, I have questions regarding the transparency of the
process for making the determination. Both the Council’s advance
notice for proposed rulemaking and its notice for proposed rule-
making restated language in the Dodd-Frank statute. However, re-
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cent testimony from the FDIC Chairman and press reports indicate
the Council is using additional standards to make its determina-
tion.

The significance of the systemic determination process requires
transparency, and the Council should clarify what metrics are
being used to classify firms in addition to those in the statutory
language.

Congress must also ensure that the Council fulfills its statutory
duty to coordinate the rulemaking, reporting, and enforcement ac-
tions of the financial regulators. I am sure, for instance that there
has been a lot of discussion about the need for coordination at the
CFTC and the SEC.

I think it is imperative for the Chairman of the FSOC, who is
our Treasury Secretary, Secretary Geithner, to direct the Council’s
coordination efforts. And he should strive to ensure that the rules
implementing Dodd-Frank are neither duplicative nor conflicting.

So far, the results on this front are not encouraging as regulators
have not been successful at developing a coherent and coordinated
approach on several fundamental issues with derivatives regulation
and mortgage servicing standards. There appear to be conflicts and
duplications.

I do believe that a lot of that is because of the short timeframe.
It makes it almost impossible to have a coherent, organized rule-
making. And for that reason, I think that more time is needed than
the statute gives. I would like to hear your comments on whether
you have sufficient time.

Finally, decisions made by the Council must not undermine the
competitiveness of U.S. financial firms or treat U.S. firms less fa-
vorably than their foreign competitors. The chairman of the sub-
committee mentioned this.

The Council should be sensitive to how its rules and rec-
ommendations impact the ability of American companies to com-
pete globally.

The Council should also keep in mind that in addition to being
subject to Dodd-Frank, U.S. firms are also subject to Basel III cap-
ital standards, as well as rules issued by the Group of 20 and the
Financial Stability Board. The activities undertaken by the Council
show it may not be taking this issue as seriously as it needs to.

In response to a query on the international context of the Volcker
Rule that was included in the Council’s request for information for
the Volcker study, I submitted a comment letter making the point
that “unilateral U.S. adoption of the Volcker Rule could hurt the
U.S. economy and create opportunities for regulatory arbitrage.”
This concern has been echoed by others.

However, the Council’s final Volcker study indicated just one ref-
erence to concerns about U.S. global competitiveness. And the
Council’s study and recommendations on concentration limits for
U.S. firms devoted less than a page to competitiveness concerns. I
hope the panel will address these issues today.

I yield back the balance of my time.

Chairman NEUGEBAUER. I thank the chairman.

A})ld now the ranking member of the subcommittee, Mr. Capu-
ano?

Mr. CApUANO. Thank you, Mr. Chairman.
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First of all, I would like to thank you, ladies and gentlemen, for
being here with us today, and I look forward to your testimony.

I want to make it clear that I am not interested in relitigating
or re-debating the concepts that are here. The law was passed. 1
like most of it. I don’t like some of it. But we are here. I am most
interested in moving forward in what the FSOC is going to do
going forward.

I will be clear. I believe that FSOC has a responsibility to clearly
outline the criteria that you will be using for designating someone
as a significantly important financial institution. I think it is only
fair to the country, fair to the individual companies to let them
know what rules will trigger what.

I also think that it is probably best to start with a relatively
small list, because you have to start somewhere, and if you bite off
more than you can chew, I think that is a recipe for disaster.

At the same time, I believe that the FSOC should be looking at
a potentially significantly larger list of potential SIFI designees.
Those are the people who would be just under the lines, whatever
lines you draw, or people who might want to game the system.

And there will be someone who games the system. We all know
that. As a matter of fact, the minute you come up with a designa-
tion, everyone will try to game the system.

For instance, on the list that I just got last night of the banks,
bank holding companies that will be automatically designated,
there are 36 banks that are currently on that list. At least two of
them could probably move a few numbers around on their balance
sheets and be de-designated the very next day.

I don’t really mind where you draw the initial line, but I think
it is absolutely essential that you have a big group of other people
that you are kind of keeping an eye on, that might become, for sev-
eral reasons.

Number one is that things could change. You could change your
opinion. Number two is that they could become significant in a day
or a week. And number three is that, again, people will be gaming
that system.

I do think it is probably fair to keep that list private, but also
to let those people know that they are on that list of potential
SIFIs so that they know they are being carefully scrutinized.

I also believe that some of the concerns that have been raised
about the lack of coordination in the regulations between various
agencies is a fair point. It is not useful anywhere, ever, to duplicate
or overlap regulation.

And I actually think that is one of the main reasons for the exist-
ence of the Financial Stability Oversight Council. I believe that is
one of their main responsibilities, to get agencies to work together
and to not overly burden the system.

I am not in favor of overregulation. However, I am also not in
favor of under-regulation. Overregulation is clearly defined at least
in one case where you have the same agencies requiring different
things for the same activity. That makes no sense, unless there is
a reason. If there is a reason, then both agencies should be requir-
ing both activities.

And I guess, finally, I would like to make it clear that as far as
I am concerned, the activities that you are engaged in and that will
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be discussed today are a living thing. It is not just something that
we wrote down in concrete never to be changed.

The regulations will be critically important. Whatever regula-
tions you come up will probably have to be amended in the next
year or two because you will miss something, or somebody will
game something. You will realize something has to change.

I actually believe that the reason we had a financial crisis is be-
cause the regulators all stayed in their own little silos and didn’t
move beyond them when the entire financial services industry said,
“That is the little silo you are in? Fine. We are moving outside.”

I think if the regulators had been more flexible and more broad
in their perspective, we would not have had the financial meltdown
that we had.

But either way, I think that whatever you do, there will be mis-
takes. There will be things that I don’t agree with, and there will
be things that I agree with. But I hope that you all look at it as
a living, breathing item to be amended as you go forward, particu-
larly in the first couple of years.

As far as I am concerned, we are about to engage in things that
we have never done, which I think makes it, number one, impor-
tant, and number two, critically, that it be flexible. And with that,
I will end simply, again, by saying thank you, and I look forward
to your testimony.

Chairman NEUGEBAUER. And I thank the ranking member.

And now, the vice chairman of the subcommittee, Mr. Fitzpatrick
for 172 minutes.

Mr. FrrzpATRICK. Thank you, Mr. Chairman.

We are here today to receive some clarity on the intentions of
FSOC. And I know we all appreciate the panel and the witnesses
being here to hopefully provide some of that.

Among FSOC’s most important, and perhaps most impactful du-
ties, is to determine which financial institutions may provide sys-
temic risks to our economy.

Considering the financial crisis we just went through, we want
to improve our regulatory system and have procedures in place to
monitor the financial sector. I think it is important, however, that
we not allow our zeal to put American companies at a disadvantage
or, more importantly, to make us set aside some fundamental
American principles.

Sound rules are necessary, and regulation allows us to enforce
those rules. But we must be fair, and we have to adhere to estab-
lished procedures.

American companies deserve a transparent, clear and open proc-
ess, a designation process that includes safeguards to ensure that
the right companies are receiving proper scrutiny, and detailed cri-
teria to provide a clearly defined framework that all the affected
parties understand and are able to work within.

I do not believe any member of this committee will object to fair
and reasonable rules with a well-defined regulatory system to en-
force them. We only seek to understand how these rules are being
made and how America’s financial regulators are going to ensure
that American companies will continue to succeed and continue to
be able to provide American jobs.

Thank you, Mr. Chairman.
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Chairman NEUGEBAUER. Thank you.

And now, the gentlewoman from New York, Ms. Hayworth?

Dr. HAYWORTH. Thank you, Mr. Chairman.

And I am honored to be participating with all of you in this hear-
ing because we are pursuing, as we must, a key oversight function.
Dodd-Frank represented, in the minds of many of us, an enormous
overreach and one that is, in fact, putting our economy and job
growth in jeopardy.

The FSOC is a very important part of Dodd-Frank. It has the au-
thority to measure systemic risk, to identify institutions that pose
that risk. And, of course, FSOC also has to establish enhanced reg-
ulations for those institutions.

So we are asking you as regulators to act in agreement as a
Council as you exercise this extraordinary level of authority. And
I trust you to be executing that responsibility to the utmost of your
ability. There is no question.

But I want to make sure that, indeed, FSOC is acting as in-
tended, to identify systemic risk in a way that doesn’t increase—
and to define systemic risk in a way that doesn’t increase moral
hazard of too-big-to-fail, that doesn’t create market distortion be-
cause of the perception that the Federal Government is going to
guarantee certain aspects of market activity.

This, of course, was at the root of the 2008 crisis in the minds
of many of us, and certainly including me. So today, in our over-
sight function, we seek your help in decreasing ambiguity, decreas-
ing uncertainty, and decreasing unintended consequences which is
a theme, as you know, among us this year, for so many reasons.

So I thank you in advance for your candid and thorough answers
as we all work through the challenges that are posed to FSOC and
also are posed by FSOC.

And with that, I yield back, Mr. Chairman.

Chairman NEUGEBAUER. And now to the gentlewoman from Cali-
fornia, Ms. Waters?

Ms. WATERS. Thank you. Thank you, Mr. Chairman.

In 2008, the financial markets of the United States melted down
and today, nearly 3 years later, our Nation is still struggling to get
out of the economic quagmire that meltdown caused.

The meltdown, which was caused by the greed and irrespon-
sibility of several banks on Wall Street but had systemic implica-
tions for the entire market, had real negative impacts on everyday
Americans. These costs included the loss of over $10 trillion in
household wealth and the loss of 10 million jobs. Since the melt-
%own, incomes have declined, with households losing an average of

3,250.

All of this is to say that Democrats realized that we had to act
to protect our financial markets and to prevent institutions from
becoming too-big-to-fail and the result of Democrats’ action was the
Dodd-Frank Wall Street Reform and Consumer Protection Act.

Dodd-Frank ends too-big-to-fail by providing a mechanism for the
orderly liquidation of failing companies that guarantees the com-
pany dies while protecting the rest of the financial system.

Now, what did my friends on the opposite side of the aisle pro-
pose to help prevent another crisis? I heard the argument that the
only way to end bailouts is to put firms through the bankruptcy
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process. But that doesn’t end too-big-to-fail, and it certainly won’t
prevent another crisis because bankruptcy itself can create sys-
temic problems when used to unwind large, interconnected finan-
cial companies.

If my friends had their way, we would now have a system that
would exacerbate, not solve those problems. In fact, I believe that
if we had implemented a bankruptcy strategy as suggested by my
friends on the opposite side of the aisle, the markets would have
no confidence that another crisis would not occur and our hard-
fought economic recovery would never have been achieved.

Therefore, Mr. Chairman, I strongly support the work Democrats
undertook to save this Nation from another financial and economic
collapse. The Dodd-Frank Act and the Financial Stability Oversight
Council are critical to the continued stability of not just our finan-
cial markets, but also our economy.

I thank you, and I yield back the balance of my time.

Chairman NEUGEBAUER. I thank the gentlewoman.

And now the gentleman from Texas, Mr. Canseco, for 1 minute.

Mr. CANSECO. Thank you, Mr. Chairman.

And I would like to thank the witnesses for appearing here today
and offering your testimony.

For the first time in history, Federal regulators have been asked
to identify systemic risk in our financial markets. While it is a
noble goal to root out systemic risk before it brings down a finan-
cial system, this new regulatory responsibility carries significant
implications for our country and our economy.

The Financial Stability Oversight Council, FSOC, will have to
make some of the most consequential decisions in the coming years
about our financial institutions, financial markets, and our econ-
omy.

The Council needs to be certain that it does not legitimize the
most damning accusations being made about its existence, that its
function will be to identify firms that are too-big-to-fail and put
taxpayers at risk yet again.

Recently, there have been some worrisome developments about
the Council’s operations. Proposed rules from the Council are ex-
tremely vague, and representatives from agencies that make up the
Council have made conflicting statements about the Council’s in-
tent. I hope today’s hearing serves to clarify what the Council’s in-
tentions are and what steps they are taking to protect our economy
and our consumers.

Thank you very much, Mr. Chairman, and I look forward to
hearing the testimony.

Chairman NEUGEBAUER. I thank the gentleman, and remind
members that without objection, all members’ statements will be
made a part of the record.

I would now like to introduce our panel today: the Honorable
Gary Gensler, Chairman of the Commodity Futures Trading Com-
mission; the Honorable Jeffrey Goldstein, Under Secretary of Do-
mestic Finance in the Department of the Treasury; the Honorable
John Huff, Director of the Missouri Department of Insurance, Fi-
nancial Institutions and Professional Registration; Ms. Nellie
Liang, Director of the Office of Financial Stability Policy and Re-
search, Federal Reserve; Robert Cook, Director of the Division of
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Trading and Markets at the Securities and Exchange Commission;
Mr. Arthur Murton, Director, Division of Insurance and Research,
Federal Deposit Insurance Corporation; and Mr. Tim Long, Chief
National Bank Examiner and Senior Deputy Comptroller for Regu-
latory Policy, Office of the Comptroller of the Currency.

I would remind all of you that without objection, all of your writ-
ten statements will be made a part of the record. We ask you to
limit your testimony to 5 minutes.

And with that, I recognize Chairman Gensler.

STATEMENT OF THE HONORABLE GARY GENSLER, CHAIRMAN,
COMMODITY FUTURES TRADING COMMISSION (CFTC)

Mr. GENSLER. Good afternoon. Thank you, Chairman Neuge-
bauer, Ranking Member Capuano, Ranking Member Frank, and all
the members of the subcommittee. I thank you for inviting me here
to speak at this hearing about FSOC. I am pleased to testify along
with our fellow regulators here and to hear your thoughts.

I think that the FSOC provides an opportunity for regulators
now and in the future to ensure that our financial system works
better for all Americans. The financial system should be a place
where investors and savers can get a return on their money. It
should provide transparent and efficient markets where borrowers
and pieople with good ideas and business plans can raise needed
capital.

One of the challenges for the Council and for the American pub-
lic is that, like so many other industries, the financial industry has
gotten very concentrated around a small number of very large
firms. And as it is unlikely that we could ever ensure that financial
institutions will not fail, because surely some will fail in the future,
we must do our utmost to ensure that when those challenges arise,
the taxpayers are not forced to stand behind those institutions, and
yes, that these institutions are free to fail.

There are important decisions that the Council will make, such
as determinations about systemically important non-bank compa-
nies or SIFIs as you mentioned. There are other things about clear-
inghouses and completing studies and so forth.

More specifically, the Council is suggesting a clearinghouse. This
is something that the CFTC gets very involved in, but some clear-
inghouses will be so large that they are systemically important.
The CFTC has proposed comprehensive and robust rules to oversee
the clearinghouses, including those that may be systemically im-
portant.

And T look forward to the Council’s work moving forward. There
will be some proposals on how that designation process should
come forward. I think they should be detailed and the criteria
should be explicit.

Further, the FSOC put forward a Volcker Rule study. This was
very important for the CFTC because we, along with other Federal
regulators, have to complete some proposals on the Volcker Rule.

It is our hope to put out a proposal sometime this summer along
with other Federal regulators. And importantly, the study included
derivatives as well as cash products to assure that there is not a
regulatory arbitrage.
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Though these specific issues are important, to me, it is essential
the Council make sure that the American public doesn’t bear the
risk of the financial system and that the system works for the
American public and investors and small business, retirees and
homeowners.

To accomplish this, the regulators must coordinate closely on
their mission and work together regularly to assess the health of
the financial system and to make recommendations and annually
report this to the Congress.

The CFTC is consulting heavily with the other agencies of the
FSOC to implement all of this, but we are only one agency. And
with regard to consultation, we put out all of our proposed rules,
our term sheets, our memos to the seven other member agencies.
We have been enormously benefited by the other agencies’ direction
and advice on this.

We are at a bit of a pause right now. We have about 45 rules
outstanding. We have about four to go, maybe five. Before we move
to any final rules, we are going to, again, get input from all of the
seven member agencies. Most of that is from the Securities and Ex-
change Commission and the Federal Reserve because that is where
most of the input is.

With that, I thank you, and I look forward to any of your ques-
tions.

[The prepared statement of Chairman Gensler can be found on
page 60 of the appendix.]

Chairman NEUGEBAUER. Thank you, Mr. Gensler.

Mr Goldstein?

STATEMENT OF THE HONORABLE JEFFREY A. GOLDSTEIN,
UNDER SECRETARY FOR DOMESTIC FINANCE, U.S. DEPART-
MENT OF THE TREASURY

Mr. GOLDSTEIN. Mr. Chairman, Ranking Member Capuano, and
members of the subcommittee, thank you for the opportunity to tes-
tify here today.

In July 2010, the Dodd-Frank Wall Street Reform and Consumer
Protection Act created the Financial Stability Oversight Council to
monitor and address risks to financial stability. In conjunction with
my duties as Under Secretary of the Treasury, I serve as the Chair
of the Council’s Deputies Committee, as well as its Systemic Risk
Committee. And I am working with my Council colleagues to build
and execute the mandate of this new organization.

In the short time since the Dodd-Frank Act was signed into law,
the Council has built its organizational framework, initiated moni-
toring for potential risks to financial stability, laid the groundwork
for the designation of non-bank financial companies and financial
market utilities, completed statutorily required studies, including a
study on the effective implementation of the Volcker Rule, and
served as a forum for discussion and coordination among the agen-
cies implementing Dodd-Frank.

We have built the structure for the Council that is designed to
promote accountability and action. The Council’s work monitoring
systemic risk has focused on significant market developments that
could affect the financial system.
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The remainder of the Council’s agenda over the 8 months has
been driven by specific statutory responsibilities. For example, in
January the Council released studies on the Volcker Rule which
prohibits proprietary trading by banking entities and on the Dodd-
Frank Act’s limits on concentration of large financial companies.

In addition, as Chair of the Council, the Treasury Secretary is
required to coordinate several major rulemakings, including joint
rulemakings on credit risk retention and the Volcker Rule.

We are also developing an analytic framework for, and have en-
gaged in a public rulemaking related to, two of the Council’s most
important authorities, its authority to designate non-bank financial
companies for consolidated supervision and financial market utili-
ties for heightened standards.

Through its designation authority, the Council will help ensure
that large interconnected financial companies whose material fi-
nancial stress could pose a threat to U.S. financial stability will not
be permitted to avoid adequate supervision based on their cor-
porate form.

Similarly, the Council’s work will help ensure that financial mar-
ket utilities, which facilitate clearing settlements and payments, do
not put the broader financial system at risk.

We expect to publish a final rule on the process and criteria for
non-bank designations that will take into account the comments we
have received and incorporate the qualitative and quantitative con-
siderations mandated by the statute.

In that work, we are guided by a desire to ensure transparency
and to obtain input from all interested parties. We are also com-
mitted to establishing a process that will endure changes in firms,
markets and risks over time.

Our commitment to a robust designation process goes beyond
transparency during rulemaking. Every designation decision will be
firm-specific and subject to judicial review. Even before the Council
votes on proposed designations, the company under consideration
will have an opportunity to submit written materials to the Council
concerning its designation.

If challenged, the designation will be subject to review through
a formal hearing process and a two-thirds final vote, after which
the Council must then provide to Congress a report detailing its
final decision.

As we continue to work to implement the Wall Street reform leg-
islation, our overarching goal will remain the same—to establish
new rules of the road to fix what failed and contributed to the fi-
nancial crisis. And the Council plays a critical role in achieving
that goal.

Let me end by thanking the members for the opportunity to be
here today, and I look forward to taking your questions.

[The prepared statement of Under Secretary Goldstein can be
found on page 67 of the appendix.]

Chairman NEUGEBAUER. Thank you, Mr. Goldstein.

Mr. Huff?
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STATEMENT OF THE HONORABLE JOHN M. HUFF, DIRECTOR,
STATE OF MISSOURI DEPARTMENT OF INSURANCE, FINAN-
CIAL INSTITUTIONS, AND PROFESSIONAL REGISTRATION,
ON BEHALF OF THE NATIONAL ASSOCIATION OF INSUR-
ANCE COMMISSIONERS (NAIC)

Mr. HUurF. Thank you, Mr. Chairman, Ranking Member Capu-
ano, and members of the subcommittee. Thank you for the oppor-
tunity to testify today.

My name is John Huff. I am Director of the Department of Insur-
ance, Financial Institutions and Professional Registration for the
State of Missouri. I serve as a non-voting member of FSOC.

I am also a member of the National Association of Insurance
Commissioners, NAIC, and I am testifying on behalf of that organi-
zation today. Specifically, I am here to discuss the experiences of
our Nation’s 56 insurance regulators and working through NAIC
with FSOC.

There are three matters I wish to address in my testimony today.
First, insurance is a unique product, fundamentally different from
banking and securities products. Second, in passing Dodd-Frank,
we believe that Congress intended that insurance regulators have
thorough representation on FSOC.

And finally, despite the NAIC’s best efforts, there is inadequate
insurance expertise on FSOC today, a problem that will continue
for the foreseeable future.

Insurance is a unique product, and insurance policies involve up-
front payments in exchange for a legal promise is to pay benefits
in the event of a future loss. Contrasting bank products involving
money deposited by customers subject to withdrawal on demand at
any time, insurance products are not.

U.S. insurance companies are also subject to stringent capital re-
quirements, limits on the nature and extent of their investments,
and quarterly analysis and periodic examination. These regulatory
reviews enabled the insurance sector to weather the recent finan-
cial crisis better than other sectors.

For these reasons, it is the view of the NAIC that traditional in-
surance products and activities do not typically create systemic
risk. However, connections with other financial activities and non-
insurance affiliates may indeed expose some insurers to the impact
of systemic risk, and certain products may provide a conduit for
systemic risk.

Beyond our participation on FSOC, the NAIC is taking steps to
mitigate systemic risk and address the areas of concern that were
raised during the recent financial crisis.

Through the NAIC, regulators consult with each other, share in-
formation, and develop effective policies. In the past year alone, we
have made important changes to the Model Insurance Holding
Company System Regulatory Act and Regulation to provide a clear-
er view of the operations of financial groups and their impact on
any insurers within those groups.

We have enhanced securities lending disclosures requiring addi-
tional transparency in an area that received attention during the
crisis. We have also reduced regulatory reliance on credit ratings
by changing how commercial and residential mortgage-backed secu-
rities are valued for determining risk-based capital.
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In addition, NAIC is a founding member of the International As-
sociation of Insurance Supervisors, IAIS, which represents 140
countries of insurance regulators.

It is at the IAIS Financial Stability Committee that approaches
are being developed now to evaluate insurers and determine
whether such entities will be considered Globally Systemically Im-
portant Financial Institutions, or G-SIFIs.

Congress recognized that insurance is regulated primarily at the
State level, and for that reason the Act mandates that an insur-
ance regulator be appointed to FSOC through a process determined
by all of the insurance regulators.

We also believe Congress intended for my position to represent
the interests of the entire insurance regulatory system. The impor-
tant role that Congress intended for State insurance regulators to
play is further supported by Section 111(b) of the Act, which pro-
vides specifically for FSOC to appoint special advisory committees
of State regulators to assist it in carrying out its mission.

While FSOC engages in work that could impact insurers, two of
our three insurance representatives, the Director of the Federal In-
surance Office and a presidential appointee with insurance experi-
ence, are absent from the table. And I have been prohibited from
utilizing available State regulatory resources, including engaging
other State regulators.

Clearly, today there is inadequate insurance expertise on FSOC.
Our regulatory system requires regulators to work collaboratively
and share information with one another in confidential settings.
Yet to date, I have been restricted with consulting with my fellow
insurance regulators.

Quite simply, FSOC should want and the U.S. taxpayers should
demand the resources and expertise that their regulators can pro-
vide to FSOC’s work in protecting the U.S. financial system.

From the beginning, the State regulators and the NAIC have
been and continue to be willing to contribute to FSOC’s work relat-
ing to insurance. While we have made some limited progress with
the U.S. Treasury Department on this issue, I am frustrated that
it has taken so long for our concerns to be addressed.

And while I appreciate the accommodations made to date, they
are simply not sufficient in light of the very important work facing
FSOC. T am concerned that if progress on this front continues to
be made at a similarly slow pace moving forward, decisions impact-
ing insurance companies, insurance consumers, and our country’s
financial stability will be made without the benefit of nearly 140
years of proven insurance regulatory experience.

Thank you again for the opportunity to testify before you, and 1
look forward to answering your questions.

[The prepared statement of Mr. Huff can be found on page 72 of
the appendix.]

Chairman NEUGEBAUER. Thank you, Mr. Huff.

Ms. Liang?
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STATEMENT OF J. NELLIE LIANG, DIRECTOR, OFFICE OF FI-
NANCIAL STABILITY POLICY AND RESEARCH, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM (FED)

Ms. LIANG. Chairman Neugebauer, Ranking Member Capuano,
and members of the subcommittee, thank you for the opportunity
to testify on the Federal Reserve Board’s role as a member of the
Financial Stability Oversight Council.

The FSOC members represent a number of regulatory agencies
that oversee a broad range of participants in the U.S. financial
market. The Chairman of the Board of Governors of the Federal
Reserve System is a voting member of the FSOC. I am here testi-
fying on behalf of the Chairman as the Director of the Board’s Of-
fice of Financial Stability Policy and Research.

The Dodd-Frank Act charged the FSOC with the important task
of identifying and mitigating risk to the stability of the U.S. finan-
cial system. The Council is well-placed to address risk that might
not fall clearly with the jurisdiction of a single agency.

To execute its duties effectively and efficiently, the Council has
established a structure to leverage the existing expertise of the
member agencies to promote the sharing of information to identify
risk and to facilitate coordination with respect to policy develop-
ment, rulemaking, reporting requirements, and other actions.

The Federal Reserve is committed to working with the FSOC and
other Council members to strengthen systemic oversight. We are
helping to develop the analytical framework and procedures to
identify systemically important non-bank firms and financial mar-
ket utilities and for systemic risk assessment.

We are contributing to numerous studies and rulemaking and
are meeting regularly with staff of the other agencies to discuss
emerging risks to financial institutions and markets.

In addition to the Federal Reserve’s role as a member of the
FSOC, the Dodd-Frank Act gives the Federal Reserve other new,
important responsibilities. These responsibilities include super-
vising non-bank firms that are designated as systemically impor-
tant by the Council and supervising thrift holding companies.

They also include developing enhanced prudential standards, in-
cluding capital, liquidity, stress tests, single counterparty credit
limits, and living will requirements for the largest financial firms.

The Federal Reserve has made some internal changes to better
carry out its new responsibilities. To strengthen supervision of the
largest, most complex financial firms, we created the Large Institu-
tion Supervision Coordinating Committee, a centralized multidisci-
plinary body.

Relative to previous practices, this new structure makes greater
use of horizontal or cross-firm evaluations of the practices and port-
folios of firms.

It relies on additional and improved quantitative methods for
evaluating the performance of firms. And it more efficiently em-
ploys the broad range of skills of the Federal Reserve staff, for ex-
ample, in the areas of economic research, financial markets, and
payment systems, in addition to supervision. Similarly, we have re-
organized to improve the oversight of systemically important finan-
cial market utilities.
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As the Dodd-Frank Act recognizes, supervision should take into
account the overall financial stability of the United States in addi-
tion to the safety and soundness of individual firms.

Our revised internal organizational structure facilitates our im-
plementation of this macroprudential approach to do oversight.

More recently, we created an Office of Financial Stability Policy
and Research to better coordinate our financial stability work. This
office contributes to supervision of the large complex institutions.
It also helps identify and analyze potential risks to the broader fi-
nancial system and the economy.

Such risk could stem from, among other things, potential asset
price alignment, excessive leverage, outside financial flows, and
structural vulnerabilities in financial markets.

In closing, Congress has given the FSOC an important mandate,
and the Federal Reserve will work closely with our fellow regu-
lators, the Congress, and the Administration to help FSOC execute
its responsibilities and promote financial stability in the United
States.

Thank you again for inviting me to appear before you today. I
would be pleased to answer your questions.

[The prepared statement of Ms. Liang can be found on page 81
of the appendix.]

Chairman NEUGEBAUER. Thank you, Ms. Liang.

Mr. Cook?

STATEMENT OF ROBERT W. COOK, DIRECTOR, DIVISION OF
TRADING AND MARKETS, U.S. SECURITIES AND EXCHANGE
COMMISSION (SEC)

Mr. Cook. Chairman Neugebauer, Ranking Member Capuano,
and members of the subcommittee, good morning.

I am Robert Cook, Director of the Securities and Exchange Com-
mission’s Division of Trading and Markets.

Thank you for the opportunity to testify today on behalf of SEC
Chairman Schapiro regarding the progress of the Financial Sta-
bility Oversight Council.

As you know, FSOC was created by Title I of the Dodd-Frank
Act. Its duties include identifying and designating certain non-bank
financial companies as systemically important financial institu-
tions, or SIFIs, for heightened prudential supervision by the Fed-
eral Reserve Board, identifying and designating financial market
utilities, or FMUs, that are or are likely to become systemically im-
portant, monitoring the financial markets and regulatory frame-
work to identify gaps, weaknesses and risks and making rec-
ommendations to address those issues to its member agencies and
Congress, and combining the information of its member agencies in
working with the Office of Financial Research to facilitate the col-
lection and sharing of information about risks across the financial
system.

Since passage of the Act, FSOC has taken steps to create an or-
ganizational structure, coordinate interagency efforts and build a
foundation for meeting its statutory responsibilities to begin defin-
ing and implementing the process.
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To identify and designate SIFIs for heightened supervision by
the Federal Reserve Board, FSOC created an interagency com-
mittee and several staff committees.

Last October, FSOC requested initial comments on the designa-
tion process, and in late January issued a Notice of Proposed Rule-
making (NPR). The rule proposes the various factors and attributes
of firms that will be considered by FSOC as part of designation de-
terminations as well as processes and procedures established under
the Act for such determinations.

FSOC also established another interagency committee to develop
a framework for the designation of systemically important FMUs.
These entities form critical links among marketplaces and inter-
mediaries that can reduce counterparty credit risk among market
participants, create significant efficiencies in trading activities, and
promote transparency in financial markets.

However, FMUs by their nature create and concentrate new
risks that could affect the stability of the broader financial system.
To address these risks, the Act provides important new enhance-
ments to the regulation and supervision of FMUs designated as
systemically important.

Accordingly, FSOC sought comments last December regarding
the designation process and in March published a Notice of Pro-
posed Rulemaking to provide further information on the process it
proposes to follow when reviewing the systemic importance of
FMUs.

In addition to initiating work on the identification of SIFIs and
systemically important FMUs, FSOC has established a Systemic
Risk Committee that seeks to identify, highlight, and review pos-
sible risks that could develop across the financial system.

Beyond the work of these interagency committees, FSOC has pre-
pared and issued two studies, including its study and recommenda-
tions regarding the implementation of Section 619 of the Act, com-
monly referred to as the Volcker Rule.

That study recommends the creation of rules and a supervisory
framework that would effectively prohibit proprietary trading ac-
tivities by covered banking entities, while appropriately distin-
guishing statutorily permitted activities, such as market making
and risk-mitigating hedging. In addition, the study identified po-
tential challenges in delineating prohibited activities from per-
mitted activities.

While FSOC has made substantial progress in taking up its new
responsibilities, its efforts are ongoing and the most challenging
issues lie ahead, including the potential designation of SIFIs and
FMUs.

Continued public input, both generally on this process and spe-
cifically with respect to the notices of proposed rulemakings, will
be critically important. In addition, as Dodd-Frank implementation
proceeds, sustained coordination of the FSOC agencies remains a
vital consideration.

I look forward to continuing to work closely with Congress as im-
plementation continues, and I am happy to answer any questions
you may have.

[The prepared statement of Mr. Cook can be found on page 52
of the appendix.]
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Chairman NEUGEBAUER. Thank you, Mr. Cook.
Mr. Murton?

STATEMENT OF ARTHUR J. MURTON, DIRECTOR, DIVISION OF
INSURANCE AND RESEARCH, FEDERAL DEPOSIT INSUR-
ANCE CORPORATION (FDIC)

Mr. MURTON. Chairman Neugebauer, Ranking Member Capuano,
Ranking Member Frank, and members of the subcommittee, I ap-
preciate the opportunity to testify today on behalf of the FDIC on
the issue of the Financial Stability Oversight Council, known as
the FSOC.

The recent financial crisis exposed shortcomings in our regu-
latory framework for monitoring and addressing risk in the finan-
cial system. Before the crisis, regulatory agencies tended to focus
narrowly on the institutions and markets within their jurisdiction.

We regulators did not pay enough attention to crosscutting devel-
opments that contributed to the buildup of significant risk within
the system.

In addition to regulatory gaps, the absence of a resolution proc-
ess for systemically important financial institutions left regulators
with limited options for addressing problems facing such firms.

This created a no-win dilemma for policymakers—bail out these
companies or expose the financial system to the destabilizing ef-
fects of applying the bankruptcy process to financial firms that are
not well-suited for it.

My colleagues on the panel have already covered many of the key
aspects of the FSOC. Therefore, I will focus my remarks on a few
points of particular importance to the FDIC.

As others have mentioned, an important responsibility of the
FSOC is to determine whether a non-bank financial company
should be designated as a systemically important financial institu-
tion, or SIFI.

Designated firms will be supervised by the Federal Reserve and
subject to prudential standards and to new requirements for devel-
oping and maintaining resolution plans. From the FDIC’s perspec-
tive, the requirement that SIFIs have resolution plans is an impor-
tant reason why we must get the SIFI designations right.

The purpose of these resolution plans, often known as living
wills, is to ensure that if one of these firms were to face failure,
it would be possible to liquidate the firm under the Bankruptcy
Code in an orderly way.

The FDIC and the Federal Reserve Board have the joint respon-
sibility for rulemaking and oversight of resolution plans. Within
the last few weeks, the Boards of the FDIC and the Federal Re-
serve have approved a joint proposal for comment.

Once these rules are in place, if the resolution plans submitted
by the firms are not found to be credible, we can require change
which could ultimately result in downsizing and simplification of
these firms.

Resolution plans and the FDIC’s Orderly Liquidation Authority
(OLA) are critical features of the Dodd-Frank Act because they will
provide future policymakers with a means of handling the failure
of a large, interconnected financial firm in a way that does not de-
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stabilize the financial system and does not bail out creditors and
investors.

It is important that we put these rules in place effectively so that
market participants will know they are at risk when they invest in
or lend to large, systemically important financial firms.

This will ensure that these firms are subject not only to regula-
tion and supervision, but also to meaningful market discipline.
Both are necessary for the financial system to safely and efficiently
allocate the capital and credit necessary to support economic
growth.

Thank you again for the opportunity to testify. And I would be
happy to answer any questions.

[The prepared statement of Mr. Murton can be found on page
102 of the appendix.]

Chairman NEUGEBAUER. Thank you, Mr. Murton.

Mr. Long?

STATEMENT OF TIMOTHY W. LONG, SENIOR DEPUTY COMP-
TROLLER, BANK SUPERVISION POLICY, AND CHIEF NA-
TIONAL BANK EXAMINER, OFFICE OF THE COMPTROLLER
OF THE CURRENCY (0CC)

Mr. LoNG. Thank you, Chairman Neugebauer, Ranking Member
Capuano, and members of the subcommittee.

My name is Tim Long. I am Senior Deputy Comptroller and
Chief National Bank Examiner at the Office of the Comptroller of
the Currency. In this role, I serve as OCC’s representative on the
Financial Stability Oversight Council’s Deputies Committee. I ap-
preciate the opportunity to provide the OCC’s perspective on the
functions and operations of the FSOC.

Congress set forth very specific mandates regarding the role and
function of FSOC, but its primary mission is threefold: to identify
risks to the financial stability of the United States; to promote
market discipline; and to respond to emerging threats to the sta-
bility of the U.S. financial system.

In some cases, the Council has a direct responsibility to make de-
cisions and take action. This includes designating certain non-bank
financial companies to be supervised by the Federal Reserve and
subject to heightened prudential standards should the Council de-
termine that material financial distress at such companies would
pose a threat to the financial stability of the United States.

In other areas, the Council’s role is more of an advisory body to
the primary Federal regulators, such as conducting studies and
making recommendations to inform future agency rulemakings.

The OCC believes the very roles and responsibilities that the
Congress assigned to the Council appropriately balance and reflect
the desire to enhance regulatory coordination for systemically im-
portant firms and activities, while preserving and respecting the
independent authorities and accountability of the primary super-
visors.

As detailed in my written statement, and as the other witnesses
have described, FSOC has taken action on a number of items, in-
cluding the publication of two required studies and proposed
rulemakings on the designation of systemically important non-bank
financial firms and financial market utilities.
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The Council and its committees are also making strides in pro-
viding a more systemic and structured framework for identifying,
monitoring, and deliberating a potential systemic risk to the finan-
cial stability of the United States.

Briefings and discussions on potential risks and the implications
of current market developments on financial stability are a key
part of the closed deliberations of each of the Council meetings.

In summary, I believe FSOC enhances the agencies’ collective
ability to identify and respond to emerging systemic risk.

I would, however, offer two cautionary notes. First, I believe the
Council’s success ultimately will depend on the willingness and the
ability of its members and staff to engage in frank and candid dis-
cussions about emerging risks, issues and institutions.

These discussions are not always pleasant as they can challenge
one’s longstanding views or ways of approaching a problem. But
being able to voice a dissenting view or assessment will be critical
in ensuring that we are seeing and considering the full scope of
issues.

In addition, these discussions will also involve information or
findings that will need further verification, that are extremely sen-
sitive, either to the operation of a given firm or market segment,
or, if misconstrued, could actually undermine public and investor
confidence and thereby create or exacerbate a potentially systemic
problem.

As a result, I believe that it is critical that these types of delib-
erations, both at the Council level and at our staff level, be con-
ducted in a manner that ensures their confidential nature.

Second, even with the fullest deliberations and the best data,
there will continue to be unforeseen events that pose substantial
risk to the system, markets or groups of institutions. Business and
credit cycles will continue.

We should not expect FSOC to prevent such occurrences. FSOC
will, however, provide a mechanism to communicate, coordinate,
and respond to such events to help contain and limit their impact.

The issues that the Council will confront in carrying out these
duties are, by their nature, complex and far-reaching in terms of
their potential effects on our financial markets and the economy.

Developing appropriate and measured responses to these issues
will require thoughtful deliberation and debate among the member
agencies. The OCC is committed to providing its expertise and per-
spective in helping FSOC achieve its mission.

Thank you, and I will be happy to take questions.

[The prepared statement of Mr. Long can be found on page 88
of the appendix.]

Chairman NEUGEBAUER. Thank you, Mr. Long.

It is the intention of the Chair, and I talked to the ranking mem-
ber, that we try to conclude this hearing prior to the—we think we
are going to have a series of votes around 12:30.

Now, what that means is we have a number of people in the
queue here who want to ask questions, and I want everybody to
have an opportunity to ask a question, because it is not fair to
some of the members, and then we get right to the end, and they
have waited here all day and didn’t get to ask a question.
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The Chair is going to hold pretty strictly to the 5-minute rule for
members. So keep that in mind and get to your best question first.
And I ask the panel members to be as succinct as they can so that
members will have an opportunity to ask as many questions as
they can.

I will start the questioning. I think one of the things that I think
that the Council states publicly on its Web site, as I said in my
opening statement, too, is that it is committed to conducting its
business in “an open and transparent manner.”

Yet, we understand that there are an internal memo, in fact, my
staff member went over and reviewed an internal memo that is
about 80 pages, that has some very specific information in there
about a process that is under way to determine some of these non-
bank financial institutions and the criteria for them, particularly
when it comes to insurance companies.

The memo says, “to the extent to which large insurers could be
subject to orderly resolution of the market share of MBS and
CMBS held by the insurer, a number of demand accounts held by
the insurer.” And so then when, I look at the original document put
out for rule, it basically just restated what is in Dodd-Frank.

And so, Mr. Goldstein, I wonder if we are going down a process
here of being transparent, and as important as the criteria is to
this process, it may be one of the most important pieces of it, that
it doesn’t appear that we are being very transparent.

What we are hearing from people who are trying to respond back
to that is they got the same response. If you reprint Dodd-Frank,
it is the same response that they had to Dodd-Frank. I think what
they were looking for—I think what we are looking for is a little
bit more transparency and meat in this process. Can you respond
to that?

Mr. GOLDSTEIN. Yes, Mr. Chairman, I will. Thank you very
much. It is a very important question because I think that FSOC
has committed itself to transparency and to clarity.

The very first meeting of the FSOC in October put out an ad-
vance notice of public rulemaking. In addition—that received 50
comments, 50 important comments.

In January, a notice of public rulemaking was put out which re-
ceived approximately 35 comments, and those comments are being
taken very seriously.

The process is one which is also meant, as I mentioned in my tes-
timony, to be highly transparent, to be firm-specific and the des-
ignation process will invite firms to provide comments that can be
utilized in making a determination.

If a firm wants a hearing, that hearing will be provided. And in
addition to that, there will be a requirement for transparency
under the statute to ensure that Congress is informed of the basis
for designation.

I think that the comments, as I mentioned in my testimony, have
asked for greater clarity. And in the final rule text, we expect to
provide greater clarity.

What was put out was an attempt to try to take the 11 criteria
that were in the Act and try to map them into two broad buckets.

Bucket one is, what would be the implications of failure for an
institution? For example, what is its interconnectivity? What is its
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size? What are the—does a firm have substitutes that other firms
can provide? So what are the implications for the system of failure?

The second broad bucket was a bucket of, what are the
vulnerabilities of that specific firm? So for example, maturity mis-
match, liquidity, leverage, extent of existing regulatory scrutiny.
And all of this was informed by the statute. We are advancing that
work and would continue to advance that work.

You made reference to a report. I would just spend one moment
emphasizing that the report was a draft report that was meant to
help inform staff on the designation process. It never made its way
to deputies. It has never made its way to principals. It was an
early-stage document.

And so I wouldn’t want to suggest to you that there was an
FSOC document that had been reviewed, validated, and did not
make its way into the public domain.

Chairman NEUGEBAUER. Got it, just a quick follow up. When the
criteria comes out in the final rule, there will be no further oppor-
tunity for comment, though. Is that correct?

Mr. GOLDSTEIN. I think we have received, as I said, 50 comments
from the ANPR. We received 38 comments—

Chairman NEUGEBAUER. Yes or no, when the final rule comes
out, there is no opportunity for final comment? Is that correct?

Mr. GOLDSTEIN. That would be my understanding.

Chairman NEUGEBAUER. And so what we have sent out is a very
general, broad framework, and people—the reason, I think one of
the reasons you have gotten very few responses is that people real-
ly don’t know what to comment on.

I think what we owe in this process, and I am extremely dis-
appointed that we didn’t come out with specific criteria that the
working group is thinking about and let people comment on that.

Now what you have done is you have taken very general com-
ments and you are going to huddle up, make the final decision, and
nobody is going to have any input into that. And quite honestly,
that is not transparency to me.

With that, I recognize the ranking member, Mr. Capuano.

Mr. CAPUANO. Thank you, Mr. Chairman. I was actually going to
ask the same question.

And I will be very clear. I don’t like that answer, and I don’t like
that situation. I think it is totally—I think everything you have
done so far is fine. But to come out with a final regulation with
specific criteria that doesn’t allow anybody an opportunity to re-
spond to or comment on, I think that is unfair. And I don’t think
that is transparent by any fair definition of the term.

I am not prepared to argue with anything you have done thus
far, and I am not prepared at all to argue with whatever criteria
you may choose. But to then choose it, when we are into a whole
new world, particularly when it comes to insurance and other non-
bank, we have never regulated some of the people we are about to
regulate.

I think it is only fair to give them an opportunity to respond and
say, “Well, maybe you shouldn’t count this or maybe you should
count that.” Not that you have to agree, but at least an opportunity
for an open dialogue. That is my definition of transparency.
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I want to be very clear that I do not like that situation or that
answer, and I would strongly request that the members of the
FSOC reconsider that approach, again, not for the conclusion or the
result, but in deference to true transparency and fairness.

I guess that actually answers most of the questions I have, to tell
you the truth. That is where I was going to go is, what is going
to be public, how are they going to know?

But I do want to ask another question. When you finally get to
the point of designating somebody, when will that become public?
When will my wife know that firm XYZ has now been designated
as a SIFI? Will that be at the end of the process? Because, as I un-
derstand it, even once you designate somebody, there will then be
some give and take, some appeals process.

When will that happen that it becomes public? Will it be at the
beginning when you initially designate, or at the end, when they
have finalized their opportunities to appeal and consider the mat-
ters? Do you know yet?

Mr. GOLDSTEIN. I think the designations process is meant to be,
as I said, open in the following sense. It is meant to provide an op-
portunity to any firms that would like to provide information rel-
evant to its designation. That firm could, subject to its own deci-
sion—

Mr. CapuaNoO. I understand that—

Mr. GOLDSTEIN. —put it in the public domain.

Mr. CAPUANO. —but what is the intent at the moment?

Mr. GOLDSTEIN. I think the intent of the FSOC, as I currently
understand it as, would be to not make a designation public until
it went through the totality of the process.

Mr. CAPUANO. Good. I think that’s a fair approach.

Mr. GOLDSTEIN. And that would be after a two-thirds vote of the
Council. But it would not be anticipated—

Mr. CAPUANO. So the two-thirds vote of the Council wouldn’t
come until after they have had an opportunity to respond?

Mr. GOLDSTEIN. Yes, sir.

Mr. CApuANO. That is a fair approach.

I guess I would like to know, in general, from everybody, what
do you think of the concept of originally starting with a smaller list
so that you can kind of walk before you run?

And then the concept of obviously having a larger list that would
be kept by somebody, in my opinion preferably private, for the com-
panies that either are going to game the system or might poten-
tially become significant.

I am just curious. Is that the general approach that is being con-
sidered, or is somebody still fighting to have a humongous list right
to begin with?

Ms. LIANG. I can address some of that, building on what Mr.
Goldstein said. Designation is not a simple process, and it is not
a one-size-fits-all process approach.

There are multiple factors in the statute that we have been
asked to consider, in contrast to banks, where Congress chose a
$50 billion cutoff. And as Jeffrey mentioned, there is a process for
a notice, hearings, review.



24

So we are collecting information and we are trying to consider all
the comments that we have received. We need to consider this care-
fully and thoughtfully.

Mr. CAPUANO. I respect all that, but is the intention to consider
it thoughtfully and thoroughly with 4,000 organizations or with
100? I fully respect everything you just said, but it still doesn’t an-
swer the question.

Mr. GENSLER. I guess I will just—speaking as one voting member
of the Council, I should hope that we do something similar to what
the ranking member said, that the Council staff be looking at in
each of these industry groups a small group. But I think it is the
clear intent of Congress that this is a small group that are truly
systemically relevant institutions.

Mr. CAPUANO. And I think that is obviously the right way to go,
but I am also—and my time is almost up—I am very concerned
about only looking, for the sake of discussion, at 50 groups, 50 enti-
ties to begin with, but missing those next 200 that might become
significant tomorrow or might merge the next day.

And if you haven’t looked at them going forward, then the
minute they become significant, you will have known nothing about
them. And I am hoping that there is a thoughtful process by hav-
ing an ongoing review of that.

Chairman NEUGEBAUER. I thank the ranking member.

Mr. Fitzpatrick?

Mr. FitzPATRICK. Thank you, Mr. Chairman.

Mr. Goldstein, in her testimony, Ms. Liang mentioned that it is
an important thing that the U.S. financial firms be coordinated
with international efforts to implement the Dodd-Frank Act and
that they are well-aligned with the efforts of the G-20, the Finan-
cial Stability Board and Basel.

This is, I believe, an important part of the duties of FSOC, and
I am curious why this was not mentioned in your testimony. I will
give you a chance to elaborate on that.

Mr. GOLDSTEIN. The omission from my testimony does not in any
way diminish the critical importance of the point you have just
made. I think that it is the responsibility of FSOC and the member
agencies to look at all of the relevant issues through an inter-
national lens.

And I think that looking at the work of the Council and its mem-
ber agencies is meant to ensure that outreach takes place on indi-
vidual issues and collectively and that it, in fact, is taking place.

It is incredibly important that we seek wherever possible inter-
national consistency, and I would be in full agreement with you on
that point, sir.

Mr. FITZPATRICK. So what type of coordination do you foresee?

Mr. GOLDSTEIN. I think that there is coordination that takes
place at multiple levels. Many of the members of the FSOC are
participants in the Financial Stability Board. Many of them are, of
course, part of the Basel process.

In addition to that, many of the members of the FSOC engage
with their European and other counterparts on issues related to de-
rivatives, which I am sure Mr. Gensler can speak to, on issues
across the spectrum. And so it is done at the individual agency
level, and it is also done at an FSOC level wherever appropriate.
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Mr. FITZPATRICK. Mr. Secretary, one key position on the Council
remains unfilled and that is a person with the insurance back-
ground and expertise. Can you indicate for the subcommittee when
this position will be filled?

Mr. GOLDSTEIN. I am not in a position to speak for the President
of the United States. This is a presidential nomination subject to
the confirmation of the Senate. It is my understanding that people
are hard at work on this issue.

I think we do have the benefit in the interim of Mr. Huff, who
is a State insurance member. And we also have named Michael
McRaith to head the Federal Insurance Office, who brings with
him extensive State insurance expertise. He is currently the Illinois
insurance commissioner.

Mr. FITZPATRICK. So you feel it is appropriate to go forward with
Section 113 designations without that permanent position being
filled at this point?

Mr. GOLDSTEIN. I think we have extensive insurance expertise in
Mr. Huff and Mr. McRaith, but I think, as I said earlier, we are
not at the point of making designations today. We are in a delib-
erative process and so I would not anticipate that designations will
be forthcoming in a very short time horizon.

Mr. FrrzrATRICK. If Mr. Huff wanted to bring on additional staff
and regulatory consultants, bring them on board tomorrow, would
you let him do that?

Mr. GOLDSTEIN. Mr. Huff has, like all FSOC members, the ability
to utilize fully his own agency. And that is true across all of the
FSOC members. In addition to that, he requested additional per-
sonal support to utilize people from outside of the public sector.

The FSOC discussed and has worked with Mr. Huff to be able
to make sure that those people who are outside of the public sector
are covered by appropriate confidentiality constraints. And that is
true of all FSOC members, meaning all FSOC members have the
ability to lean on their own staffs and utilize their own staffs, and
are subject to confidentiality constraints given the sensitive nature
of the work done by the FSOC.

We will continue to work with Mr. Huff. We are trying to balance
in our discussions at the FSOC the need that Mr. Huff has, but
also the critical confidentiality, given that the FSOC is exposed to
confidential supervisory information, confidential trade informa-
tion.

But I would also add that there should be no limitation, nor has
any limitation been imposed on Mr. Huff consulting without the
utilization of that confidential information.

Mr. FrrzpPATRICK. Is that a yes? Can he bring them on board?

Mr. GOLDSTEIN. We will continue to work with Mr. Huff to make
sure that he has appropriate support.

Mr. F1rzPATRICK. Thank you.

Chairman NEUGEBAUER. I thank the gentleman.

And now the ranking member of the full committee, Mr. Frank
from Massachusetts?

Mr. FRANK. Mr. Goldstein, I am going to continue that line. We
worked very hard in writing the bill to make sure that the insur-
ance industry was given representation. There is a delicate balance
there because it is State-regulated, but we are going to be making
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decisions that could affect them. Please err on the side of inclusion.
Let us not get too bureaucratic.

And Mr. Huff talked about State insurance commissioners. When
you say “public sector,” would that exclude State insurance com-
missioners? Are you talking—is that shorthand for the Federal
public sector? What about if he wanted to work with some State
insurance commissioners? Would they be covered?

Mr. GOLDSTEIN. What we have tried to do—

Mr. FRANK. Quick. No, State insurance commissioners, could he
deal with them? Would they be—because they are public sector
people whom I assume better be confidential or there is real trou-
ble with the State. Would there be a problem with him working
with them in this work?

Mr. GOLDSTEIN. I think what we would need to do is—

Mr. FRANK. You need to answer my question, Mr. Goldstein.

Mr. GOLDSTEIN. What I would like to do, sir, is to just try to bal-
ance the—

Mr. FRANK. No, Mr. Goldstein, I am sorry. You are not answering
the question. I don’t understand. Let us not have a lot of Federal,
State, “we will pursue this” kind of jealousies here.

We worked hard to balance a lot of concerns, including represen-
tation of the insurance industry. It is not your fault that the ap-
pointments haven’t been made yet, but you have to take that into
account.

Let me go on now. I was very disappointed that Mr. Bachus en-
gaged, I thought, in a kind of partial quotation. He quoted Mr.
Tarullo as saying, “There was a reasonable concern that desig-
nating a small number of non-bank affiliates would increase moral
hazard concerns.”

He forgot, I guess. He didn’t get that far, and he got interrupted.
In the next paragraph, Mr. Tarullo says, “Any moral hazard that
might be created by the designation process should be substantially
offset by the specially applicable supervisory and regulatory re-
quirements” to which I now turn.

In other words, yes, some people were afraid that being des-
ignated would be this badge to go out and collect money, but Mr.
Tarullo says in that same speech, he couldn’t have had to read that
much longer, “We will offset that because you are subject to re-
quirements.”

And the fact is, and I want to ask people, the judgment of those
who could be covered and could not be covered, who fall in that dis-
cretionary path, appears to be that the benefits of being covered
are far outweighed by the hindrance of being covered.

That is, they don’t see it as a moral hazard in the sense that this
would enhance their ability to attract counterparty funds. They
think it is a pump.

So let me ask you, the people here at the FSOC, without getting
into companies, although some have been mentioned, and the press
overwhelmingly reports that the companies are lobbying you not to
be included, meaning they do not see the benefit of being the bene-
ficiaries of moral hazard. They see the offsets that Mr. Tarullo
mentioned.

Would several members tell me, have you been lobbied by people
trying to be excluded from designation, Mr. Goldstein?
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Mr. GOLDSTEIN. Yes.

Mr. FRANK. Let me ask at the Fed and the FDIC, at the Fed,
have you been lobbied by people who don’t want to be included?

Ms. LIANG. Yes.

Mr. Frank. FDIC?

Mr. MURTON. Yes, we have.

Mr. FRANK. Comptroller?

Mr. LoNG. No, we haven’t.

Mr. FRANK. SEC?

Mr. Cook. Yes.

Mr. FRANK. Yes, what was that?

Mr. Cook. Yes.

Mr. FrRANK. Yes, okay. The Comptroller, of course, wouldn’t be
because you only do banks and so they don’t have the discretion.

So all those where there is discretion have been lobbied by people
who don’t want to be covered, suggesting that this supposed advan-
tage of being too-big-to-fail doesn’t exist in the eyes of those sup-
posed beneficiaries.

Let me ask you, have any of you been lobbied by people who
want to be covered?

Mr. GENSLER. No.

Mr. FRANK. Let us go down the list.

Mr. GOLDSTEIN. No.

Mr. LoNG. No.

Mr. HUFF. No.

Ms. LIANG. No.

Mr. FRANK. No, out loud, no, no.

Mr. LoNG. No.

Mr. Cook. No.

Mr. MURTON. No.

Mr. FRANK. All right. I think that pretty conclusively answered
this question. And in fact, we had this inaccurate characterization
that they are going to be too-big-to-fail and the taxpayers will be
forced to cover—absolutely untrue.

In the statute, it says yes, there are institutions that may be too-
big-to-fail and have that failure be ignored. There may be institu-
tions that are too-big-to-fail without negative consequences, al-
though, as Mr. Tarullo mentioned, as we all say in the war, there
are efforts here to do things that will keep that from happening.

But if they do, if they do fail, they go out of business so no insti-
tution survives. That is where Sarah Palin’s death panels show up
in our bill, not in the health bill. It is for large financial institu-
tions.

And secondly, any money that is used to pay some of the debts,
not all of the debts, has to be recouped from the large financial in-
stitutions that are covered by this. So let us lay this to rest.

And again, the financial institutions themselves have answered
the question, is there some benefit to being designated? Everyone
here has said they have been lobbied by people who don’t want to
be designated. And nobody has been lobbied by people who want
to be designated, so we ought to be able to put that one to rest.

Finally, on the competitive side, I repeat again, the British banks
were worried that they were going to be too tough. You were asked
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why you didn’t talk more about the competitive issues. Are the
competitive issues entering into your conversations?

Let me ask the Federal Reserve. Have you been concerned about
the competitive issues internationally?

Ms. LiaANG. We are working with our international counterparts
in trying to promote financial reform, moving roughly in the same
direction.

There are a few issues in Dodd-Frank that raise competitive
issues. We put those out in studies. We have noted those concerns
and asked for comments, and are considering those as we are—

Mr. FrRANK. Very appropriate.

Ms. LIANG. —following the statute.

Mr. FRANK. Thank you.

Thank you.

Chairman NEUGEBAUER. I thank you.

And now the gentleman from New Mexico, Mr. Pearce?

Mr. PEARCE. Thank you, Mr. Chairman.

Mr. Gensler, I am happy to see on page two that you are saying
that we need to ensure protections for the American public where
investors and savers can get return on their money. If you get that
part of the report out really quick, you have a lot of retirees out
there who are getting one-quarter of 1 percent.

I don’t know if that qualifies as a return on their investment, but
many of them have lost 25 percent, maybe 50 percent of their core
savings. And so if the government is going to insure these things,
I think the American people would really appreciate us getting to
it.

Mr. Goldstein, Mr. Gensler refers to AIG and then he refers, on
page two of his report that taxpayers should not be forced to stand
behind institutions and then there are a variety of institutions.
And you yourself mentioned something to that effect.

Now, when we look at insurance, and we look at failures of in-
surances, the first one that we have to think about is the Flood In-
surance Program.

And so I wonder if you all are going to—if you think it is proper
that the American public is being asked to stand behind the Flood
Insurance Program, and we are doing that, first of all, through tax-
payer dollars, but then, secondly, we are forcing the fees into
homes that were not previously required to have flood insurance,
many in New Mexico.

Our elevation starts at 4,000, basically 4,000 feet above sea level.
That is where New Mexico starts. We start pretty high in the at-
mosphere, and yet we are being required to pay for those. Is that
a proper thing, and is that something that you are going to look
at?

Mr. GOLDSTEIN. Sir, this is not an issue that I am well-versed
in, and I would be happy to come back to you and work with my
staff and—

Mr. PEARCE. But you would generally say you agree that tax-
payers or people who receive new fees which are indeed a tax
might not should have to stand behind programs that are in the
process of failing? Is that more or less correct?

Mr. GOLDSTEIN. I am not familiar with it, sir. I apologize.
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Mr. PEARCE. No, this is a generality, that taxpayers should or
should not stand behind? You were just saying that the taxpayers,
in the previous line of questioning, taxpayers are not going to be
required to pick up the tab. And is this, or should they or should
they not be?

Mr. GOLDSTEIN. I think that the context of the Dodd-Frank legis-
lation makes abundantly clear that taxpayers should not be at risk
for those—

Mr. PEARCE. So you are going to take a look at the Flood Insur-
ance Program, where taxpayers are having to bail out a program
that has failed, a program that is originating from the same gov-
ernment that is saying now it is going to stop all failures in the
future. I find that curious. But you are going to take a look at that?

Mr. GOLDSTEIN. Yes, sir.

Mr. PEARCE. Okay, I appreciate that.

You mentioned that every designation, in page five of your testi-
mony, that every designation is going to be firm-specific. When you
tell me that every designation is going to be firm-specific, that is
almost—that goal is rated to people and taxpayers who are trying
to ensure that they get a return on their investment would look at
that list of institutions and say, well, the Federal Government has
declared that they looked at this as firm-specific, and yet you are
not going to give any implicit guarantees.

I find myself believing that there are going to be beliefs in the
minds of people that are the same. In other words, GSEs never had
a guarantee. It was just sort of implicit. The government had, sort
of, taken a position on it.

And so, to find that you are firm-specific giving designations, and
then you are not going to stand behind it, which was, I think, the
context of the “No, no, no, noes,” I find that to be a curious posi-
tion.

Could you clarify that briefly? We have a lot of questions still be-
hind us, and—

Mr. GOLDSTEIN. I think the purpose of Dodd-Frank was to help
ensure that no large interconnected institution that could do dam-
age to the U.S. financial system would be outside of effective super-
vision, would be able to operate without appropriate prudential
standards, and would ensure that the large financial institutions
would—

Mr. PEARCE. Let me get to my last question. I am not, kind of,
hearing an answer there. But I would appreciate it.

The last question is that you yourself say that there are failures
of the regulatory system. And then Mr. Gensler also refers to the
financial system failing and the regulatory system failing.

So you have created this new agency. Are you in the process of
dismantling the systems that failed, or are we just going to con-
tinue to fund those? We are spending $3.5 trillion right now, and
we are bringing in $2.2 trillion, so we are deeply out of balance.
We need to find ways to save money in the government, ways that
don’t take money away from end users.

So this system failed, and it is being replaced by a new system.
Is the old system being dismantled and defunded?

Mr. GOLDSTEIN. I think what Dodd-Frank does is create—
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Mr. PEARCE. No, I am asking—you all have the jurisdiction. Are
you all dismantling the pieces that failed? You said they failed.
Just a yes or no would be—

Mr. GOLDSTEIN. We do not have jurisdiction to change inde-
pendent regulatory agencies, sir, if that is your question. And
maybe I have misunderstood.

Mr. PEARCE. So you all are not realigning the oversight, or some-
body is not realigning the oversight of the financial system? I think
they are, and I don’t think we are doing the legislation.

Thank you, Mr. Chairman.

Chairman NEUGEBAUER. I thank the gentleman.

And now the gentleman from Massachusetts, Mr. Lynch?

Mr. LyncH. Thank you, Mr. Chairman. I want to thank all the
witnesses for your attendance here.

Recently, after a long legal battle over an information request, a
FOIA request by Bloomberg financial company, Chairman
Bernanke was forced to disclose the details of his lending practices
during the peak of the crisis.

He fought very hard to keep that information secret from Con-
gress and from the public. As it turns out, at the peak of the bank-
ing crisis, 70 percent of the lenders who came to the discount win-
dow at that time and 70 percent of the loans—excuse me—were
foreign banks.

Many of them had very little business here in the United States,
but the top 6 institutions that requested loans, discount loans,
backed by the Federal Reserve, totaled $274 billion. They got loans
from the Fed for $274 billion. And they tried to keep that secret
from the American people.

Part of your responsibility under Title I will be to address issues
of U.S. competitiveness. Ms. Liang, since you are in the seat for the
Fed, is it not counterintuitive that we would be bailing out foreign
banks at a time when your responsibility is to make us more com-
petitive in a global financial market?

We are bailing out, with American taxpayer money, or backed by
the American taxpayer, we are bailing out foreign banks that we
compete with. Can you try to help me reconcile that action, where
we take $274 billion, give it to foreign banks, and like I said, many
of them with insignificant activity directly here in the United
States, yet we are bailing them out? Can you help me with that?

Ms. LIANG. Congressman, we have a statutory requirement that
branches and agencies of foreign banks have access to the discount
window under the same conditions as domestic banks.

These are loans. They are not gifts. They are fully collateralized.
They are subject to the same haircuts as domestic institutions
would receive.

Mr. LyNCH. I just want to point out, though, that the vast major-
ity here went—70 percent. So we are not talking about at the same
level of support for domestic banks. We are talking about 70 per-
cent of the loans going to—that is not equal. That is heavily favor-
ing foreign banks.

Ms. LIANG. I can only speak to—

Mr. LYNCH. And I am not sure that the statute requires us—they
may be eligible for support, but that is a discretionary function of
the Fed, whether to loan the Dexia Bank in Belgium $33 billion or
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to loan Depfa Bank in Ireland—I think theirs was $28 billion. I
might be wrong on that number, but it was considerable, and there
is $274 billion.

So what I am asking you is, you have a responsibility here, and
I just see some inconsistency, if you don’t mind, where we are sup-
posed to compete with folks, yet we are using U.S. taxpayer-backed
funding to bail them out. And it bothers me to no end, number one,
but, number two, I just don’t see the consistency in that policy.

Ms. LIANG. We provide—

Mr. LYNCH. And if anybody else would like to jump in and ex-
plain this, go right ahead, because maybe I am asking the wrong
person.

Ms. LIANG. We set the terms and standards to be the same. We
do not determine the volumes at which they might want to borrow.

Mr. LyNcH. I am sorry. I am having a hard time hearing you.

Ms. LIANG. We set the terms and standards. They are the same
as would be available to domestic institutions. We do not determine
the amount that they borrow.

The foreign entities play a pretty big role in the United States
in credit provision in the United States. For example, the firm
Dexia that you referred to is a main primary liquidity provider to
municipal, State, and local governments.

So I think the foreign institutions do play a large role in the pro-
vision of credit in this country. There would be many consider-
ations if Congress wanted to consider changing this law, in terms
of international cooperation and reciprocal treatment. I think those
are issues that could be discussed.

Mr. LYNCH. Okay, I believe my time has expired. Thank you, Mr.
Chairman.

Chairman NEUGEBAUER. I thank the gentleman.

And now the gentlewoman from New York, Ms. Hayworth?

Dr. HAYWORTH. Thank you, Mr. Chairman.

I want to return—a couple of our colleagues have talked about
the Financial Stability Board and our coordination of the regula-
tions that FSOC is now preparing.

And T am concerned, fundamentally, with the arbitraging of reg-
ulations, the outmigration of capital from United States’ markets.
And I think we are already seeing that. Certainly, one of my
friends who serves in the financial services industry, said that
Singapore, for example, had a growth in its domestic product of 14
percent last year.

I have the sense that there is an opportunity for our counter-
parts internationally to hang back on creating regulations in antici-
pation of what FSOC will be doing so that they can then promul-
gate their own sets of regulations that may be more conducive to
capital investment in their own country.

So how is FSOC monitoring that kind of potential development,
and what tools do you have at your disposal to address those con-
cerns, particularly if we in the Congress raise them on behalf of
our constituents, on behalf of the country? What is your plan for
dealing with that potentially significant problem?

Mr. GENSLER. I can speak less about FSOC as FSOC and more
about just one area in Dodd-Frank, and that is the derivatives reg-
ulations. I think each of our agencies has been working very closely
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with Asia and in Europe. We do it in turn. Sometimes, it is the
Secretary of the Treasury, and sometimes it is the head of the SEC
and the head of the Federal Reserve.

In my case, I have gone over to Europe on a repeated basis. Our
staff—we are actually sharing some of the internal work product
with them. It does look like Europe is going to be moving forward
as Japan has already moved forward on derivatives reform. Their
parliament is taking it up right now.

We also at the CFTC host between 15 and 20 countries coming
in on a periodic basis where we compare and try to coordinate and
harmonize. We are different cultures and different political sys-
tems. There will be differences. And, Congresswoman, you are ab-
solutely right, there will be probably a little bit of a race to the bot-
tom.

But I am optimistic, particularly in terms of the coordination be-
tween Europe and here, Canada and here, Japan and here, but
there are some countries that will do just what you said.

Dr. HAYWORTH. Yes, sir. And I appreciate that.

By keeping in close touch with them, obviously, you are also let-
ting them know what we are doing, so anybody who did want to
compete with us in that way would have the keys to the kingdom,
in a sense. But you are confident that we will be able to adapt
should we detect a competitive disadvantage, if you will?

Mr. GENSLER. We at the CFTC are certainly taking it into con-
sideration in each of our rules, then have deliberations, and then
sharing that across—even when I meet with the Secretary of the
Treasury, it is usually one of the topics in our regular meetings is
this international aspect.

Dr. HAYWORTH. Yes, sir?

Go ahead, please.

Mr. GOLDSTEIN. I was just going to emphasize that there are
multiple fora, including the G-20, including the Financial Stability
Board, including Basel. And as the Secretary has stated on re-
peated occasions, a primary objective needs to be the setting of an
international level playing field.

And so we agree with the concern that you have articulated and
are trying to ensure through those fora and other mechanisms to
address the important concern.

Dr. HAYWORTH. Yes, sir.

Please?

Mr. HUFF. If I could just build on that, speaking from the insur-
ance side, because the United States is 40 percent of the worldwide
insurance market, the NAIC, the insurance commissioners, are
very active at the International Association of Insurance Super-
visors. And we are working within that committee’s structure to
build the metrics for designation.

I would just add, because we have different insurance commis-
sioners working on that and we have staff that overlap, this issue
on involving insurance commissioners in FSOC does make that co-
ordination more difficult because we need to be able to commu-
nicate with one another as we work to harmonize those inter-
national with domestic.

Dr. HAYWORTH. Clearly, that is an important concern.
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So we can then assure, and you are assuring our financial mar-
ket participants, our financial institutions, that they can be con-
fident in continuing to prepare to invest capital resources in the
United States because we will not allow other nations to compete
successfully with us in the regulatory climate. Is that fair to say?

Mr. GOLDSTEIN. I think, as Mr. Gensler said, it is impossible to
assure that there will not be some people that will try to arbitrage
the system. I think what we need to do is to make sure that
through global fora, we ensure and push aggressively for a level
playing field. And I think that should be our objective.

I would say, however, that having a strong U.S. financial system
is itself a competitive advantage. I think that what we need to do
and one of the benefits of Dodd-Frank is it helps us accomplish
that. The unique role of the financial system is built on its sta-
bility, and I think that should be a primary objective as well.

Chairman NEUGEBAUER. I thank the gentlewoman.

And now the gentleman from North Carolina, Mr. Miller?

Mr. MiLLER OF NORTH CAROLINA. Thank you, Mr. Chairman.
Sometimes the rule of law raises difficult issues in democracies.
Elections should have consequences, but they should never have
the consequence of either being prosecuted because your party lost
an election or being excused from prosecution because your party
won an election, that the criminal law should be neutral. It should
not be subject to political considerations.

But the movie “Inside Job” repeated a criticism that a great
many people have had with respect to the financial crisis and what
followed it, that a couple 3,000 people went to jail as a result of
the savings and loan crisis, and no one had gone to jail as a result
of this crisis.

And I don’t think the criticism was that an angry public was de-
manding that people be rounded up and put in jail, that we have
mob rule, but that the ordinary prosecutorial judgments were, in
fact, being interfered with where there would be prosecutions oth-
erwise.

I don’t want to urge prosecutions, but I do want to inquire about
whether there are criminal investigations at least going on.

There is now pending, I think, in New York, but there is now
pending litigation, Ambac v. Chase, that actually has to do with
conduct by Bear before they were acquired by Chase, that seems
clearly to give rise—these are admitted.

These are allegations, but they are allegations in an admitted
complaint that does seem to include information contained in dis-
covery, documents produced in discovery, that Bear bought mort-
gages from originators, immediately securitized the mortgages, sold
the securities. Some of those mortgages went into default almost
immediately, 30 days, 60 days, 90 days.

And what Bear did was instead of requiring the originator to buy
those back, settled for attached compensation, kept the money,
even though they had no beneficial interest at that point in the
mortgages, they had sold them to the investors, did not pass along
the money to the mortgage investors, and in fact did not tell the
investors.
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That appears to give rise to—it certainly sounds criminal. Other
allegations were that Bear would turn over to a third party due
process examiner mortgages.

They would sample the pool, 1 in 10, and then the mortgages
that investigator, that due process firm said did not meet the re-
quirements of the representations and warranties of the pooling
and servicing agreements, Bear would remove those from those
pools, from that pool, but then put them in another pool where they
would be subject to a 1-in-10 chance of being reviewed.

Again, that sounds pretty likely to be criminal, if those allega-
tions are true.

Mr. Cook, the SEC is one of the agencies of government that has
investigatory powers in this area. I think the concerns have been
not—well, perhaps to some extent that potential defendants had
great political and economic power, but also there was a judgment
that criminal prosecutions or even civil litigation might undermine
the health, the return to health of some of those institutions. Are
those allegations being pursued by the SEC, and if not, why not?

Mr. CoOK. As you probably know, the SEC does not have crimi-
nal prosecutorial authority. I know you are asking really about civil
authority and—

Mr. MILLER OF NORTH CAROLINA. But you refer matters for pros-
ecution when your investigation shows possible—

Mr. COooK. It can be referred by the SEC to prosecutors. The in-
vestigations enforcement proceedings that you are talking about
would be handled by our Division of Enforcement. And I am not fa-
miliar with the details of their investigations. I believe that their
investigations are ongoing.

I would be happy to arrange for further updates to you, or a
briefing for you on some background. I am sorry—

Mr. MILLER OF NORTH CAROLINA. Okay.

Mr. COOK. —it is just not my division.

Mr. MILLER OF NORTH CAROLINA. Okay.

And, Mr. Long, the OCC obviously has investigative powers here
as well. Almost all of these institutions are regulated or are subject
to the OCC. Is the OCC pursuing any of these investigations, in-
vestigating any of these allegations?

Mr. LONG. As part of our exam process and as part of our look
back on incidences that we see, we certainly will embark on inves-
tigations and open criminal referrals and subpoena documents. We
do that on a regular basis.

Mr. MILLER OF NORTH CAROLINA. Well, do—

Mr. LONG. I would, on this specific—

Mr. MILLER OF NORTH CAROLINA. —but do you know anything
about this—

Mr. LONG. No, no, I don’t.

Mr. MILLER OF NORTH CAROLINA. Okay.

All right, my time has expired, Mr. Chairman.

Chairman NEUGEBAUER. The gentleman from Florida, Mr. Posey?

Mr. PoseEY. Thank you, Mr. Chairman.

I don’t want to be piling on, but I want to echo the comments
of you and the ranking member here about the rulemaking process.
It is my understanding that in the rulemaking on systemic rel-
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evance, the FSOC was not specific. And I think that lack of speci-
ficity makes it all the less transparent, as was pointed out.

Can you tell me how that is going to get corrected?

Mr. GOLDSTEIN. As I indicated, I think we have had 50 com-
ments on the ANPR, another approximately 35 comments on the
NPR, and we are trying to bring forward a rule that is highly in-
formed by those comments, and we would share your view that
greater clarity would be highly beneficial in the final rule text. And
we will do our very best to help accomplish that objective, informed
by the comments that we receive.

Mr. Posey. Will it contain the metrics that you will use to ana-
lyze financial firms or how it intends to weigh the various criteria
Dodd-Frank requires for FSOC to consider?

Mr. GOLDSTEIN. The work on that is still very much a work in
progress, and so I can’t answer specifically what it will include or
will not include.

The basic framework that we have been talking about will, how-
ever, I think, continue to help inform the approach, meaning the
two buckets that I alluded to earlier.

One bucket of issues that affect the firm’s impact on the system
and that includes its interconnections. It includes its size. It in-
cludes its uniqueness, if you will, or lack of substitutes.

It will include as well reference to the impact that a firm is likely
to have if it fails. Those—excuse me—in addition to the impact, it
will include a bucket that talks about the vulnerability of that firm.

Mr. PoseEy. Okay, so you are not going to cut and paste the fac-
tors spelled out in Dodd-Frank. You are going to go into more de-
tail. Is that correct?

Mr. GOLDSTEIN. As I said, sir, this is a work in progress and I
can’t speak to specifics of the final rule. That is work that is cur-
rently being undertaken, but I can assure you that the comments
that have been received will be taken very seriously, and we will
do our very best to be responsive to those comments.

Mr. PosEY. I assume that you are going to take the message back
that the chairman and the ranking member are probably going to
have you back here, and it may even get ugly next time if the pic-
ture is not clearly received.

Is that correct, Mr. Chairman?

Chairman NEUGEBAUER. Would the gentleman yield?

Mr. POSEY. Yes.

Chairman NEUGEBAUER. I think one of the things that is becom-
ing clear in this hearing is that, and this is I think what we were
talking about throughout the implementation of Dodd-Frank, is
what we are hearing is that these rules are being put out with very
little information, very difficult to respond to or to give comment
to because they are really not sure what they are commenting to.

The other thing that we are hearing from the people is that there
is no across the spectrum of analysis of what jointly all of these
rules, the implications that they are going to have on competitive-
ness, on safety and soundness and on compliance where we have,
and I think the question is going to come up here shortly, that we
have some conflicting rules.

And so, I think it is absurd that we are going to issue a rule as
important as this, and we do not have specifics of what criteria are
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going to be used until after you have already decided that, and you
are already deciding it without everybody at the table.

And so Mr. Goldstein, I hope that when you go back to the Sec-
retary, I think the message is that I think a review of this process
is in order.

And with that, I apologize and yield back.

Mr. PoSEY. Yes, thank you. Just to put it one more way, I think
everyone is troubled that FSOC appears to be ignoring the question
of what precise criteria that it is going to use in its designations
of whether a company is systemically relevant.

I think that you would have to agree that it would be a good idea
for FSOC to get out to the public some kind of additional informa-
tion about the rule proposal metrics.

And rather than keeping that information vague and uncertain,
which is what we have heard today and which is what there was
before, it should be clear what standards are going to be used to
make that kind of determination and allow an opportunity for the
interested persons to comment before any final version of the rule
is issued.

Is there any question about what I just said? Did anybody here
not understand what I said? Is it pretty clear to everybody?

Thank you very much. Thank you.

Mr. GENSLER. It is clear here, and as one member of the FSOC,
I would hope that we would put the transcript of this hearing in
our comment file at the FSOC because I think this is very impor-
tant.

Chairman NEUGEBAUER. Absolutely. I think you can expect more
than just a comment.

Mr. GENSLER. No, no. I understand that. I am listening pretty
closely.

Mr. GOLDSTEIN. We fully appreciate—

Chairman NEUGEBAUER. Now, the gentleman from Minnesota,
Mr. Ellison?

Mr. ELLISON. Thank you, Mr. Chairman. I appreciate you having
this hearing.

Just a few questions, and my first question is this. We are in the
middle of a huge budgetary debate here in Congress, have been
since the beginning of the year, and certainly will be for the fore-
seeable future.

How does this budgetary fight impact your ability to collectively
provide the financial oversight that was envisioned in Dodd-Frank?
For example, if there are massive cuts to the CFTC or any one of
your agencies, can you do the job that we are asking you to do?

Mr. GENSLER. No. The CFTC is a small agency, about 675 people.
I think we are a very good investment for the American public. But
we have just been asked, along with the SEC, to take on a market,
the swaps market, that is 7 times the size of what we currently
regulate.

It is interconnected to the entire real economy. It is very impor-
tant to the real economy, so the real economy can lock in prices,
hedge the risk in a transparent and competitive marketplace. I look
forward to working with Congress on securing the necessary re-
sources.

Mr. ELLISON. Mr. Cook?



37

Mr. CooK. I would just echo the comments with respect to the
SEC. The amount of work that the SEC has as a result of Dodd-
Frank is quite significant and extensive. There is the rule-writing
phase and then there is the implementation phase, and I think we
need to think about both of those in terms of the adequate re-
sources.

We recognize the very difficult situation we are in, in terms of
the budget, but I think at some point a decision will have to be
made about what is doable and not doable in terms of imple-
menting those parts of Dodd-Frank.

Mr. ELLISON. So we have charged you with financial oversight
and systemic risk, but we are not going to give you the tools you
need to do it, or we might not?

Let me ask my next question. In the aftermath of all of the merg-
ers and acquisitions that we have seen over the course of the last
24 months, and you all know exactly what I am talking about,
right? We have seen a more concentrated, it seems to me more sys-
temically interconnected and perhaps vulnerable system.

Do you agree with that? If you do, have you given any thought
in your work to really scale down and also increase the number of
financial firms so that we are not so—we don’t have so many eggs
in one basket?

Mr. GOLDSTEIN. I think that is a very important point. And in
fact, it is addressed in Dodd-Frank through the updating of the
concentration limits. Before Dodd-Frank, concentration limits were
based upon deposit market share.

In Dodd-Frank, that was updated to have a more broad view of
liabilities. And one of the studies that FSOC did was to assess the
impact of this concentration limit which limits any one institution
to 10 percent of aggregate liabilities and cannot grow beyond that
by acquisition.

That study found that in the fullness of time, that concentration
limit will, in fact, make the system stronger, deeper, wider and
help eliminate moral hazard and other problems. And we think
that is a very important part of the legislation.

Mr. ELLISON. Anybody else on this concentration problem?

Mr. GENSLER. Yes, I would just maybe add, I do think it is a per-
verse outcome of a crisis, and a crisis that the system failed, that
it is more highly concentrated. One of the things Congress said was
that the swaps marketplace, the derivatives marketplace get the
benefit of risk reduction in something called “central clearing,”
which helps to address some of the interconnectedness—not all of
it, but some of it.

And so that is why I think it is very important that we move for-
ward. We thoughtfully consider comment. We are not going to rush
this by the date of July. We will consider the comments, but try
to finalize our rules on clearinghouses and other parts of the swaps
marketplace.

Mr. ELLISON. So I have a yellow light and I have one more ques-
tion. The Office of Financial Research is part of what is going to
help you do your job. How are you staffing that? And where are we
at in terms of the appointment of a Director? Can you just give us
a status update?
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Mr. GOLDSTEIN. The appointment of the Director has not taken
place as yet, and that is a decision by the President. But we have
not let the absence of a director inhibit our continued aggressive
push on the three core mandates of the Office of Financial Re-
search, the standardization agenda.

And some important work that is taking place, by way of exam-
ple, in partnership with the CFTC and the SEC on one standard-
ization project by way of example on so-called “legal entity identi-
fiers.”

There is important work that is taking place on the second man-
date, which is the development of collection and data dissemina-
tion, importantly being guided by an FSOC group on data to help
ensure that work is not duplicative, but rather is coordinated
across FSOC members.

And in addition to that, there is the development of an already
early implementation of an important part of the research and
analysis agenda of the Office of Financial Research.

Mr. ELLISON. I have a red light, so let me thank all of you for
being here and wish you the best in protecting our financial sys-
tem.

Chairman NEUGEBAUER. I thank the gentleman.

And we have been joined by a member of the full committee, one
of the more ranking members and Mr. Royce, from California, for
5 minutes.

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

I would like to direct my question to Mr. Goldstein. Just going
over the concerns that economists had, and certainly a vigorous op-
position that was put up to both the labeling of firms as system-
ically important, given the market distortions that would surely fol-
low, and the resolution mechanism that could be used should they
begin to fail.

Given the concerns over moral hazard and all the rest of it that
we had here in the United States, let me ask you from Treasury’s
standpoint, this is a purely domestic resolution authority. So it is
going to apply only within the United States.

Any type of cross-border resolution authority would require ei-
ther agreement among the various governments involved or some
form of synchronization of the relative parts of the commercial
Bankruptcy Codes and procedures. This would have to be worked
out to be uniform. Let me just ask you if Treasury is engaged in
such conversations.

Mr. GOLDSTEIN. I think Treasury is engaged in those conversa-
tions, but I also think that other members of the panel, including
the Federal Reserve Board and the FDIC, have been engaged in
discussions to help ensure that the Orderly Liquidation Authority
is robust, not only domestically but internationally.

But I would agree with you, sir, that work needs to be done in
order to help ensure that this is an international process.

Mr. RoyCE. And I follow the conversations about the conversa-
tions, but I don’t think that work is going to get done.

Simon Johnson is the former chief economist at the IMF. And as
he says—and I am just going to quote him: “For more than a dec-
ade the IMF has been advising that the euro zone adopt some sort
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of cross-border resolution mechanism, but European and other gov-
ernments do not want to take this kind of step.”

And as he says, “rightly or wrongly, they do not credibly commit
to how they would handle large-scale financial failure, preferring
instead to rely on various kinds of ad hoc and spontaneous meas-
ures.” That is the reality of where Europe is on this.

And in closing, I understand that you are testifying today, the
witnesses, to the belief that this designation and the resolution au-
thority is going to help long term with mitigating systemic risk. I
simply disagree.

I think the economists who have raised their concerns in terms
of the moral hazard of doing this are correct. And beyond this fact,
the greater worry I have here is that it is likely unworkable.

It will cause significant market distortions. That is readily ap-
parent to all economists and even to many of you who might sup-
port what was done here. It is going to cause market distortions.

Increased measures to control risk such as higher capital re-
quirements are constantly undermined anyway and avoided by the
regulated entities. There is a precedent for this, and I see no rea-
son why that isn’t going to continue.

You are doing this in an environment in which you are not get-
ting buy-in by the regulatory authorities overseas. I just don’t see
that happening. And being stamped too-big-to-fail is unprece-
dented, but on top of that, it is irreversible once you stamp an in-
stitution that way.

These firms have benefited from being caught in the govern-
ment’s safety net throughout the financial crisis. They are surely
going to benefit now from this explicit backstop in the future. It is
going to be a lower cost of capital for them.

And I would simply like to caution you to tread carefully here.
The broader this line is drawn, the more institutions labeled sys-
temically important, the larger the safety net will grow under our
financial sector and the harder it will be to reverse.

And the one thing I would hope we would learn from the past
is the cost of that safety net continuing to expand in this way and
the moral hazard that goes with it.

Thank you, Mr. Chairman.

Chairman NEUGEBAUER. I thank the chairman.

And I now recognize the ranking member of the subcommittee.

Mr. CApPUANO. Thank you, Mr. Chairman.

Mr. Chairman, before I forget, I would like to ask unanimous
consent to put a recent speech by Governor Dan Tarullo into the
record.

Chairman NEUGEBAUER. Without objection, it is so ordered.

Mr. CApUANO. Mr. Chairman, I guess everybody here except me
knows what Europe is going to do. I am not even sure what Amer-
ica is going to do. That is what the purpose of this hearing was
about, to try to figure out what you guys are doing behind those
closed doors, maybe actually open up one or two of those doors.

Does anybody here know what Europe is going to do, or any por-
tion of Europe? Does anybody here know what Asia is going to do?
I don’t see any hands raising, so I assume you are as much in the
guessing game as we all are.
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But all I can say is that what I did see Europe do when this cri-
sis first unfolded was first go down one direction, and then in a
matter of weeks, withdraw from that direction and follow the same
direction the United States took. Now, whether that was right or
wrong, I don’t know. But that is what happened.

So I guess I do want to be clear, market distortion, that is what
I want. And I want it because the market technically “undistorted”
ruined or came close to ruining the world economy, which is the
whole purpose of the Dodd-Frank bill, to limit the ability of 1 or
2 or 10 or 100 firms to destroy the world economy again.

Now, if you want to call that a market distortion, so be it. I don’t.
I call it thoughtful, intelligent regulation, which is where we hope
that you will go.

But in order to get back to what I thought was the purpose of
this hearing, which is to kind of figure out what you are doing as
opposed to relitigating what we have already done and having
those debates again, which we will have if we are forced to have.
I don’t find them very useful.

I do think it is important, to the best of our ability, which is why
I go back to what I said in my opening statement, that I see this
as a living situation. Europe will take action at some point. Asia
will take action at some point. And when they do, there certainly
will be a need to coordinate.

My hope, and I would like to hear it verbally, is that you are
aware of that, and not necessarily will follow them or take their
lead, but at least consider whatever they do, as I hope they will
consider whatever we do, so that there will be a reduced as much
as possible difference of opinion.

Nobody is looking to overregulate American companies and non-
American companies, but at least an idea to intentionally know
what we are doing. Is there anybody here who disagrees with that
as we move forward?

Mr. GENSLER. I agree. It is what we are doing at the CFTC on
derivatives regulation. It is what I do as a member of the FSOC.

Mr. GOLDSTEIN. I, too, fully agree with that, and we are trying
both individually and collectively to be in communication with and,
hopefully, advance the level playing field.

Mr. Hurr. I also agree, and on insurance, it is imperative that
Wekremain very active internationally and domestically for systemic
risk.

Ms. LIANG. I agree on all fronts.

Mr. CooK. I would echo that. And to that, I think that there are
two dynamics there. One is the ongoing close dialogue with the
other regulators to maintain information sharing. And the other
part is as we roll out our rules, to make sure we are being very
thoughtful and careful about what we are doing.

And as you say, it is not a one-shot thing. We need to think
about how the framework will evolve over time and maybe ap-
proach it with a sense of what should we do first and what should
we do second and what should we do third, a phasing mentality.

Mr. MURTON. We agree also. And we have been working on many
fronts, particularly on cross-border resolution issues. We have been
working with other jurisdictions quite a bit on that.

Mr. LoNG. I agree with everything that was said.
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Mr. CapuaNoO. Thank you, Mr. Long. And since the yellow light
is on, I want to add my voice, too, to the exhortation and sugges-
tion that the insurance industry be more fully included in this.

The Federal Government has never regulated insurance compa-
nies. I am a proponent of an optional Federal charter for insurance
companies. So I think that is the way it is going to head whether
we do it tomorrow or next year or 10 years from now. It is going
to get there.

So I think that the insurance industry should be heard, but I will
be clear. It is not just the insurance industry. We have never regu-
lated the hedge fund industry. We have never regulated the mutual
fund industry, all of which may or may not be included.

So all of those industries that none of you have ever overseen
should be heard, which is why I go back to my original point. When
you have come up with these regulations, give them all an oppor-
tunity to be heard again as to specifically how that might impact
industries that you have never regulated. And I wouldn’t expect
you to be experts in those areas—some day, but not yet.

With that, I yield back the time I don’t have.

[laughter]

Chairman NEUGEBAUER. I thank the ranking member.

I want to go back to another statutory requirement in FSOC, and
I will read—just paraphrase it here—facilitate coordination among
member agencies regarding policy development and rulemakings.
Recently, the CFTC and the SEC issued rules on Swap Execution
Facilities (SEFs).

And the CFTC proposed that requests for quotes be sent to at
least five SEFs. The SEC required one request for a quote. Is that
the kind of coordination policy that meets the spirit of Dodd-Frank?

Mr. Cook?

Mr. Cook. Thank you, Mr. Chairman. I think when one looks at
the SEF rule and at all the other rules, ultimately they have been
the outcome of a lot of consultation and discussion across the two
agencies. We have had some joint roundtables together. There is
lots of active dialogue.

Now, there are some differences in some of the rules. And I think
we only proposed them at this stage, and we need to go back and
consider the comments that we have gotten.

There may be some differences that are borne out by differences
in products or differences in the trading characteristics of the mar-
ket. I think most would agree that those are legitimate differences
and important differences to maintain.

There may be other differences in our rules that reflect a dif-
ferent understanding of the facts of the markets or a different un-
derstanding, a different approach to the policy.

And I think on those, as we move forward with the adoption
stage, we need to be in very close coordination and make sure we
understand what is the nature of those differences and try to bring
them as close together as possible.

Chairman NEUGEBAUER. Here is the question, and I am going to
let Mr. Gensler respond, but you are both working on the same
issue. If we are to facilitate coordination of the member agencies,
why, before those rules are put out, would you all not not coordi-
nate and come up with a consistent regulation?
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I think, again, this is a part of the credibility of this and so it,
from my perspective, doesn’t sound like that FSOC is meeting the
spirit of some of the statutory duties here if we are not doing that.

We have other examples. We have the FDIC with an overdraft
policy. I don’t know what the OCC’s policy is going to be on that,
but it looks like to me there ought to be some dialogue going on
so that we are all seeing it from the same book.

Because these kinds of things have implications on our financial
markets. And the consequences aren’t just to these entities, but are
ultimately to the financial markets as a whole.

So Mr. Gensler, do you want to respond to that?

Mr. GENSLER. Yes. I think that, in fact, we have at the CFTC
done just what you have said. We have had nearly 600 meetings
with fellow regulators. We shared, starting last September, all of
our internal drafts, term sheets and so forth on the specific rules
that you are referring to, it is mostly with the SEC but the Federal
Reserve has been a terrific partner, as well as the FDIC and the
OCC on many of our rules.

And on the specific rule, there are some differences in the under-
lying statute and trading patterns in the futures markets and the
securities markets. We have jurisdiction, for instance, on interest
rate swaps that have different characteristics than some of the eq-
uity or credit default swaps that the SEC will have.

Again, as Mr. Cook says, it is just a proposal. But they were very
aware, and we were very aware of the swap execution facility rule,
we won’t get much credit for it in this hearing, well over 90 percent
of it is the same and very similar language and tack.

But you were right. There is this difference on requests for
quotes. And we have a lot of comments on it, probably hundreds
of comments on it. And we are going to take that into consideration
as we go towards considering final rules this summer and fall.

Chairman NEUGEBAUER. So the question is, who is in charge of
the FSOC?

Mr. GOLDSTEIN. The Secretary of the Treasury is the Chairman
of the FSOC. And the FSOC has some very specific statutory over-
sight on rulemaking, so for example, coordination of the Volcker
Rule, implementation and coordination of risk retention.

In addition, the FSOC has been a very important body for discus-
sions of this sort for collaboration and coordination. Ultimately, the
decision on something like this is the SEC and the CFTC. But I
think that the FSOC can and will play an important role in being
a forum to help achieve consistency, which I think all of us would
share, is an important objective.

Chairman NEUGEBAUER. And I would agree with you on that.
But I think what we need here is some leadership from that posi-
tion, in that it is—obviously we are not necessarily accomplishing
the goal here.

And 1 think if otherwise we sold that we were going to—that
Dodd-Frank would bring some consolidation to the regulatory proc-
ess and not bring additional confusion and another layer there.
And if that coordination is going to be an integral part of that, and
it is not happening, then we failed here.

So I think another message we want to send back is that these
kinds of differences hopefully would be worked out before we get
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out with these regulations rather than after where then we con-
fuse—if market certainty is one of the roles of government and
transparency and integrity, but certainty is another piece of it.

We have to bring more certainty than we are bringing, and what
we have heard in this hearing today is we may be not be helping
the certainty piece of it much.

With that, I go back to the gentleman from Massachusetts.

Mr. LyNcH. Thank you, Mr. Chairman. We have all, obviously,
handed you an awful lot of responsibility. And much of it, as Mr.
Capuano has noted, may be new areas of regulation.

I know that you are required to meet under Dodd-Frank, I think,
quarterly. And I understand that at least in the formation stage,
your staffs are meeting every couple of weeks. Is that right?

What about resources? I know there is a sense that the chairman
has pointed out a lack of coordination, but I was just curious about
resources and whether you think that the current formation, the
way this is working, is sustainable.

Mr. GOLDSTEIN. I think you are correct that the principals have
met more often than the quarterly mandate in the statute. Depu-
ties meet on a biweekly basis to help set the agenda and drive—

Mr. LYNCH. I don’t want to burn my question. This is a small
question. So resource-wise, do you think it is adequate right now?

Mr. GOLDSTEIN. We think we have adequate resources and we
benefit not only from direct hires, which we will continue to make,
but we also have DTLEs from member agencies that help make
sure that the FSOC staff is informed and has the expertise from
across—

Mr. LyNcH. Okay. That is great. Thank you. Thank you, Mr.
Goldstein.

I am also concerned about the designation of financially signifi-
cant or risk-based institutions. And you have a bunch of criteria
that you could apply. You have large industries, like the mutual
fund industry that are incredibly large when you look at their size,
but when you look at the history here, they haven’t really been a
part of the problem here.

And I just wonder how that balances out, because it seems like
they are, frankly, they have provided the ability for a lot of work-
ing folks, a lot of middle-class folks to accumulate wealth. They
haven’t been a source of the erratic behavior or the danger that we
have seen in the economy over this past crisis.

Yet, they are under the gun, so to speak, where they might be,
because of their size, included within your scrutiny or heavier scru-
tiny than was previously the case. How do you balance out those
factors with respect to mutual funds?

Mr. GOLDSTEIN. The statute makes very clear that there is a dis-
tinguished—there needs to be distinguished on balance sheet as-
sets and managed assets.

Mr. LyncH. Okay.

Mr. GOLDSTEIN. And I think that there is an awareness of that
important distinction—

Mr. LYNCH. Right.

Mr. GOLDSTEIN. —as we think through the designation process.

Mr. LYNCH. They are managing other people’s money. They are
not investing their own, right?
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Mr. GOLDSTEIN. Correct, sir.

Mr. LyNcH. Okay. And lastly, I would like to say that given the
fact that we did bail out a fair number of foreign banks with U.S.
resources, Fed resources, I am always hearing this threat that we
are afraid we are going to lose business to Europe if we pass cer-
tain regulatory guidelines or restrictions.

And I am just—look, we could put our foot down, so to speak,
and use the strength of the U.S. market to say, look, we are not
going to assist in an emergency capacity or a nonemergency capac-
ity a foreign bank, if they are engaging in reckless practices, things
that are outside Dodd-Frank, outside of Basel III, those type of
practices that might make them more attractive to some institu-
tions.

But, there have to be some consequences to those banks oper-
ating in a fashion that we don’t agree with. And I think that we
could certainly close down the discount window to those banks and
institutions that we feel are not compliant with Dodd-Frank.

And I would like to get your sense, Mr. Goldstein, on that, and
anybody else who would like to jump in.

Ms. Liang?

Ms. LIANG. I think the issue of access to the discount window is
an issue that the Congress could consider. There would be a num-
ber of considerations, to consider, again, international cooperation,
reciprocal agreements, etc.

I think we are all in favor of trying to promote a level playing
field for U.S. institutions, recognizing the potential for regulatory
arbitrage, moving not just activities from the U.S. banking system
or the regulated sector into foreign regulated sectors, but outside
the regulated sector entirely. So I think those are all considerations
we need to consider, I think.

Mr. LyNcH. All right, thank you.

Mr. Chairman, I see my time has expired. I yield back.

Chairman NEUGEBAUER. I thank the gentleman.

The gentleman from Pennsylvania, Mr. Fitzpatrick?

Mr. FitzPATRICK. Thank you, Mr. Chairman.

Our Nation is facing a spending-driven debt crisis. The national
debt is now over $14 trillion. Forty-two cents of every dollar the
Federal Government spends in 2011 will be borrowed.

Admiral Mike Mullen, who, of course, is Chairman of the Joint
Chiefs of Staff, has identified the greatest threat to our national se-
curity, not a military threat or a terrorist threat, but our national
debt.

And Erskine Bowles, who is one of the President’s leaders on the
National Commission on Fiscal Responsibility and Reform, has lik-
ened the national debt to a cancer. He said that it will truly de-
stroy our Nation from within.

Given the fact that it is the job of FSOC to identify emerging
threats, I would ask Mr. Goldstein, what work has FSOC done to
address the debt crisis?

Mr. GOLDSTEIN. The FSOC addresses a wide variety of issues.
The FSOC has not taken up this specific issue in its deliberations,
but I would assure you, sir, that, as the President articulated yes-
terday, the important fiscal consolidation, the importance of ad-
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dressing the debt load of this country, is paramount in the view of
this Administration.

And I think that the $4 trillion number that was articulated in
his speech yesterday and the path to greater fiscal sustainability
is one that has the highest priority of this Administration, sir.

Mr. FrrzpATRICK. Has the issue of the national debt ever come
up in any of the deliberations of the Council? And if not, why not?

Mr. GENSLER. It has. Yes.

Mr. FITZPATRICK. I am sorry?

Mr. GENSLER. I just said it has.

Mr. FITZPATRICK. In what context was that?

Mr. GENSLER. Oh, we are asked by Congress, I don’t remember
the section, but to do an annual report with regard to risks in the
financial system and risk in the financial markets. And I have cer-
tainly directed staff, and I know that others have, in the consulta-
tion on systemic risk and then in consultations on that report, that
is included in the discussions around that report.

Mr. MURTON. I would just note that Chairman Bair feels this is
an important issue. I would refer you to an op-ed piece that she
put in The Washington Post on how the rising deficit is a concern
for the financial system. So we do feel that this is something that
is important, and as we prepare the annual report, we would want
that to be considered.

Ms. LiaNG. I would that add the Federal Reserve Board thinks
that it is important to address structural fiscal imbalances.

However, we do not think we can know how any future crisis will
manifest. And so our objective in the FSOC and in the Systemic
Risk Committee is to identify a number of potential risks, of which
this is one we have assessed.

Mr. FitzrPATRICK. Mr. Huff, do you have the resources to address
this issue in the context of the Council?

Mr. HUFF. The resources to bring insurance commissioners to the
Council? Yes.

Mr. F1tzPATRICK. Correct.

Mr. HUFF. State regulators are ready to help.

Mr. FITZPATRICK. Do you have permission from the Council, the
other members of the Council to bring them to bear?

Mr. HUFF. No, sir.

Mr. FITZPATRICK. Are you waiting for that authority?

Mr. HUFF. Yes.

Mr. FrTzpPATRICK. I yield back.

Chairman NEUGEBAUER. As a follow up to that, what does it take
for you to get permission?

Mr. HuFF. I will defer to Mr. Goldstein.

Chairman NEUGEBAUER. Yes, Mr. Goldstein, what does it take
for Mr. Huff to be able to bring additional resources to the table?

Mr. GOLDSTEIN. I would like to be clear. The only limitation that
the FSOC discusses as it relates to supporting Mr. Huff is the con-
fidentiality of the Council’s work.

He has not been, nor would we ever want to limit his capacity
to utilize his office in the State of Missouri, nor have we limited,
nor would we want to limit his ability to consult on this important
issue.
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The only constraint that we have put is that the member agen-
cies of the FSOC have expressed concern about having too wide a
group that is under the confidentiality umbrella outside of—

Chairman NEUGEBAUER. I heard that answer before. I guess the
question is, if they sign confidentiality agreements, can Mr. Huff
bring additional resources to the table?

Mr. GOLDSTEIN. We would be happy to work with Mr. Huff to
make sure that he is appropriately staffed.

Chairman NEUGEBAUER. Yes. Is there any objection by any of the
other members here?

I know, Mr. Long, you said on the, I guess the chief’s Council,
or whatever it is called, would you object to Mr. Huff bringing addi-
tional resources?

Mr. LoNG. Here is the issue that we have. And, clearly, we fully
support that they need to have positions that are authorized under
Dodd-Frank, and he needs some help.

The discussion that FSOC deputies have had is that Mr. Huff
and some of the other agencies or non-voting entities are going to
need to draw from trade associations. And, those are non-govern-
ment, non-State entities. They are trade associations.

So there is a concern, from the OCC standpoint, that if everybody
needs to bring on five or six or seven non-government, trade asso-
ciation-related people and rotate them through, the numbers get
big. And we do have some concerns about the confidentiality of dis-
cussions of documents.

So clearly, the signing of MOUs is important, and we need to get
that executed. But I think everybody is of the same mind to get Mr.
Huff the help he needs. But there is an issue here with a lot of peo-
ple around the table.

Chairman NEUGEBAUER. Why don’t we see if we can get it re-
solved? That would be helpful.

All right, back to the gentlewoman from New York.

Dr. HAYWORTH. Thank you, Mr. Chairman.

In listening, and thank you for your patience today and for all
of the thoughtful answers that you have all provided, in listening,
there is a sense that there is this regulatory world.

You kind of live on this Cartesian plane of ideals, if you will, and
then, of course, there is the real world. And when we talk about
deficit and debt, we need an economy that can actually support a
great leap into greater prosperity.

I had the opportunity, earlier this week, to speak with some men
and women who are substantially involved in the health of our fi-
nancial industry. And they expressed great frustration with a fairly
specific piece, a large one of Dodd-Frank, if you will, Section 716,
and it is regarding derivatives trading and the regulation thereof.

And their contention is that to endeavor to layer essentially a re-
tail regulatory structure on, at least as they frame it, a retail regu-
latory structure onto institutional derivatives trading will substan-
tially limit their capacity for flexibility, for opportunity to do their
job ever better, if you will, and could actually increase risk because
they can’t hedge as effectively.

And the sense that I also had, in fairness to all of you, and I
don’t doubt your dedication at all, was that they hadn’t been heard.
They had been trying to break through.
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You are obviously all talking with each other quite a bit, not nec-
essarily with the happiest results sometimes, but that the real
world guys have had trouble breaking through into this process to
say, hey, we need some action on this now.

And we were talking about arbitrage and capital earlier, regu-
latory arbitrage. This seems to be one example of that risk.

hW‘}?lat can we do to facilitate a more productive interaction about
that?

Mr. GENSLER. Can I just say, the financial system failed Amer-
ica. There are 7 million people still out of work because the system
failed. And yes, the regulatory system failed, too. We have had
hundreds of meetings. We post them on the Web site. But I ask,
what large Wall Street firm hasn’t gotten a meeting with us?

They are putting their thousands of comments in. They are get-
ting the meetings. We are soliciting meetings with them. We are
going to change the final rules. But this system has to work for
America and that means the transparency, the openness, the com-
petitiveness that the Congress intended to come in Dodd-Frank.

So I think that is what we all take from the intent of what you
all passed.

Dr. HAYWORTH. I think part of—in fairness to all of you on the
regulatory side, part of the distress, if you will, had to do with the
fact that, during the process of promulgating Dodd-Frank, they
didn’t feel that they were breaking through. I realize I can’t lay
that at your feet. That is at the legislators’ feet, if you will, in the
composition of Dodd-Frank.

But, nonetheless, this is one of the examples. This is happening
in real-time and real opportunity is being lost in an economy that
desperately needs to be as productive as possible. There is this sta-
sis, as we all know, going on, as people await the dropping of the
next shoe, if you will.

So can we offer them something today in this hearing to reassure
them?

Mr. GENSLER. I personally will attend any meeting you want in
your district with any of the banks, the end users. I mean—

Dr. HAYWORTH. Okay.

Mr. GENSLER. —the input is very needed and helpful to our proc-
ess. But I really raise the question of anybody that hasn’t been able
to break through. This CFTC process, I am very proud, is pretty
darn open.

Mr. GOLDSTEIN. We all have transparency policies, and I think
what will be revealed is the range and depth of conversations that
have been had across multiple stakeholders.

And so I would say that I think there is more than ample oppor-
tunity for people to be heard. And if you have any suggestions as
to who would like to be heard who has not had an opportunity, I
for one would be more than happy to be responsive to that.

Dr. HAYWORTH. I appreciate that. And perhaps we can arrange
a meeting. I think that might be very productive and helpful.

Mr. GENSLER. I look forward to it.

Dr. HAYWORTH. Great. Thank you.

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

Chairman NEUGEBAUER. I thank the gentlewoman. Before we
conclude here, does the ranking member have any closing things?
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Mr. CApUANO. Good job.

Chairman NEUGEBAUER. I want to thank all of you for being
here. It has been a very healthy discussion.

I do want to mention one thing. Mr. Goldstein, on March the
15th, Chairman Bachus and I sent a letter to your boss and asked
you for information used for the application and comments sub-
mitted on the financial stability, the FSOC, regarding the study
that was prepared under the Volcker Rule. We would like to—and
we haven’t received a response on that, so in your little tickler file,
if you would, maybe?

I think what we have had is a very healthy discussion here
today. The purpose of the Oversight and Investigations Sub-
committee is to oversee the implementation of regulation.

And, one of the things that I think we said from the very begin-
ning of this hearing is this is a very important piece of Dodd-
Frank. It is how it is implemented and, more importantly, how it
is carried is extremely important.

So I would say that this probably is not the last hearing that we
are going to have on this. And when you hear Mr. Frank and oth-
ers say that more transparency is important, the ranking member
is saying it.

This is not a partisan issue. I think we are looking for some lead-
ership from the Secretary in this area on the transparency. And I
think the coordination is an extremely important piece of that and
particularly in this rulemaking is actually having substantial
things to comment on, like, what are the rules going to be?

I think, when you talk to me about rulemaking, you say, well,
what do you think about the rule? And we already had an oppor-
tunity to speak on what we thought about the legislation. What we
want to have is an opportunity now to speak about the interpreta-
tion of that legislation, which is a rule and certainly has to be more
specific than just regurgitating what is in the legislation.

So I hope that the next time you have a little team meeting, you
will say, did you hear what I heard when we went before Congress?

And with that, I remind members that the record will remain
open for 30 days for members to submit additional questions to the
witnesses and to place their responses in the record.

We are adjourned.

[Whereupon, at 12:35 p.m., the hearing was adjourned.]
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Opening Statement
Chairman Randy Neugebauer
Oversight & Investigations Subcommittee

“Oversight of the Financial Stability Oversight Council”
April 14,2011

Proponents and opponents of the Dodd-Frank Act can all agree that its passage was
a transformative event for the financial markets of the United States. The
centerpiece of the Dodd-Frank Act was the creation of the Financial Stability
Oversight Council, which is tasked with identifying emerging threats to the financial
stability of the United States and coordinating regulatory actions to address them.

Given its recent creation and the immensity of its mandate we are having this
important hearing to get a better understanding of FSOC’s roles and responsibilities,
the impacts of its decisions on the global competitiveness of our capital market, and
whether there is sufficient leadership by the Chairman of the Council to carry out its
broad mandate.

While 1 am fully aware that the Council is still in its organizational phase, there are
already emerging trouble areas that merit attention by this Subcommittee and the
United State Congress. [ am deeply concerned that if the problems identified in this
hearing are not addressed early on, this entity could have a severe negative impact
on the functionality and competitiveness of our businesses and markets.

The Council publicly states on its website that it is “committed to conducting its
business in an open and transparent manner.” Yet, documents reviewed by my staff
clearly demonstrate that the Council has kept hidden from public view the criteria
for formulating “systemically important” designations. Given the potential impact of
these standards on the general economy, it is imperative the Council maintain its
promise to operate in a transparent manner and allow the public to provide
meaningful comments on the true criteria for SIFI designations.

The Council has a statutory duty to facilitate coordination among member agencies
regarding policy development and rulemaking. The importance of this coordinating
role is underscored by the Dodd-Frank Act’s extensive interagency rulemaking
requirements. Yet, since the enactment of Dodd-Frank, there appears to be serious
deficiencies in rulemaking coordination -most notably between the CFTC and SEC.
Without strong leadership from the Chairman of the Council, regulatory overlap and
duplication may add another layer of compliance costs that will undoubtedly harm
the growth of the U.S. economy.

The Council is also required to monitor international financial regulatory
developments and “advise Congress and make recommendations in these areas that
will enhance the competitiveness of the U.S. financial markets.” Yet, FSOC’s initial
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recommendations under the Dodd-Frank Act - the Volcker Rule and Concentration
Limits - place U.S. firms at a competitive disadvantage to its global counterparts.

And finally, FSOC’s rule to designate certain nonbank financial firms as “systemically
important” is proceeding without any representative at the federal level who truly
understands the business of insurance. On top of that, Director John Huff, who is the
only insurance expert (non-voting) currently participating on the Council has
publicly declared his frustration with his ability to “meaningfully participate” and
“provide the regulatory perspective of the insurance sector in these critical
discussions.” Mr. Huff has even offered additional NAIC staff to support the work of
FSOC at no additional cost to the U.S. taxpayers. Unfortunately, his complaints and
generous offer have been ignored by the Chairman of the Council.

I look forward to hearing from our witnesses today and [ hope that through this
hearing we send an important message regarding the need for strong leadership by
the Chairman of the Financial Stability Oversight Council.

H#Hit#
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Testimony on the Financial Stability Oversight Council
Robert Cook, Director, Division of Trading and Markets
on behalf of Mary L. Schapiro, Chairman
U.S. Securities and Exchange Commission
Before the
United States House of Representatives Committee on Financial Services
Subcommittee on Oversight and Investigations
Thursday, April 14, 2011
Thank you for the opportunity to testify on behalf of the Chairman of the Securities and
Exchange Commission' regarding the Financial Stability Oversight Council (“FSOC™ or the
“Council”). FSOC was created by Title I of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (“Dodd-Frank Act™) and has 10 voting members: the senior officials at each of
the nine federal financial regulators® and an independent member with insurance expertise
appointed by the President. FSOC’s composition also includes five nonvoting advisory

members: three from various state financial regulators® as well as the Directors of the new

Federal Insurance Office and Office of Financial Research (“OF R”).4

' The views expressed in this testimony are those of the Chairman of the Securities and Exchange Commission, a
member of FSOC, and do not necessarily represent the views of the full Commission.

* The senior officials are the Secretary of the Treasury (Chairperson); Chairman of the Board of Governors of the
Federal Reserve; Comptroller of the Currency: Director of the Consumer Financial Protection Bureau; Chairman of
the Securities and Exchange Commission; Chairperson of the Federal Deposit Insurance Corporation; Chairperson
of the Cornmodities Futures Trading Commission; Director of the Federal Housing Finance Agency: and Chairman
of the National Credit Union Administration. See Dodd-Frank Act § 111(b)}(1).

* The state financial regulators are a state insurance commissioner designated by the state insurance commissioners;
a state banking supervisor designated by the state banking regulators; and a state securities commissioner designated

by the state securities commissioners. See Dodd-Frank Act § 111(b)2).

* See Dodd-Frank Act § 111(b}2).
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Under the Dodd-Frank Act, Congress has given FSOC the following primary
responsibilities:

o identifying risks to the financial stability of the United States that could arise from
the material financial distress or failure — or ongoing activities — of large,
interconnected bank holding companies or nonbank financial holding companies,
or that could arise outside the financial services marketplace;

e promoting market discipline by eliminating expectations on the part of
shareholders, creditors, and counterparties of such companies that the government
will shield them from losses in the event of failure (i.e., addressing the moral
hazard problem of “too big to fail™); and

o identifying and responding to emerging threats to the stability of the United States
financial system.’

In fulfilling its responsibilities, FSOC is charged with identifying and designating certain
nonbank financial companies as systemically important financial institutions (“SIFIs”) for
heightened prudential supervision by the Board of Governors of the Federal Reserve System
(“Federal Reserve Board™).® In addition, FSOC may make recommendations to the Federal
Reserve Board concerning the establishment and refinement of heightened prudential standards
for firms designated under the SIFI process and large, interconnected bank holding companies
already supervised by the Federal Reserve Board.” Such recommendations may address, among

other things, risk-based capital, leverage, liquidity, contingent capital. resolution plans and credit

* See Dodd-Frank Act § 112(a)(1).
© See Dodd-Frank Act §§ 112(a)(2)(H) and 113.

7 See Dodd-Frank Act § 112(a)}(2)(1).
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exposure reports, concentration limits, enhanced public disclosures and overall risk
management.8 In addition, FSOC must identify and designate financial market utilities
(“FMUs”) and payment, clearing, and settlement activities that are, or are likely to become,
systemically important.®

The recent financial crisis demonstrated the potential for risks to quickly spread across
the financial sector and undermine general confidence in the financial system. To address issues
of “siloed” information and the potential for regulatory arbitrage, another key responsibility of
FSOC is to monitor the financial markets and regulatory framework to identify gaps, weaknesses
and risks and make recommendations to address those issues to its member agencies and to
Congress.'" In addition, by combining the information resources of its member agencies and
working with the OFR, FSOC is responsible for facilitating the collection and sharing of

information about risks across the financial system,'!

FSOC Activities Update

Since passage of the Dodd-Frank Act, FSOC has taken steps to create an organizational
structure, coordinate interagency efforts, and build the foundation for meeting its statutory
responsibilities. In the weeks leading up to the inaugural October 1, 2010 meeting of the
principals of the FSOC agencies, staff from the Treasury Department coordinated interagency
staff work to establish by-laws and develop a transparency policy. During that period, FSOC

also formed several interagency committees to address specific statutory requirements.

® See id
® See Dodd-Frank Act §§ 112(a)(2)(J) and 804(a).
1 See Dodd-Frank Act § 112(a}(2XC)~(G).

" See Dodd-Frank Act § 112(a}(2)A)-(B).

(957
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Designation of Systemically Important Financial Institutions

To begin defining and implementing the process to identify and designate SIFIs for
heightened supervision by the Federal Reserve Board, FSOC established a SIFI designations
committee and several staff subcommittees to tackle specific tasks.

On October 6, 2010, FSOC issued an advanced notice of proposed rulemaking soliciting
public comment on the specific criteria and analytical framework for the SIFI designation
process, with a focus on how to apply the statutory considerations for such designations. FSOC
received over 50 comment letters from trade associations, financial firms, individuals, and
others. These comment letters included views on the designation process itself, as well as
suggestions on the specific criteria and metrics to be used and the frameworks for their
application.

On January 26, 2011, FSOC issued a notice of proposed rulemaking regarding the SIFI
designation process. The proposed rule describes the criteria that will inform ~ and the processes
and procedures established under the Dodd-Frank Act for — designations by FSOC. Such criteria
would be rooted in the eleven (11) statutory considerations set forth in the Dodd-Frank Act for
such designations, and would include, among other considerations, a firm’s size, leverage,
liquidity risk, maturity mismatch, and interconnectedness with other financial firms. The
proposed rule also implements certain other provisions of the designation process, including: (1)
the anti-evasion authority of FSOC: (2) procedures for notice of, and the opportunity for a
hearing on, a proposed determination; and (3) procedures regarding consultation, coordination,

and judicial review in connection with a determination.
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Designation of Systemically Important Financial Market Utilities

FMUs are essential to the proper functioning of the nation’s financial markets.'> These
utilities form critical links among marketplaces and intermediaries that can strengthen the
financial system by reducing counterparty credit risk among market participants, creating
significant efficiencies in trading activities, and promoting transparency in financial markets.
However, FMUs by their nature create and concentrate new risks that could affect the stability of
the broader financial system. To address these risks, Title VI of the Dodd-Frank Act provides
important new enhancements to the regulation and supervision of FMUs designated as
systemically important by FSOC (“DFMUs”) and of payment, clearance and settlement
activities. This enhanced authority in Title VII should provide consistency, promote robust risk
management and safety and soundness, reduce systemic risks, and support the stability of the
broader financial syste:m.‘3 Importantly, the enhanced authority in Title VIII is designed to be in
addition to the authority and requirements of the Securities Exchange Act and Commodity
Exchange Act that may apply to FMUs and financial institutions that conduct designated
activities."

FSOC established an interagency DFMU committee to develop a framework for the
designation of systemically important FMUs, in which staff from the SEC has actively
participated. On December 21, 2010, FSOC published an advanced notice of proposed
rulemaking seeking public comment on the designation process for FMUs. In response, FSOC

received 12 comment letters from industry groups, advocacy and public interest groups.

' Section 803(6) of the Dodd-Frank Act defines a financial market utility as “any person that manages or
operates a multilateral system for the purpose of transferring, clearing, or settling payments, securities, or
other financial transactions among financial institutions or between financial institutions and the person.”
B See Dodd-Frank Act § 802.

" See Dodd-Frank Act § 805.
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individual FMUs and financial institutions. Among other things, commenters generally
encouraged the development of metrics and an analytical framework to further define the
statutory considerations for designation contained in Title VIII, and also emphasized the need for
FSOC to apply consistent standards for all FMUs under consideration for designation that
incorporate both qualitative and quantitative factors.

On March 28, 2011, FSOC published a notice of proposed rulemaking to provide further
information on the process it proposed to follow when reviewing the systemic importance of
FMUs. FSOC is considering using a two-stage process for evaluating FMUs prior to a vote on a
proposed designation by the Council. The first stage would consist of a largely data-driven
process to identify a preliminary set of FMUs whose failure or disruption could potentially
threaten the stability of the U.S. financial system. In the second stage, FMUs so identified would
be subject to a more in-depth review, with a greater focus on qualitative factors and FMU- and
market-specific considerations. Under the proposal, the Council expects to use the statutory
considerations as a base for assessing the systemic importance of FMUs." Application of this
framework, however, would be adapted for the risks presented by a particular type of FMU and

business model.

Systemic Risk Assessment

In addition to initiating work on the identification of SIFIs and DFMUs, FSOC has

established a Systemic Risk Committee that seeks to identify, highlight and review possible risks

"% Section 804(a)(2) of the Dodd Frank Act provides that these considerations are: (1) the aggregate monetary value
of transactions processed by the FMU or carried out through the PCS activity; (2) the aggregate exposure of the
FMU or a financial institution engaged in PCS activities to its counterparties; (3) the relationship, interdependencies,
or other interactions of the FMU or PCS activity with other FMUs or PCS activities; (4) the effect that the failure of
or a disruption to the FMU or PCS activity would have on critical markets, financial institutions, or the broader
financial system; and (5) any other factors that FSOC deems appropriate.
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that could develop across the financial system. The Dodd-Frank Act also requires FSOC to
report annually to Congress regarding these 1i sks,'® and we expect the work of this committee

will inform that report.

Other Activities

In addition to seeking to identify possible risks in the financial system, FSOC was
required under Section 619(b) of the Dodd Frank Act to study and make recommendations on
implementing the Act’s restrictions on proprietary trading, commonly referred to as the
“Volcker rule,” to achieve certain goals enumerated in the statute, including:

s to promote and enhance the safety and soundness of banking entities;

* protect taxpayers and consumers; and

s enhance financial stability by minimizing the risk that insured depository
institutions and their affiliates will engage in unsafe and unsound activities.

On October 6, 2010, FSOC published a notice and request for information. In response,
it received more than 8,000 comment letters, including approximately 1,450 letters that set forth
individual perspectives from market participants, Congress, and the public.

On January 18, 2011, FSOC released its study and recommendations on implementation
of the Volcker rule. The study recommends the creation of rules and a supervisory framework
that effectively prohibit proprietary trading activities throughout “banking entities” - as defined
by the Dodd-Frank Act — and appropriately distinguish prohibited proprietary trading from
statutorily described permitted activities. The recommended supervisory framework consists of

a programmatic compliance regime, metrics, supervisory review and oversight, and enforcement

' See Dodd-Frank Act § 112(2)(2)(N).
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procedures for violations for the respective regulatory agencies conducting supervisory review
and oversight. In addition, the study identified potential challenges in delineating prohibited
proprietary trading activities from permitted activities, including potential difficulties in
determining whether a position was taken in anticipation of near term customer demand or for
speculative purposes.

The study also recognizes that effective oversight by the agencies will require specialized
skills and be resource intensive. For example, the study notes agencies will need additional
resources to develop appropriate data points, build infrastructure to obtain and review
information, and hire and train additional staff with quantitative and market expertise to identity

and investigate outliers and questionable trading activity.

Next Steps

While FSOC has made substantial progress in taking up its new responsibilities, its
efforts are ongoing, and much remains to be done. Some of the most challenging issues
regarding the potential designation of systemically important financial institutions and FMUs lie
ahead, and public input both generally on this process — and specifically with respect to the
notices of proposed rulemaking — will be critically important. In addition, as Dodd-Frank
implementation proceeds, the coordination of the FSOC agencies will continue to be a vital
consideration. We look forward to continuing to work closely with Congress as implementation

continues, and I am happy to answer any questions you may have.
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Good afternoon Chairman Neugebauer, Ranking Member Capuano and members of the
Subcommittee. I thank you for inviting me to today’s hearing on the Financial Services

Oversight Council (FSOC). 1 am pleased to testify alongside my fellow regulators.

Before I begin, I’d like to thank the hardworking staff of the CFTC for their continued
efforts to implement the Dodd-Frank Wall Street Reform and Consumer Protection Act and to

support the mission of the FSOC.

The Financial Stability Oversight Council

In 2008, the financial system failed, and the regulatory system failed. As aresult, a lot of

Americans are still suffering. The crisis left them with an uncertain future. Many now own

homes that are worth less than their mortgages. Many are still seeking employment.
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As one response to that crisis, the Dodd-Frank Act established the FSOC to ensure
protections for the American public. The Council is an opportunity for regulators — now and in
the future — to ensure that the financial system works better for all Americans. The financial
system should be a place where investors and savers can get a return on their money. It should
provide transparent and efficient markets where borrowers and people with good ideas and

business plans can raise needed capital.

The financial system also should allow people who want to hedge their risk to do so
without concentrating risk in the hands of only a few financial firms. One of the challenges for
the Council and for the American public is that like so many other industries, the financial
industry has gotten very concentrated around a small number of very large firms. Asitis
unlikely that we could ever ensure that no financial institution will fail — because surely, some
will in the future — we must do our utmost to ensure that when those challenges arise, the
taxpayers are not forced to stand behind those institutions and that these institutions are free to

fail.

There are important decisions that the Council will make, such as determinations about
systemically important nonbank financial companies and systemically important financial market
utilities and clearinghouses, resolving disputes between agencies and completing important
studies as dictated by the Dodd-Frank Act. Though these specific decisions are important, to me
it is essential that the Council make sure that the American public doesn’t bear the risk of the
financial system and that the system works for the American public, for investors, for small

businesses, for retirees and for homeowners.



62

The Council’s eight current voting members have coordinated closely. Treasury’s
leadership has been invaluable. To support the FSOC, the CFTC is providing both data and
expertise relating to a variety of systemic risks, how those risks can spread through the financial
system and the economy and potential ways to mitigate those risks. We also have had the
opportunity to coordinate with Treasury and the Council on each of the studies and proposed

rules issued by the FSOC.

I will spend my time this morning discussing a number of matters that have been on the
FSOC’s agenda. In particular, I will focus on the FSOC’s work thus far on its authority to
designate financial market utilities, including clearinghouses, as systemically important and on
the Volcker Rule, as the CFTC has additional responsibilities in those areas. 1 also will touch on

the FSOC’s concentration limits study and supervision of certain nonbank financial companies.

Clearinghouses

Comprehensive and robust regulatory oversight of clearinghouses is essential to our
country’s financial stability. This is particularly important since, under the Dodd-Frank Act,

standardized swaps between financial entities must be brought to clearinghouses.

The CFTC has overseen clearinghouses for decades. Title VII of the Dodd-Frank Act
provides for enhanced oversight of these clearinghouses. In close consultation with our fellow

domestic and international regulators, and particularly with the Federal Reserve and the SEC, the
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CFTC proposed rulemakings on risk management for clearinghouses. These rulemakings take
account of relevant international standards, particularly those developed by the Committee on

Payment and Settlement Systems and the International Organization of Securities Commissions.

Title VIII of the Dodd-Frank Act gives the FSOC important roles in clearinghouse
oversight by authorizing the Council to designate certain clearinghouses as systemically
important. Title VIIT also permits the Federal Reserve to join in the examination of such

clearinghouses and to recommend heightened prudential standards in certain circumstances.

The FSOC’s notice of proposed rulemaking on designating systemically important
financial market utilities complements the CFTC’s rulemaking efforts. Public input will be
valuable in determining how the Council should apply statutory criteria to determine which

clearinghouses qualify for designation as systemically important.

Volcker Rule Study

Section 619 of the Dodd-Frank Act provides that, other than certain permitted activities,
“a banking entity shall not engage in proprictary trading, including trading in futures, options on
futures and swaps.” The CFTC is directed to adopt rules to carry out this requirement with

respect to any entity “for which the CFTC is the primary financial regulatory agency.”

As part of the Volcker rule’s coordinated rulemaking requirement, CFTC staff has been

meeting at least twice a week with other agencies, including the FDIC, Federal Reserve, Office
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of the Comptroller of the Currency, SEC and Treasury Department. The goal of these meetings
is to ensure, to the extent possible, that our rules on section 619 are comparable and provide for

consistent application.

The FSOC’s Study & Recommendations on Prohibitions on Proprietary Trading &
Certain Relationships with Hedge Funds & Private Equity Funds, also known as the Volcker
Rule study, provides thoughtful recommendations to carry out Congress’s intent to separate
proprietary trading from otherwise permitted activities of banking entities. The study also
provides a basis upon which each of our agencies can move forward with the required rule-

writing to carry out Congress’s mandate.

In particular, the study covers financial instruments both in the cash market and in the
derivatives and swaps markets. This is significant, as any risk that a banking entity could take on
in the cash markets also could be expressed through swaps and derivatives. The inclusion of
both prevents regulatory arbitrage. In addition, the study indicates that the books of banking
entities, including swap dealers, would not be precluded from the definition of a trading account
regardless of whether those accounts held illiquid financial instruments, such as swaps, and

regardless of whether those positions are short-term or long-term.

Supervision of Certain Nonbank Financial Companies and Concentration Limits

Title I of the Dodd-Frank Act authorizes the FSOC to determine whether certain

activities of nonbank financial companies could pose a threat to the financial stability of the
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United States. Those companies would be supervised by the Federal Reserve and subject to
specific prudential standards. The FSOC’s proposed rulemaking on Authority to Require
Supervision of Certain Nonbank Financial Companies lays out a set of designation criteria that
the Council would use to determine whether nonbank financial companies are systemically
significant. Effective regulation of systemically important nonbank financial entities is essential
to preventing the next AIG from threatening the financial system. Ilook forward to seeing the
staff’s summary of the comments received in response to the Council’s proposed rulemaking and
considering the public’s recommendations before moving forward to any final rulemaking in this

area.

The Dodd-Frank Act also includes a provision that no financial company be permitted to
grow through either merger or acquisition if the resulting companies” consolidated liabilities
would exceed 10 percent of all the aggregate consolidated liabilities of all financial companies.
The FSOC’s Study & Recommendations Regarding Concentration Limits on Large Financial
Companies is an important step in implementing Congress’s direction. These limits are designed
to promote financial stability by preventing the liabilities of the financial sector from becoming
too concentrated in any given financial entity. The 2008 financial crisis demonstrated the

potential repercussions to the American public of concentration within our financial sector.

Annual FSOC Report to Congress

Under section 112 of the Dodd-Frank Act, the FSOC is to report annually to Congress.

Staff of the CFTC, including people from our Chief Economist’s office, Division of Market
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Oversight, and Division of Clearing and Intermediary Oversight, have been contributing to that
effort. I believe this annual report can serve as an important means for the Council to
communicate to Congress on the stability of the financial system and make recommendations to

enhance the U.S. financial markets and protect the public.

Coordination with FSOC Member Agencies

The CFTC is consulting heavily with the member agencies of the FSOC to implement the
Dodd-Frank Act. We are working very closely with the SEC, Federal Reserve, FDIC, OCC and
other prudential regulators, which includes sharing many of our memos, term sheets and draft
work product. We also are working closely with the Treasury Department and the new Office of
Financial Research. As of Friday, CFTC staff has had 598 meetings with other regulators on
implementation of the Act. This close coordination has benefited the rulemaking process and
will strengthen the markets. The CFTC will consider final rules only after we have the

opportunity to consult with our fellow regulators.

Conclusion

Thank you for the opportunity to testify. I'd be happy to take questions.
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Mr. Chairman, Ranking Member Capuano, and members of the Subcommittee, thank you for
inviting me to testify today.

In July 2010, Congress passed, and the President signed into law, the Dodd-Frank Wall Street
Reform and Consumer Protection Act (the “Dodd-Frank Act™). A central piece of this
legislation was the creation of the Financial Stability Oversight Council (the “Council™), which
cotrected a core deficiency in our country’s financial regulatory structure by making a single
organization accountable for monitoring and addressing risks to financial stability.

After passage of the Dodd-Frank Act, Secretary Geithner asked me to act as his deputy on the
Council. In that capacity, I chair the Council’s Deputies Committee as well as its Systemic Risk
Committee and am working with my Council colleagues to build and execute the mandate of this
new organization.

The Council’s statutory mandate is to identify risks to financial stability, respond to any
emerging threats in the system, and promote market discipline. The Council also has specific
responsibilities to implement several key features of the Dodd-Frank Act. In particular, the
Council has the authority to designate nonbank financial companies for consolidated supervision
by the Board of Governors of the Federal Reserve System, and to designate financial market
utilities for heightened standards. It also is required to report annually to Congress on risks to
financial stability and to conduct several key studies, including studies on implementation of the
Dodd-Frank Act’s Volcker Rule and the Dodd-Frank Act’s limits on the concentration of large
financial companies. As Chair of the Council, the Secretary of the Treasury has additional
statutory responsibilities, including coordination of rulemakings on credit risk retention and the
Volcker Rule.

These responsibilities are substantial, but the Council has made significant progress in the short
time since the Dodd-Frank Act was signed into law. Since enactment, the Council has: (1) built
its basic organizational framework; (2) laid the groundwork for the designation of nonbank
financial companies and financial market utilities; (3) initiated monitoring for potential risks to
U.S. financial stability; (4) carried out the explicit statutory requirements of the Council,
including the completion of several studies; and (5) served as a forum for discussion and
coordination among the agencies implementing Dodd-Frank.

Council structure and operations

We have built a structure for the Council that is designed to promote accountability and action.
Every two weeks, a Deputies Committee comprised of senior officials from each of the member
agencies meets to set the Council’s agenda, and to direct the work of the Council’s Systemic
Risk Committee and five functional committees. The functional committees are organized
around the Council’s ongoing statutory responsibilities: designations of nonbank financial
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companies, designations of financial market utilities, heightened prudential standards, orderly
liquidation and resolution plans, and data.

The Council’s principals have met four times in the organization’s first eight months,
significantly more often than the statutorily required quarterly meetings. This pace has been
driven by the substantive agenda outlined in the Dodd-Frank Act, and by the consideration of
emerging issues affecting the financial system and the economy.

In addition to establishing an institutional framework, including adopting rules of operation and a
budget, the first eight months of the Council’s work has focused on completing statutorily
required studies and beginning a transparent, rules-based process for designations of nonbank
financial companies and financial market utilities.

At each meeting to date, the Council has held a public session. This exemplifies a commitment
to conduct its work in as open and transparent a manner as practicable given the confidential
supervisory and sensitive information that is at the heart of the Council’s work. The Council
also has released proposed rules to implement its Freedom of Information Act regulations, which
represent a straightforward approach to implementing the requirements of the law.

Designations

Two of the Council’s most important tools are its ability to designate nonbank financial
companies for consolidated supervision and financial market utilities for heightened standards.
The Council is engaging in two parallel rulemakings to establish a process and define criteria for
these designations that are robust and transparent.

For the first time, Dodd-Frank calls for consolidated supervision of and heightened prudential
standards for the largest, most interconnected nonbank financial companies. Prior to the crisis, a
large financial firm could escape consolidated supervision based on its corporate form. Through
the designation authority, the Council will help ensure that large, interconnected financial
companies, whose material financial distress could pose a threat to U.S, financial stability, will
not be permitted to avoid adequate supervision and prudential standards.

The Council also has the ongoing authority to designate financial market utilities for heightened
standards. Financial market utilities are a critical part of the nation’s financial infrastructure,
facilitating clearing, settlements, and payments for domestic and foreign financial institutions.
These elemenits of the financial infrastructure are highly interconnected and thus, if an important
market utility fails to perform as expected or fails to manage risk appropriately, it could pose
significant risk to the financial system as a whole. The Council’s work will help ensure these
entities do not jeopardize the broader financial system.

While the statute carefully outlines the considerations and process requirements for making these
designations, the Council is conducting rulemakings to ensure transparency and to obtain input
from all interested parties.

For its nonbank designations work, the Council issued an Advanced Notice of Proposed Rule or
“ANPR” in October 2010 and a Notice of Proposed Rulemaking or “NPRM” in January 2011
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providing guidance on the statutorily mandated criteria and defining the procedures that the
Council will follow in considering the designation of nonbank financial companies. For
designations of financial market utilities, public comments from last November’s ANPR
informed an NPRM released in March, The comment period for that NPRM is 60 days and
remains open. The Council’s member agencies continue to work in close collaboration, having
received significant input from market participants, non-profits, academics, and members of the
public to develop an analytical framework for designations that will provide a consistent
approach and will incorporate the need for both quantitative and qualitative judgments.

The Council’s commitment to a robust designations process goes beyond transparency during the
rulemaking process. Every designation decision will be firm-specific and is subject to judicial
review. Moreover, even before the Council votes on a proposed designation, a company under
consideration will have the opportunity to submit written materials to the Council on whether, in
the company’s view, it meets the standard for designation. Only after Council members have
reviewed that information will they vote on a proposed designation, which requires the support
of two-thirds of the Council (including the affirmative vote of the Chair) and, if challenged, is
subject to review through a formal hearing process and a two-thirds final vote. Upon the final
vote, the Council must then submit a report to Congress detailing its final decision.

The Dodd-Frank Act requires Council members to evaluate a statutorily mandated set of
qualitative and quantitative factors when designating a nonbank firm or a financial market utility.
Since a firm’s comprehensive risk profile is the result of a combination of these factors, the
Council must exercise judgment during the process. Congress recognized that financial markets
are dynamic and that this designations process must take into account changes in firms, markets,
and risks. That is one of the key reasons that the statute mandates an annual reevaluation of any
designation made by the Council.

Monitoring Threats to Financial Stability

The Council established a Systemic Risk Committee to be accountable for identifying, analyzing,
and monitoring risks to financial stability and for providing regular assessments of risks to
deputies and principals.

The Council has focused on significant market developments that could affect the financial
system both domestically and internationally. For example, as part of its ongoing efforts, the
Council and its members monitor emerging issues such as the state of mortgage foreclosures in
the United States, sovereign debt developments in Europe, and the recent earthquake and
tsunami tragedy in Japan. The Council also has reviewed structural issues within the financial
system, such as options for reform of the money market mutual fund industry. We will continue
to monitor potential threats to stability, whether from external shocks or structural areas of
concern.

The Dodd-Frank Act calls for a public report to Congress each year describing the activities of
the Council and the health of the financial system. Staff at each of the member agencies are
already hard at work drafting the Council’s first annual report. As stated in the statute, this
report will: outline the activities of the Council, including any designations or recommendations
made with respect to activities that could threaten financial stability; detail significant financial
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market and regulatory developments; and identify potential emerging threats to the financial
stability of the United States. The Council also will consider recommendations to enhance the
integrity, efficiency, competitiveness, and stability of United States financial markets; promote
market discipline; and maintain investor confidence.

Studies

On January 18, the Council released a study and recommendations on the implementation of the
Dodd-Frank Act’s “Volcker Rule”. The Volcker Rule will strengthen the financial system and
constrain risk by prohibiting proprietary trading and limiting relationships with hedge funds and
private equity funds for banking entities that benefit directly from the government’s safety net.
The Council sought input from the public in advance of the study and received more than 8,000
comments. The study recommends principles for implementing the Volcker Rule and suggests a
comprehensive framework for identifying activities prohibited by the Rule. That framework
includes an internal compliance regime, quantitative analysis and reporting, and supervisory
review.

As requested, the Council also conducted a study of the effects of the Dodd-Frank Act’s limits
on the concentration of large companies on financial stability. The Council’s study found that
the concentration limit will reduce moral hazard, increase financial stability, and improve
efficiency and competition within the U.S. financial system. The study also made largely
technical recommendations to mitigate practical difficulties likely to arise in the administration
and enforcement of the concentration limit, without undermining its effectiveness in limiting
excessive concentration among financial companies. The Council approved the study at its
January meeting and released the recommendations for public comment. The Council received
six comments and is currently reviewing those comments to determine whether any of the
recommendations should be modified.

The Council continues to have specific responsibilities to study key issues outlined in Dodd-
Frank. For instance, the Council must complete a study regarding “haircuts” to secured creditors
by July and a study regarding contingent capital instruments by July 2012.

Interagency Regulatory Coordination

The Council also has served as a forum for discussion and coordination among the agencies
implementing the Dodd-Frank Act.

For the Council’s first meeting in October 2010, the staff of member agencies developed a
detailed, public road map for implementation of the legislation. This integrated roadmap
outlined a coordinated timeline of goals, both for the Council and its independent member
agencies, to fully implement the Dodd-Frank Act.

As Chair of the Council, the Treasury Secretary is required to coordinate several major
rulemakings under the Dodd-Frank Act. For example, to facilitate the joint rulemaking on credit
risk retention, Treasury staff held frequent interagency discussions beginning shortly after the
Dodd-Frank Act was passed to develop the rule text and preamble. This joint rulemaking
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required reaching consensus among six rulemaking agencies. The proposed rule, released on
March 31, demonstrates our ability to promote effective collaboration, and 1t is a significant step
towards strengthening securitization markets. Treasury staff is currently engaged in a similar
process with the staff of member agencies tasked with drafting the Volcker Rule.

The Council’s regulatory coordination role is greater than the specific statutory instances where
coordination is required. Deputies meetings have served as a forum for sharing information
about significant regulatory developments, particularly those that impact the work of more than
one member agency and relate to financial stability. For example, the Federal Reserve recently
briefed deputies on the results of its Comprehensive Capital Analysis and Review. Treasury has
provided updates on housing finance reform.

Conclusion
The work of the Council is critical to building a more effective financial regulatory system and to

creating accountability over the long-term for the health of the financial system as a whole. 1
look forward to continuing to share our progress with you over the coming months and years.
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Introduction

Chairman Neugebauer, Ranking Member Capuano, and Members of the Subcommittee, thank
vou for the opportunity to testify today. My name is John Huff, and I am Director of the
Department of Insurance, Financial Institutions and Professional Registration for the State of
Missouri. [ serve as a non-voting member of the Financial Stability Oversight Council (FSOC).
I am also a member of the National Association of Insurance Commissioners (NAIC), and I am
testifying on behalf of that organization today. Specifically, I am here to discuss the experiences
of our nation’s 56 insurance regulators in working, through the NAIC, with FSOC. I would also
like to address the unnecessary limitations that have been placed on my ability as an FSOC

member to use insurance regulatory resources and consult with my fellow regulators

As you are well aware, Title I, Subtitle A of the Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010 establishes the FSOC, a panel of 15 members (10 voting and five non-
voting) who meet regularly in order to develop the system by which financial institutions are
designated Systemically Important Financial Institutions (SIFIs)—narrow, but very important,
authority. By statute, there are supposed to be three representatives of insurance on the Council:
a voting member with insurance expertise; the non-voting director of the Federal Insurance
Office (FIO); and a non-voting state insurance commissioner, to be designated through a
selection process determined by the state insurance commissioners. [ have been filling that final

spot since my appointment through the NAIC on September 23 of last year.

There are three matters that | wish to address in my testimony today:

e First, insurance is a unique product, fundamentally different from banking and securities
products. Its system of state-based regulation is well-suited to the needs of consumers and
companies alike. FSOC must recognize and acknowledge these differences in fulfilling its

mission to monitor systemic risk within the U.S. financial system.

o Second, in passing Dodd-Frank, Congress did not supplant the state-based system of
insurance regulation, and intended that insurance regulators have thorough representation on

FSOC in order to ensure that the unique characteristics of that system could be brought to
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bear on any decisions relating to FSOC’s narrow mission of monitoring systemic risk and

designating systemically important financial institutions for heightened supervision.

e Finally, the interests of insurance, and specifically insurance regulators, remain inadequately

represented on FSOC; a problem that will continue for the foreseeable future.

Insurance as a Unique Product

Again, insurance products are fundamentally different from banking products and securities
instruments.  While banking and securities products are typically bought pursuant to a
consumer’s interest in gaining revenue, the purchase of insurance is often necessary for personal
financial protection and to provide economic stability. Insurance policies involve up front
payment in exchange for a legal promise to pay benefits upon a specified loss-triggering event in
the future. Bank products involve money deposited by customers and are subject to withdrawal
on demand, which the bank is liable for at any time. As such, unlike bank products, most
insurance products are not subject to the risk of runs. For those asset management products that
could be subject to some level of run risk, mitigating factors exist such as policy loan limitations,
surrender/withdrawal penalties and additional taxes. Additionally, unlike banks, insurers
typically maintain a diverse product mix, so only a portion of the company’s products would be
subject to the already reduced level of run risk. U.S. insurance companies are also subject to
significant regulatory oversight including stringent capital requirements, limits on the nature and

extent of their investments, and quarterly analysis and periodic examinations.

For these reasons, it is the view of the NAIC that traditional insurance products and activities do
not typically create systemic risk. However, connections with other financial activities may
expose some insurers to the impact of systemic risk, and certain products may provide a conduit
for systemic risk. Insurers may also have exposurc to systemic risk as part of large
conglomerates, but stringent solvency requirements at the insurer level help to minimize the
impact of that risk. Insurers are subject to robust regulation for solvency and investment
activities, and have proven their resilience throughout the recent financial crisis. It is also
important to remember the effectiveness of the regulators® ability to ring fence the insurers to

protect policyholder assets. The longer term nature of insurance products makes this a much
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more effective tool for insurers than banks or other entities, and enables regulators to wind down

troubled insurers in an orderly manner.

The insurance market in the U.S. is truly unique in the world. In aggregate premium dollar
numbers, the U.S. market is number one on a list of the largest jurisdictions in the world based
on 2009 data — and actually larger than those ranked second through sixth combined. However,
it is also true that much of the U.S. market is quite localized. There are far more firms writing
insurance in the U.S. than in any other economy, and while there are some dominant firms and
some concentration in niche product lines, overall market concentration is less pronounced than
in most other sectors. In the context of FSOC’s mission and systemic risk, this is important as

competitors are more able to absorb company failures or disruptions in the marketplace.

There is also a wide variation in market size and complexity across the states. Three individual
U.S. states rank in the top 10 jurisdictions worldwide as to premium volume, and nine states rank
in the top 25. This variation in size and complexity, while not necessarily amenable to a one-
size-fits-all approach to regulation, has allowed the U.S. state-based system of regulation to
develop and implement best practice tools for a wide variety of insurance firms appropriate for
their position in the market. This unique market structure has led to the evolution of a tailored

system of regulatory oversight and supervision.

The current nationally coordinated state-based system of insurance regulation has been
successfully providing sound, cooperative regulation and policyholder protections for 140 years
and utilizes multiple sets of eyes and rigorous peer reviews to maximize regulatory scrutiny of
insurers. A distinguishing aspect of the state-based insurance regulatory system is its
collaborative culture. Working through the NAIC committee structure and processes, states have
developed a system of insurance regulation that respects varying geographic and demographic
considerations while requiring uniform financial reporting and uniform application of risk-based
capital solvency oversight to guarantee that policyholders’ funds are available when needed. All
50 states are currently accredited by the NAIC, which means they have had their financial
regulatory frameworks and monitoring programs reviewed by independent teams and certified to

meet certain bascline measures in order to ensure that jurisdictions can have confidence in other
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states” financial oversight. This oversight includes: solvency regulation; rate and form
regulation; market conduct examinations; monitoring competition and statistical reporting;
residual market administration; consumer information and services; producer licensing; and anti-

fraud protection.

Information sharing among regulators is a fundamental benefit of the insurance regulatory
community that gathers as the NAIC. Through the NAIC committee structure, regulators are
able to consult with each other, share regulatory information and approaches, and develop
effective regulatory policies in the U.S. By way of example, in the past year, through the NAIC
and its committee system, insurance regulators have made important changes to the Model
Holding Company Act and Regulation that will provide regulators a clearer view of the
operations of financial groups and their impact on any insurers within those groups. Regulators
have enhanced the required securities lending disclosures, requiring additional transparency in an
area that received attention during the financial crisis. They have also reduced regulatory
reliance on credit ratings issued by the Nationally Recognized Statistical Rating Organizations
by changing how commercial mortgage backed securities and residential mortgage backed

securities are valued for determining risk based capital requirements.

It is also through the NAIC and its committee structure that insurance regulators work with
international insurance regulators. Significantly, the NAIC is a founding member of the
International Association of Insurance Supervisors (IAIS), which represents insurance regulators
and supervisors of 190 jurisdictions in nearly 140 countries. Its goals are to promote effective
and globally consistent supervision of the insurance industry and to contribute to global financial
stability. It is at the TAIS Financial Stability Committee (where the NAIC and state insurance
regulators have been quite active) that approaches are initially being developed to evaluate
specific insurers and determine whether such entities will be considered Global Systemically

Important Financial Institutions (GSIFIs).

Congressional Intent
As federal regulators and Members of Congress were negotiating the Dodd-Frank Act last year,

the NAIC’s overarching message to the authors was that “one size does not fit all.” Insurance is
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a different product and is regulated in a different manner than other financial products.
Traditional insurance activities were not the sources of the systemic risk that enveloped our
financial system in 2007 and 2008. Furthermore, insurance regulators already had well-
developed systems for rehabilitating and, if necessary, unwinding troubled insurance companies

while keeping policyholders whole.

Congress recognized these important differences in the Dodd-Frank Act. Insurance products do
not fall under the jurisdiction of the Consumer Financial Protection Bureau. There are different
circumstances under which insurance companies can be declared systemically risky and in need

of winding down — and such activity would take place pursuant to state law.

In determining how insurance would be represented on the FSOC, Congress recognized that
federal regulators may not fully understand these products and the ways in which these products
have been, and will continue to be, successfully regulated by the states. As such, they ensured
that three insurance experts would be placed on FSOC: an insurance expert appointed by the

President and confirmed by the Senate; a state insurance commissioner; and the Director of FIO.

In regards to the selection of the state insurance commissioner designee to the Council, the
Dodd-Frank Act mandates that a non-voting insurance regulator is to be appointed to FSOC
through a process determined by all of the insurance regulators. In doing so, they recognized
that the state insurance regulators, through the NAIC, have their own processes for making
policy and choosing their representatives, and the drafters of Dodd-Frank deferred to those
processes as a matter of law. In crafting the provision in this manner, we believe Congress
intended for my position to represent the interests of the state insurance regulatory system — not
just the interests of one state. At our most recent NAIC National Meeting, two former staff to
the House Financial Services Committee deeply involved in drafting Dodd Frank— one a
Democrat, and one a Republican — indicated that this was their understanding of Congressional

intent as well.

The important role that Congress intended for state insurance regulators to play is further
buttressed by Section 111(d) of the Dodd-Frank Act, which states:
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“The Council may appoint such special advisory, technical, or professional committees
as may be useful in carrying out the functions of the Council, including an advisory
committee consisting of State regulators, and the members of such committees may be

members of the Council, or other persons, or both.”

Similar language was included in FSOC’s own bylaws, which are posted on the U.S. Treasury

Department’s website.

The authors of Dodd-Frank recognized the unique nature of insurance products. As such, they
included language authorizing FSOC to consult with other state regulators in order to ensure that
the Council has access to all available resources and expertise it needs to fully understand the

insurance business model and insurance regulation.

Inadequate Insurance Expertise on FSOC

In the nearly nine months since FSOC began its official operations, the Council has been
working at a furious pace. The Integrated Implementation Roadmap, the minutes of FSOC
meetings, the proposed rules and studies available to the public on the FSOC website, and
testimony here today from my colleagues on this panel can give you a good idea of the volume
of work and progress that the council is making. But while FSOC engages in work that could
impact insurers, two of our three insurance representatives are absent from the table, and I have
been prohibited from utilizing available state regulatory resources, including engaging other state
regulators, some of whom are active in very similar work in the international arena. Moreover,

no advisory committees of state regulators have been established.

In the time since my appointment to the FSOC, I personally have attended four full FSOC
meetings and, along with my very limited staff resources, have participated in innumerable
meetings and conference calls of FSOC’s nine committees. Unfortunately, my seat at the table is
the only one having to do with insurance that has been filled. While my colleague, Illinois
Insurance Director Michael McRaith, recently accepted an appointment to be the first Director of

FIO, he will not begin his new job — and term on the Council ~ until June. While the new FIO
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will serve as a source of information on insurance for federal entities, and help negotiate
international agreements, the Dodd-Frank Act makes clear that FIO will not have any general
supervisory or regulatory authority over the business of insurance and extremely narrow
preemptive ability. Meanwhile, President Obama has yet to nominate the one voting member

with insurance expertise to fill the third spot on the Council.

Making matters far worse, | have been restricted from consulting with my fellow insurance
regulators on matters before FSOC, even though our regulatory system requires regulators to
work collaboratively and share information with one another in confidential settings. The U.S.
Treasury Department has taken a very narrow and, in my opinion and the NAIC’s opinion,
incorrect view of the authorizing language in Title I, Subtitle A of the Dodd-Frank Act by
claiming that I represent the state of Missouri and not the insurance regulatory system. Such a
position contradicts Congressional intent and the deference accorded to state insurance regulators
in the explicit language of the statute itself. But most importantly, it contradicts logic and
reason. Quite simply, FSOC should want — and the U.S. taxpayers should demand ~ all the
regulatory resources and expertise that their regulators can provide to FSOC’s important work in
protecting the U.S. financial system. From the beginning, the state insurance regulators and the
NAIC have been and continue to be willing to contribute to FSOC’s important work relating to

nsurance.

After repeated requests to consult with regulators in other states and bring on additional staff
resources, and after months of internal discussions with the U.S. Treasury Department on how
we might be able to leverage the extensive state insurance regulatory resources potentially at my
disposal, the NAIC officers, our C.E.O., Dr. Terri Vaughan, and I took a step we had initially
hoped could be avoided, and sent a public letter to Treasury Secretary Geithner asking for him to

rectify this issue. We have yet to receive a written reply.

While we have made limited progress with the U.S. Treasury Department on this issue in recent
weeks, I am frustrated that it took six months, and repeated inquiries from both the NAIC and
Congress, in order for the U.S Treasury Department to listen to our concerns. Even then, while I

appreciate the accommodations made to date, they are simply not sufficient in light of the very
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important work FSOC is engaged in. I am concerned that if progress on this front continues to
be made at a similarly slow pace moving forward, decisions that will impact insurance
companies, insurance consumers, and the financial stability of the U.S. will be made without
adequate advice and counsel from those individuals who know insurance companies best and

how such companies are already regulated.

Thank you again for the opportunity to testify before you today. 1 am happy to answer your

questions.
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Chairman Neugebauer, Ranking Member Capuano, and other members of the
subcommittee, thank you for the opportunity to testify on the Federal Reserve Board’s role as a
member of the Financial Stability Oversight Council (FSOC). The Federal Reserve is committed
to working with the other Council members to advance the objectives that the Congress
established for the Council and, more broadly, to implement effectively the regulatory reform
measures set forth in the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-
Frank Act).

Financial Stability Oversight Council

The Dodd-Frank Act created the FSOC and charged it with the important tasks of
identifying and mitigating risks to the stability of the U.S. financial system, among other duties.
The FSOC members represent a number of regulatory agencies that oversee a broad range of
participants in U.S. financial markets. The Council is composed of 10 voting members and
5 nonvoting members. The Chairman of the Board of Governors of the Federal Reserve System
is a voting member.' I am here testifying on behalf of the Chairman, as the director of the
Board’s recently created Office of Financial Stability Policy and Research.

As stated by the act, the purpose of the FSOC is “(A) to identify risks to the financial
stability of the United States that could arise from the material financial distress or failure, or
ongoing activities, of large, interconnected bank holding companies or nonbank financial

companies, or that could arise outside the financial services marketplace; (B) to promote market

' The U.S. Secretary of the Treasury serves as the FSOC chairman. Other voting members include the heads of the
Office of the Comptroller of the Currency, the Securities and Exchange Commission, the Federal Deposit Insurance
Corporation, the Commodity Futures Trading Commission, the Federal Housing Finance Agency, the National
Credit Union Administration, the Bureau of Consumer Financial Protection, and an independent insurance expert
appointed by the President. The latter two seats are in the process of being filled.

The five nonvoting seats are represented at present by participants from the Missouri Department of Insurance,
Financial Institutions, and Professional Registration; the California Department of Financial Institutions; the North
Carolina Department of the Secretary of State, Securities Division; the Federal Insurance Office; and the Office of
Financial Research.
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S

discipline, by eliminating expectations on the part of shareholders, creditors, and counterparties
of such companies that the Government will shield them from losses in the event of failure; and
(€) to respond to emerging threats to the stability of the United States financial system.”? In
carrying out its duties to mitigate risks, the FSOC is well-placed to address risks that do not fall
clearly within the jurisdiction of a single agency. The FSOC also is expected to monitor
domestic and international financial regulatory developments, as well as to advise the Congress
and make recommendations to enhance the integrity, efficiency, competitiveness, and stability of
the U.S. financial markets.

The FSOC has made meaningful progress in a number of areas since the act was passed
less than a year ago. It has taken a number of important steps to promote interagency
collaboration and has established the organizational structure and processes necessary to execute
its duties. Importantly, the FSOC’s internal organizational structure has been designed to
leverage the expertise of the member agencies, and to promote a shared responsibility among the
agencies for executing the duties of the FSOC. Special consideration has been given to
promoting the sharing of information to help identify risks that could have the potential to
become systemic, and facilitating coordination among the member agencies with respect to
policy development, rulemaking, examinations, reporting requirements, and enforcement actions.

The FSOC’s internal organizational structure consists of a Deputies Committee, which is
composed of staff from all of the voting and nonvoting members, and six other standing
committees, each charged with carrying out specific duties of the FSOC. The duties of these
committees include: identifying nonbank financial firms and financial market utilities that could

pose a systemic risk, making recommendations to financial regulatory agencies regarding

? Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 124 Stat. 1394 (2010),
available at www.gpo.gov/fdsys/pkg/PLAW-111publ203/pd/PLAW-111pubi203.pdf.



84

heightened prudential standards for financial firms, making recommendations to enhance the
prospects for orderly resolution of systemically important financial firms, collecting data and
improving data reporting standards, and monitoring the financial system to identify potential
threats to the financial stability of the United States. The Deputies Committee, under the
direction of the FSOC members, coordinates and oversees the work of the other committees and
aims to ensure that the FSOC fulfills its duties in an effective and timely manner.

In meeting its responsibilities under the Dodd-Frank Act, the FSOC and its member
agencies have completed studies on limits on proprietary trading and investments in hedge funds
and private equity funds by banking firms (the Volcker rule), on financial sector concentration
limits, on the macroeconomic effects of risk retention, and on the economic effects of systemic
risk regulation. It also has made progress toward establishing an analytical framework and
processes to identify nonbank financial firms that could pose a threat to financial stability,
including through the issuance of advance notices of proposed rulemakings on the designation of
nonbank financial institutions and financial market utilities.

Additionally, the FSOC currently is working on preparing the inaugural FSOC annual
financial stability report, scheduled to be publicly released later this year. As required by the
statute, the annual report will discuss major financial and regulatory developments, potential
risks to the financial system. and recommendations to mitigate potential risks.

Implementation of Regulatory Reform at the Federal Reserve

In addition to the Federal Reserve’s role as a member of the FSOC, the Dodd-Frank Act
gives the Federal Reserve other new important responsibilities. These responsibilities include
supervising nonbank financial firms that are designated as systemically important by the

Council, supervising thrift holding companies, and developing enhanced prudential standards--
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including those for capital, liquidity, stress tests, single-counterparty credit limits, and living will
requirements--for large bank holding companies and systemically important nonbank financial
firms designated by the Council.

The Federal Reserve is working assiduously to meet its obligations under the Dodd-Frank
Act. The act requires the Federal Reserve to complete more than 50 rulemakings and sets of
formal guidelines as well as numerous reports and studies. We also have been assigned formal
responsibilities to consult and collaborate with other agencies on a substantial number of
additional rules, provisions, and studies. In order to meet our obligations in a timely manner, we
are drawing on expertise and resources from across the Federal Reserve System in the areas of
banking supervision, economic research, financial markets, consumer protection, payment
systems, and legal analysis.

Members of the Federal Reserve’s staff are working closely with the FSOC and the other
regulators to strengthen systemic oversight. We are assisting the Council in the development of
its analytical framework and procedures under which it will identify systemically important
nonbank firms and financial market utilities and its systemic risk monitoring and evaluation
processes. We are contributing to numerous studies and rulemakings. We are helping the new
Office of Financial Research to develop potential data reporting standards to support the duty of
the FSOC to monitor and evaluate systemic risk factors. We also are meeting regularly with
staff of the other FSOC member agencies to discuss emerging risks to financial institutions and
markets.

The Federal Reserve has made some internal changes to better carry out its
responsibilities. Prior to the enactment of the Dodd-Frank Act, we had begun to reorient our

supervisory structure to strengthen supervision of the largest, most complex financial firms,
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through the creation of the Large Institution Supervision Coordinating Committee, a centralized,
multidisciplinary body. Relative to previous practices, this body makes greater use of horizontal,
or cross-firm, evaluations of the practices and portfolios of firms. It relies more on additional
and improved quantitative methods for evaluating the performance of firms, and it employs the
broad range of skills of the Federal Reserve staff more efficiently. In addition, we have
reorganized to more effectively coordinate and integrate policy development for and supervision
of systemically important financial market utilities. As the act recognizes, supervision should
take into account the overall financial stability of the United States, in addition to the safety and
soundness of each individual firm. Our revised internal organizational structure facilitates our
implementation of this macroprudential approach to oversight.

More recently, we created an Office of Financial Stability Policy and Research at the
Federal Reserve Board. This office contributes to the Federal Reserve System’s
multidisciplinary approach to the supervision of large, complex institutions. It helps identify and
analyze potential risks to the broader financial system and the economy stemming from, among
other things, potential asset price misalignment, excessive leverage, outsized financial flows, and
structural vulnerabilities in financial markets. In addition, the office helps evaluate policies to
promote financial stability.

It is also important that U.S. financial reforms be implemented in coordination with
international efforts to establish consistent and complementary standards and to ensure effective
oversight of internationally active firms and markets. We continue to work actively with our
international counterparts on enhanced prudential standards for large financial institutions, to
ensure that efforts to implement the Dodd-Frank Act are well aligned with efforts of the Group

of Twenty, the Financial Stability Board, and the Basel Committee on Banking Supervision.
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In closing, the Congress has given the FSOC an important mandate to identify and
mitigate systemic risks. The Federal Reserve will work closely with our fellow regulators, the
Congress, and the Administration to help the FSOC execute its responsibilities and promote

financial stability in the United States.
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I Introduction

Chairman Neugebauer, Ranking Member Capuano, and members of the
Subcommittee, my name is Timothy Long and I am the Senior Deputy Comptroller for
Bank Supervision Policy and Chief National Bank Examiner at the Office of the
Comptroller of the Currency (OCC). In this role, I serve as the OCC’s representative on
the Financial Stability Oversight Council’s Deputies Committee. I appreciate the
opportunity to provide the OCC’s perspectives on the functions and operations of the
Financial Stability Oversight Council (FSOC or Council) and to briefly describe its major
accomplishments to date.

Throughout the discussions and deliberations that led to the passage of the Dodd-
Frank Wall Street and Consumer Protection Act (the Dodd-Frank Act), the OCC
supported the creation of a council that would bring together the views, perspectives, and
expertise of Treasury and all of the financial regulatory agencies to identify, monitor, and
respond to systemic risk.’ As my testimony will detail, Congress, with the passage of the
Dodd-Frank Act, set forth very specific mandates regarding the role and function of
FSOC in a number of areas, but certainly the overarching mission that Congress assigned
to the Council is to identify risks to the financial stability of the United States, to promote
market discipline, and to respond to emerging threats to the stability of the U.S. financial
system.”

I believe FSOC enhances the agencies’ collective ability to fulfill this critical

mission by establishing a formal, structured process to exchange information and to

" See April 4, 2009, Statement of John C. Dugan before the Committee on Banking, Housing, and Urban
Affairs, United States Senate, pg. 2: “We believe many of the Administration’s proposed reforms will
strengthen the financial system and help prevent future market disruptions of the type we witnessed last
year, including the following: Establishment of a Financial Stability Oversight Council.™

? See Section 112(a)(1).
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probe and discuss the implications of emerging market, industry, and regulatory
developments for the stability of the financial system. Through the work of its
committees and staft, FSOC also is providing a structured framework and metrics for
tracking and assessing key trends and potential systemic risks. While the process and
systems that FSOC has created are positive steps forward, I would offer two cautionary
notes.

First, I believe that FSOC’s success ultimately will depend not on its structure,
processes, or metrics, but on the willingness and ability of FSOC members and staff to
engage in frank and candid discussions about emerging risks, issues, and institutions.
These discussions are not always pleasant as they can challenge one’s longstanding views
or ways of approaching a problem. But being able to voice dissenting views or
assessments will be critical in ensuring that we are seeing and considering the full scope
of issues. In addition, these discussions often will involve information or findings that
will need further verification; that are extremely sensitive either to the operation of a
given firm or market segment; or if misconstrued, that could undermine public and
investor confidence and thereby create or exacerbate a potentially systemic problem. As
a result, I believe that it is critical that these types of deliberations — both at the Council
and staff level — be conducted in a manner that assures their confidential nature.

Second, even with fullest deliberations and best data, I believe it is inevitable that
there will still be unforeseen events that may result in substantial risks to the system,
markets, or groups of institutions. Business and credit cycles will continue. It is not
realistic to expect that FSOC will be able to prevent such occurrences. However, I do

believe FSOC provides a mechanism to communicate, coordinate, and respond to such
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events so as to help contain and limit their impact, including, where applicable, the
resolution of systemically important firms.

My testimony has three sections. First, I provide a brief summary of some of the
specific mandates Congress has given to the FSOC. Next, [ provide an overview of the

FSOC’s structure and operations. Finally, I discuss the Council’s achievements to date.

1. FSOC’s Statutory Mandates

FSOC’s primary mission, as set forth in section 112 of the Dodd-Frank Act is to:

1) Identify risks to the financial stability of the United States that could arise
from the material financial distress or failure, or ongoing activities, of large,
interconnected bank holding companies or nonbank financial companies, or
that could arise outside the financial services marketplace;

2) Promote market discipline, by eliminating expectations on the part of
shareholders, creditors, and counterparties of such companies that the
Government will shield them from losses in the event of failure; and

3) Respond to emerging threats to the stability of the U.S. financial system.

The Dodd-Frank Act assigns FSOC a variety of roles and responsibilities to carry
out its core mission’ that are described in greater detail throughout the Act. In some
cases, the Council has direct and ultimate responsibility to make decisions and take
actions. Most notable of these is the authority given to FSOC to determine that certain
nonbank financial companies shall be supervised by the Federal Reserve Board and
subject to heightened prudential standards, after an assessment as to whether material

financial distress at such companies would pose a threat to the financial stability of the

* See section 112.
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United States.’ Similarly, the Council is charged with the responsibility to identify
systemically important financial market utilities and payment, clearing, and settlement
activities.

In addition, affirmation by two-thirds of the Council is required in those cases
where the Federal Reserve determines that a large, systemically important financial
institution poses a grave threat to the financial stability of the United States such that
limitations on the company’s ability to merge, offer certain products, or engage in certain
activities are warranted, or if those actions are insufficient to mitigate risks, the company
should be required to sell or otherwise transfer assets or off-balance items to unaffiliated
entities.”

The FSOC is also empowered to collect information from member agencies and
other federal and state financial regulatory agencies as necessary in order to monitor risks
to the financial system, and to direct the Office of Financial Research under the Treasury
Department to collect information directly from bank holding companies and nonbank
financial companies.®

The Dodd-Frank Act also identified specific areas where the Council is to provide
additional studies, including recommendations, to inform future regulatory actions.
These include studies of the financial sector concentration limit applicable to large

financial firms imposed by the Act;’ proprietary trading and hedge fund activities;® the

* See section 113(a)(1).
% See section 121.
® See section 112.
7 See section 622.
& See section 619,
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treatment of secured creditors in the resolution process;” and contingent capital for
nonbank financial companies.'

In other areas, the Council’s role is more of an advisory body to the primary
financial regulators. For example, the Dodd-Frank Act requires the Council to make
recommendations to the Federal Reserve concerning the establishment of heightened
prudential standards for risk-based capital, liquidity, and a variety of other risk
management and disclosure matters for nonbank financial companies and large,
interconnected bank holding companies supervised by the Board.'" The Federal Reserve,
however, retains the authority to supervise and set standards for these firms." The
Council is also given authority to review, and as appropriate, may submit comments to
the Securities and Exchange Commission and any standard-setting body with respect to
an existing or proposed accounting principle, standard, or procedure.” Similarly, FSOC
is assigned a consultative role in several rulemakings by member agencies, including for
all of the rules that the FDIC writes pursuant to Title I of the Dodd-Frank Act regarding
the orderly liquidation of failing financial companies that pose a significant risk to the
financial stability of the United States. The Council may also recommend to member
agencies general supervisory priorities and principles™ and issue nonbinding
recommendations for resolving jurisdictional disputes among member agencies.'

I believe the varied roles and responsibilities that Congress assigned to the

Council appropriately balance and reflect the desire to enhance regulatory coordination

® See section 215.
1% See section 115,
T See section 112.
12 See section 165.
B See section 112.
" See section 112.
1 See section 119.
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for systemically important firms and activities while preserving and respecting the
independent authorities and accountability of primary supervisors. For example, under
section 120, FSOC has the authority to recommend to the primary financial agencies that
they apply new or heightened standards and safeguards for a financial activity or practice
conducted by firms under their respective jurisdictions should the Council determine that
the conduct of such an activity or practice could create or increase the risk of significant
liquidity, credit, or other problems spreading among financial institutions, the U.S.
financial markets, or low-income, minority, or underserved communities. Each agency
retains the authority to not follow such recommendations if circumstances warrant and

the agency explains its reasons in writing to the Council.

HI.  FSOC Structure and Operations

The FSOC has established committees and subcommittees comprised of staff
from the member agencies to help carry out its responsibilities and authorities. These
groups report up through a Deputies Committee of senior staff from each agency. The
Deputies Committee generally meets on a bi-weekly basis to monitor work progress,
review pending items requiring consultative input, discuss emerging systemic issues, and
help establish priorities and agendas for the Council. A Systemic Risk Committee and
subcommittees on institutions and markets provide structure for the FSOC’s analysis of
emerging threats to financial stability. Five standing functional committees support the
FSOC’s work on the following specific provisions assigned to the Council: designations
of systemically important nonbank financial companies and of financial market utilities

and payment, clearing, and settlement activities; heightened prudential standards; orderly
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liquidation authority and resolution plans; and data collection and analysis. OCC staff

are active participants and contributors to each of these committees. In addition to these
groups, the FSOC also has an informal interagency legal staff working group that assists
with various legal issues concerning the Council’s operations and proceedings. Each of

these committees and work groups is supported by staff from Treasury.

IV.  Accomplishments To-Date

Since its creation with the enactment of the Dodd-Frank Act, the Council has met
four times, with meetings occurring approximately every six weeks. As with any newly
formed body, a large proportion of the Council’s early work was focused on the
necessary administrative rules and procedures that will govern the Council’s operations.
In addition to the creation and staffing of the aforementioned committees, this work has
included the adoption of a transparency policy for Council meetings; rules of
organization that describe the Council’s authorities, organizational structure, and the rules
by which the Council takes action; establishment of a framework for coordinating
regulations or actions required by the Dodd-Frank Act to be completed in consultation
with the Council; approval of an initial operating budget for the Council; and the
publication of a proposed rulemaking to implement the Freedom of Information Act
requirements as it pertains to Council activities.

The Council has also taken action on a number of substantive items directly

related to its core mission and mandates. These include the following:
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= Study and Recommendations Regarding Concentration Limits on Large Financial
Companies'® — Section 622 of the Dodd-Frank Act establishes a financial sector
concentration limit that generally prohibits a financial company from merging,
consolidating with, or acquiring another company if the resulting company’s
consolidated liabilities would exceed 10 percent of the aggregate consolidated
liabilities of all financial companies. Pursuant to the mandate in section 622, on
January 18, 2011, the Council approved the publication of this study of the extent to
which the concentration limit would affect financial stability, moral hazard in the
financial system, the efficiency and competitiveness of U. S. financial firms and
financial markets, and the cost and availability of credit and other financial services to
households and businesses in the United States. The study concludes that the
concentration limit will have a positive impact on U.S. financial stability. It also
makes a number of technical recommendations to address practical difficulties likely
to arise in its administration and enforcement, such as the definition of Habilities for
certain companies that do not currently calculate or report risk-weighted assets.

= Study and Recommendations on Prohibitions on Proprietary Trading and Certain
Relationships with Hedge Funds and Private Equity Funds'” - As mandated by the
Dodd-Frank Act, FSOC conducted a study on how best to implement section 619 of
the Act (commonly known as the “Volcker Rule™), which is designed to improve the

safety and soundness of our nation’s banking system by prohibiting propriety trading

' A copy of the study is available at:
hitp://www.treasury.gov/initiatives/Documents/Studv%20on%20Concentration%20L imits%200n%20L arg
€%20F irms%2001-17-11.pdf.

' A copy of the study is available at:
hitp/iwww treasury.gov/initiatives/Documents/Volcker%20sec%20%206 1 9%20study%20final%201%201
8%2011%20rg.pdf.
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activities and certain private fund investments. To help formulate its
recommendations, the Council published a Notice and Request for Information in the
Federal Register on October 6, 2010, and received more than 8,000 comments from
the public, Congress, and financial services market participants. Key themes in those

comments urged agencies to:

o Prohibit banking entities from engaging in speculative proprietary trading or

sponsoring or investing in prohibited hedge funds or private equity funds;
o Define terms and eliminate potential loopholes;

o Provide clear guidance to banking entities as to the definition of permitted and

prohibited activities; and

o Protect the ability of banking firms to manage their risks and provide critical
financial intermediation services and preserve strong and liquid capital
markets.

After careful consideration of these comments, on January 18, 2011, the Council
approved publication of its study and recommendations that are intended to help inform
the regulatory agencies as they move forward with this difficult and complex rulemaking.
The study endorses the robust implementation of the Volcker Rule and makes ten broad
recommendations for the agencies’ consideration.'®

As the Acting Comptroller noted at the Council meeting at which this matter was
considered, the OCC believes this study strikes a fair balance between identifying

considerations and approaches for future rulemaking, and being overly prescriptive. As

*® See: Financial Oversight Council, Study & Recommendations on Prohibitions on Proprietary Trading &
Certain Relationships with Hedge Funds & Private Equiry Funds, (January 2011) at 3.
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noted earlier, this is an area where Congress chose to make a careful and, in my view,
judicious distinction in authorities - requiring the Council to conduct the study and make
recommendations, but leaving responsibility for writing the implementing regulations to
the relevant supervisory agencies. Recognizing this distinction is essential to the process
because the rulewriting agencies are required by law to invite — and consider—public
comments as they develop the implementing regulations. This means the agencies must
conduct the rulemaking without prejudging its outcome. We and the other agencies are
in the midst of developing the proposed implementing rule and will be soliciting
comment on all aspects of it when it is published.

Proposed Rulemakings on Authoriiy to Require Supervision and Regulation of Certain
Nonbank Financial Companies — As noted earlier, in contrast to the Volcker Rule where
the Council’s role is primarily one of an advisory body, the Council is directly given
authority under the Dodd-Frank Act to designate systemically important nonbank
financial firms for heightened supervision. On October 1, 2010, the Council approved for
publication an advance notice of proposed rulemaking (ANPR) that sought public
comment on the implementation of this provision of the Dodd-Frank Act. Approximately
50 comments were received on the ANPR. On January 18, 2011, the Council approved
publication of a notice of proposed rulemaking (NPRM) that outlines the criteria that will
inform the Council’s designation of such firms and the procedures the FSOC will use in
the designation process. The NPRM closely follows and adheres to the statutory factors
established by Congress for such designations. The framework proposed in the NPRM
for assessing systemic importance is organized around six broad categories, each of

which reflects a different dimension of a firm’s potential to experience material financial

10
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distress, as well as the nature, scope, size, scale, concentration, interconnectedness, and
mix of the company’s activities. The six categories are: size, interconnectedness,
substitutability, leverage, liquidity, and regulatory oversight. The comment period for
this NPRM closed on February 25, 2011. The FSOC is currently in the process of
reviewing the comments received and, in consultation with the members, is beginning to
formulate a final rule. As noted in the NPRM, the Council expects to begin assessing the
systemic importance of nonbank financial companies shortly after adopting a final rule.
Consistent with statutory provisions, the designation of a nonbank firm as systemically
important will require consent by no fewer than two-thirds of the voting members of the
Council, including the affirmative vote of the Chairperson of the Council. Before being
designated, a firm will be given a written notice that the Council is considering making a
proposed determination with opportunity to submit materials applicable to such a
determination. Firms also are provided the right to a hearing once they receive a written
notice of proposed determination.

Proposed Rulemakings on Authority to Designate Financial Markets Utilities as
Systemically Important — Section 804 of the Dodd-Frank Act provides FSOC with the
authority to identify and designate as systemically important a financial market utility
(FMU) if FSOC determines that the failure of the FMU could create or increase the risk
of significant liquidity or credit problems spreading among financial institutions or
markets and thereby threaten the stability of the U.S. financial system. On December 21,
2010, the Council published an ANPR regarding the designation criteria in section 804.
The Council received 12 comments in response to the ANPR. At its March 18, 2011,

meeting, the Council approved the publication of a NPRM that describes the criteria,

11
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analytical framework, and process and procedures the Council proposes to use to
designate an FMU as systemically important. The NPRM includes the statutory factors
the Council is required to take into consideration and adds subcategories under each of
the factors to provide examples of how those factors will be applied. The NPRM also
outlines a two-stage process for evaluating and designating an FMU as systemically
important. This process includes opportunities for a prospective FMU to submit
materials in support of or opposition to a proposed designation. Consistent with statutory
provisions, any designation of an FMU will require consent by the same supermajority
and affirmative vote procedure described above for designation of nonbank firms. The
Council must also engage in prior consultation with the Federal Reserve Board and the
relevant federal financial agency that has primary jurisdiction over the FMU.

Systemic Risk Monitoring — The Council and its committees are also making strides in
providing a more systematic framework for identifying, monitoring, and deliberating
potential systemic risks to the financial stability of the United States. Briefings and
discussions on potential risks and the implications of current market developments — such
as recent events in Japan, the Middle East, and Northern Africa — on financial stability
are a key part of the closed deliberations of each Council meeting, allowing for a free
exchange of information and insights. As part of these discussions, members assess the
likelihood and magnitude of the risks, the need for additional data or analysis, and
whether there is a current need to supplement or redirect current actions and supervisory
oversight to mitigate these risks. In addition, the Council’s Data Subcommittee has
overseen the development and production of a standard set of analyses that FSOC

members receive prior to each Council meeting that summarize current conditions and

12
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trends related to the macroeconomic and financial environment, financial institutions,
financial markets, and the international economy.

Annual Systemic Risk Report — Section 112 of the Dodd-Frank Act requires the FSOC to
annually report to and testify before Congress on the activities of the Council; significant
financial market and regulatory developments; potential emerging threats to the financial
stability of the U.S.; all determinations regarding systemically important nonbank
financial firms or financial market utilities or payment, clearing and settlement activities;
any recommendations regarding supervisory jurisdictional disputes; and
recommendations to enhance the integrity, efficiency, competitiveness, and stability of
U.S. financial markets, to promote market discipline, and to maintain investor
confidence. Work is under way in preparing the first of these reports and much of the
aforementioned work on systemic risk monitoring will help shape its content. It is our

understanding that Treasury plans to issue the report later this year.

V. Conclusion

The Dodd-Frank Act has assigned FSOC important duties and responsibilities to
help promote the stability of the U.S. financial system. The issues that the Council will
confront in carrying out these duties are, by their nature, complex and far-reaching in
terms of their potential effects on our financial markets and economy. Developing
appropriate and measured responses to these issues will require thoughtful deliberation
and debate among the members. The OCC is committed to providing its expertise and

perspectives and in helping the Council achieve its mission.
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Chairman Neugebauer, Ranking Member Capuano, and members of the
Subcommittee, thank you for the opportunity to testify today on behalf of the Federal
Deposit Insurance Corporation on issues related to the Financial Stability Oversight

Council (FSOC).

The recent financial crisis exposed shortcomings in our regulatory framework for
monitoring risk and supervising the financial system. Insufficient capital at many
financial institutions, misaligned incentives in securitization markets and the rise of a
largely unregulated shadow banking system permitted excess and instability to build up
in the U.S. financial system. These conditions led directly to the liquidity crisis of
September 2008 that froze our system of intercompany finance and contributed to the

most severe economic downturn since the Great Depression.

At the same time, the pre-2010 regulatory framework focused regulators narrowly
on individual institutions and markets within their jurisdiction. No one had a firm grasp
of the big picture of overall risk in the financial system. This allowed supervisory gaps to
grow and created an incentive for companies to engage in regulatory arbitrage to find the
weakest oversight or, worse, move to parts of the system that were virtually unregulated.
In addition to these regulatory gaps, the absence of a resolution process for systemically
important non-bank financial companies left financial regulators with limited options for
addressing problems facing such firms, creating a no-win dilemma for policy-makers:
bail out these companies or expose the financial system to destabilizing liquidations

through the normal bankruptcy process.
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The landmark Dodd-Frank Wall Street Reform and Consumer Protection Act
(Dodd-Frank Act) creates a comprehensive new regulatory and resolution regime that is
designed to avoid the severe economic consequences of economic instability. The Dodd-
Frank Act gives regulators new tools to limit risk in individual financial institutions and
transactions, enhances the supervision of large non-bank financial companies, and
facilitates the orderly closing and liquidation of large banking organizations and non-

bank financial companies in the event of failure.

The FSOC is one of the most important new tools created by the Dodd-Frank Act
and is designed to fill the gaps in regulatory oversight. For the first time, one entity has
the collective accountability for identifying and constraining risks to the financial system
as a whole. My testimony will review the FDIC’s participation on the FSOC, identify
FSOC-related issues that are of particular importance to the FDIC, and discuss actions of

the FSOC to date.

Background and FDIC’s Participation in the FSOC

Among other things, the Dodd-Frank Act directs the FSOC to facilitate regulatory
coordination and information sharing armong its members regarding policy development,
rulemaking, supervisory information, and reporting requirements. The FSOC is also
responsible for determining whether a nonbank financial company should be supervised
by the Board of Governors of the Federal Reserve System (Federal Reserve) and subject
to prudential standards, and for designating financial market utilities (FMUs) and

payment, clearing, or settlement activities that are, or are likely to become, systemically
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important.) The term systemically important financial institution, or SIF, is used to
describe nonbank financial companies that the Council has determined should be
supervised by the Federal Reserve and subject to prudential standards. The FSOC has the
authority to recommend more stringent risk management standards for SIFIs and large,
interconnected bank holding companies, and can ultimately determine to break up firms
that pose a “grave threat” to financial stability. The Dodd-Frank Act also directs the

FSOC to issue specialized reports and conduct various studies.

In order to complete its day-to-day work, the FSOC has established a committee
structure. The Deputies Committee, which is comprised of senior officials from each
member agency, coordinates and oversees staff assigned to FSOC-related issues. Among
other things, the Deputies Committee is responsible for sharing information on proposed

policies and rules among member agencies.

Since the FSOC’s main responsibilities revolve around systemic risk monitoring
and mitigation, the FSOC created a Systemic Risk Committee and two subcommittees on
which the FDIC and other members serve — “Financial Institutions” and “Financial
Markets.” The Systemic Risk Committee is primarily responsible for making
recommendations to the FSOC regarding significant financial market and regulatory
developments and potential emerging threats to the financial stability of the U.S. The
Systemic Risk Committee also will help the FSOC carry out its responsibilities to report

on its progress to Congress. The Dodd-Frank Act requires that the FSOC produce annual

' Bank holding companies with total consolidated assets of $50 billion or more are automaticaily subject to
enhanced prudential standards established by the Federal Reserve Board.
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financial stability reports and that each voting member submit a signed statement stating
whether the member believes that the FSOC is taking all reasonable actions to mitigate

systemic risk.

The FSOC also has five standing functional committees, with each committee
focusing on one of the following key issues: 1) designation of nonbank financial
companies for supervision by the Federal Reserve; 2) designation of FMUs as
systemically important; 3) recommendation to the Federal Reserve of heightened
prudential standards applicable to SIFIs and large, interconnected bank holding
companies; 4) orderly liquidation authority and resolution plans; and 5) data. There are
also ad hoc groups for special issues and reports, such as a group currently working on
the Volcker Rule, which under the Dodd-Frank Act prohibits proprietary trading and
acquisition of an interest in hedge or private equity funds by insured depository

institutions.

The FDIC has representatives on these five standing functional committees. In
addition to participating on FSOC committees, the FDIC has a number of internal work
streams, which focus on specific risk issues, policies, studies, and regulations.

A particular area of interest for the FDIC - and a source of a significant number of the
FDIC’s Dodd-Frank Act-related rulemakings — stems from the Act’s mandate to end
“Too Big to Fail.” This includes our Orderly Liquidation Authority under Title II of the
Act, our joint rulemaking with the Federal Reserve on requirements for resolution plans

{or “living wills™) that will apply to SIFIs and bank holding companies with total
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consolidated assets of $50 billion or more, and the development of criteria for

determining which firms will be designated as SIFIs by the FSOC.

SIFI Designation

An important responsibility of the FSOC is to develop criteria for identifying
nonbank financial companies that will be subject to enhanced Federal Reserve
supervision and therefore, subject to the resolution plan requirements. To protect the
U.S. financial system, it is essential that SIFIs are identified promptly and receive the
proper supervision so we do not find ourselves with a troubled firm that is placed into

Title I liquidation without having a resolution plan in place.

The Dodd-Frank Act specifies a number of factors that can be considered when
designating a nonbank financial company for enhanced supervision by the Federal
Reserve, including: leverage; off-balance-sheet exposures; and the nature, scope, size,
scale, concentration, interconnectedness and mix of activities. The FSOC will develop a
combination of qualitative and quantitative measures of potential risks to U.S. financial
stability posed by an individual nonbank institution. Once these measures are agreed
upon, the FSOC may need to request data or information that is not currently collected or

otherwise available in public filings.

Recognizing the need for accurate, clear, and high quality information, Congress
granted the FSOC the authority to gather and review financial data and reports from

nonbank financial companies and bank holding companties, and if appropriate, request
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that the Federal Reserve conduct an exam of the company for purposes of making a
systemic designation. By collecting information in advance of a designation, the FSOC
can be much more judicious in determining which firms it designates as SIFIs. This will
minimize both the threat of an unexpected systemic failure and the number of firms that

will be subject to additional regulatory requirements under Title I of the Act.

Last October, the FSOC issued an Advance Notice of Proposed Rulemaking
regarding the criteria that should inform the FSOC’s designation of nonbank financial
companies. The FSOC received approximately 50 comments from industry trade
associations, individual firms, and individuals. On January 26, 2011, the FSOC issued a
Notice of Proposed Rulemaking describing the criteria that will inform the FSOC’s
designation of nonbank financial companies and the processes and procedures established

under the Dodd-Frank Act.

The comment period closed on February 25, 2011, and the FSOC received 43
comments. Many commenters requested that specific metrics be made available for

public comment and included in the text of the rule.

The FSOC is committed to adopting a final rule as expeditiously as possible, with
the first designations to occur shortly thereafter. The FDIC believes the final rule should

be more descriptive as to the metrics that the Council will be considering.



109
Conclusion
The FDIC belicves that the FSOC members are committed to the success of the
Council, and we have been impressed with the quality of staff work in preparation for the
meetings as well as the rigor and candor of the discussions. We also believe that the
FSOC has provided a useful means for agencies to jointly write rules required by the
Dodd-Frank Act and to seek input from other agencies on independent rules. The FDIC

strongly supports the FSOC’s collective approach to identifying and responding to risks.

The FSOC is an important new tool for financial regulators to close supervisory
gaps and to maintain financial stability by identifying and dealing with risks before they
pose a serious threat to the financial system. The FDIC is actively involved in many
aspects of the FSOC, but is particularly focused with ending the chaos and costs
associated with “Too Big to Fail.” Working within the FSOC framework, the FDIC
intends to expeditiously complete rulemakings and exercise its new authorities related to
orderly liquidation authority and resolution plans so market participants will know the
rules, and so that as stewards of the financial system, we will prevent a repeat of the

recent financial crisis.

Thank you again for the opportunity to testify and I would be pleased to answer

any questions.
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U.S. House of Representatives Committee on Financial Services
Subcommittee on Oversight and Investigations
“Oversight of the Financial Stability Oversight Council”
April 14, 2011

Responses to Questions for the Record of Robert W. Cook, Director of Division of Trading
and Markets, Securities Exchange Commission

SEC-CFTC Coordination

During questioning, Chairman Gensler agreed that the proposed rules from CFTC and
SEC are currently not consistent with respect to a variety of significant Swap Execution
Facility requirements. Since the hearing what steps has the SEC taken to ensure
harmonization across SEF rulemakings, particularly with respect to avoiding inefficient
and detrimental effects to dually regulated products (for example, Credit Default
Swaps)?

Since enactment of the Dodd-Frank Act, SEC staff has engaged in regular discussions with
their counterparts at the CFTC about the various common statutory provisions applicable to
security-based swap execution facilities (SEFs) and our respective approaches to
implementing those provisions. In a number of areas, the two approaches are quite similar.
For example, both proposals include similar filing processes for rule changes and new
products. Some differences between the proposals, however, reflect ditferences between the
products regulated by the two agencies and the overall regulatory frameworks that they
administer.

The comment period for the SEC’s proposal relating to the registration and regulation of
SEFs has closed, and the SEC staff is reviewing commenters’ input on both the SEC and
CFTC proposals, including comments suggesting ways in which the proposed rules could be
further harmonized. For example, commenters identified the registration process as a topic
suitable for further harmonization, and so we are looking at ways in which the two agencies’
proposed processes can be brought closer together. In addition, SEC staff is particularly
mindful of the regulatory burdens that could be placed on those entities that will be dually
registered as SEFs with the SEC and CFTC. We will continue to work with our CFTC
counterparts to assess ways in which we can further harmonize our respective approaches,
streamline our rules and minimize the regulatory burdens for SEFs while accomplishing the
objectives of the Dodd-Frank Act.

Section 112 of Dodd-Frank lists FSOC duties including the requirement to “facilitate
information sharing and coordination among the member agencies and other Federal
and State agencies regarding domestic financial services policy development,
rulemaking, examinations, reporting requirements, and enforcement actions.” Given
this requirement could you explain why there are conflicts between SEC and CFTC
proposed rules on whistleblower protection and swap execution facilities just to name
two?
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Since enactment of the Dodd-Frank Act, SEC staff has engaged in regular discusstons with
their counterparts at the CFTC about various common statutory provisions in an effort to
minimize conflicts, even where such provisions do not require joint rulemaking.

Section 922 of the Dodd-Frank Act establishes the SEC’s whistleblower program, while
Section 748 establishes the whistleblower program for the CFTC. Although certain of the
provisions contained in Section 922 are similar to those set forth in Section 748, there are
material differences. For example, Section 922 (the SEC’s statutory provision) provides for
longer statutes of limitations, larger recoveries for victims of retaliation by doubling the back
pay due to a wrongfully terminated whistleblower, and a larger working whistleblower fund.
During the rulemaking process, SEC staff had several conversations with the CFTC staff in
order to share ideas and discuss potential implications of certain rule provisions for the
various stakeholders, including whistleblowers, entities and our respective agencies.
Ultimately, of course, the SEC and CFTC are separate agencies with different missions and
regulatory responsibilities. The SEC’s final rules reflect what the Commission considered
necessary to implement an effective whistleblower program in light of the particulars of
Section 922 and our agency’s mission.

Section 763 of the Dodd-Frank Act establishes the legal framework for the implementation
of the regulation of SEFs under SEC jurisdiction. Section 763 is very similar, but not
identical, to Section 733 relating to SEFs under the CFTC’s jurisdiction. SEC and CFTC
staff have engaged in regular discussions concerning the SEF-related provisions and our
respective approaches toward implementing them. In many cases, these discussions have led
to similar approaches being proposed, although there are some differences in the two
agencies’ proposed SEF rulemakings reflecting differences in the products the agencies
regulate and the overall regulatory framework they administer.

In connection with preparing final rules, SEC staff will continue working with CFTC staff to
develop as harmonized an approach to SEFs as practicable. However, in certain areas, the
Dodd-Frank Act’s application to security-based swaps may ultimately be different from its
application to the swaps that will be regulated by the CFTC, as the relevant commissions,
products, entities and markets themselves are different, and there also are practical
differences between how swaps and security-based swaps are traded. In light of these
circumstances, differing approaches to regulation of swaps and security-based swaps may be
warranted in some instances.

How has the FSOC materially improved coordination between the SEC and other
regulators as to rulemaking in your respective jurisdictions? In the absence of the
FSOC, would the SEC still coordinate with the CFTC on joint rulemakings and rules
addressing the same or similar financial products?

SEC staff has been working closely with CFTC staff both through FSOC and independently
on joint rulemakings and rules addressing the same or similar financial products. This
coordination has been ongoing. For example, in implementing Title VII of the Dodd-Frank
Act, SEC staff is meeting regularly, both formally and informally, with the staffs of the
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CFTC, Federal Reserve Board, and other financial regulators. In particular, SEC staff has
consulted and coordinated extensively with CFTC staff in the development of the proposed
derivatives rules. FSOC provides another valuable forum for facilitating such coordination
among representatives of all the financial regulators on a variety of topics, particularly
related to identifying risks, regulatory gaps and possible structural weaknesses in the
financial system.

Global Competitiveness

I

Is the SEC focused on achieving the consistency of new execution requirements for
swaps and over the counter derivatives in competing markets in non-U.S.
jurisdictions? Is the SEC concerned that more restrictive execution requirements will
drive execution overseas to the detriment of U.S. financial markets and away from the
supervision contemplated by the Dodd Frank Act?

The Dodd-Frank Act mandates that security-based swap transactions that are required to be
cleared through a clearing agency be executed on an exchange or a swap execution facility
(SEF), provided that an exchange or SEF makes the security-based swap available to trade.
A SEF is defined as a trading system or platform in which muitiple participants have the
ability to execute or trade security-based swaps by accepting bids and offers made by
multiple participants in the facility or system.

A number of foreign jurisdictions, but not all, are in the process of adopting derivatives
legislation and implementing regulations. Compared to the United States, these jurisdictions
are at much carlier stages of development in their efforts, particularly with respect to trading
requirements.

In addition to our consultation and coordination with the CFTC and other U.S. authorities in
writing SEF-related rules, we have been engaged in ongoing bilateral and multilateral
discussions with foreign regulators and have been speaking with many foreign and domestic
market participants in order to better understand what areas of derivatives regulation pose
arbitrage opportunities. We have solicited and welcome comments on our proposed
rulemakings regarding the potential impact they may have on the position of the U.S.
derivatives markets, especially comments that offer suggestions for mitigating regulatory
arbitrage opportunities while achieving the goals of Title VII of the Dodd-Frank Act.

While our ongoing development of execution rules gives us an opportunity to shape the
derivatives regulatory landscape, we also face challenges in negotiating with other countries’
regulators, as they have limited scope to commit to regulatory harmonization before their
legislative and regulatory frameworks have been established.

We will continue to work with our counterparts in other jurisdictions to foster the
development of common frameworks and coordinate regulatory efforts as much as possible
with a view to mitigating systemic risk and preventing regulatory arbitrage.

How will the SEC ensure that U.S. firms will have equal access to foreign capital
markets as foreign firms will have to U.S. markets?
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SEC staff is committed to working with our colleagues at the other financial regulators to
address 1ssues of international competitiveness in connection with the implementation of the
Dodd-Frank Act.

For example, many foreign jurisdictions, including the European Union, are in the process of
adopting derivatives legislation and implementing regulations, but are at much earlier stages
of development in their efforts than is the United States. While there are a range of views
internationally on the appropriate level of derivatives regulation, the SEC has been actively
engaged in ongoing bilateral and multilateral discussions with foreign regulators regarding
both the direction of international derivatives regulation generally as well as the SEC’s
efforts to implement Title VII's requirements.

Among other steps, the SEC, along with the CFTC, the United Kingdom Financial Services
Authority, and the Securities and Exchange Board of India, is co-chairing the International
Organization of Securities Commissions Task Force on OTC Derivatives Regulation (Task
Force). One of the primary goals of this Task Force is to work to develop consistent
international standards related to OTC derivatives regulation. In addition, on behalf of
10SCO, the SEC, along with the European Commission and an international organization of
central banks, co-chairs the Financial Stability Board’s OTC Derivatives Working Group
(FSB Working Group). The CFTC and Federal Reserve Board also are members of the FSB
Working Group.

These and other bilateral and multilateral efforts serve to keep the SEC informed about
emerging similarities or differences in potential approaches to derivatives regulation and
provide us with an opportunity to foster the development of common frameworks and
coordinate regulatory efforts with our counterparts in other jurisdictions as much as possible
with a view to mitigating systemic risk and preventing regulatory arbitrage.

To your knowledge, has any nation other than the United States adopted a rule like the
Volcker Rule? 1In its capacity as coordinator of the final rules that implement the
Volcker Rule, how will the Treasury, Secretary as Chairperson of the FSOC, ensure
that those rules de not place the United States at a competitive disadvantage?

To our knowledge, the United States is the only nation that has enacted a statutory provision
like the Volcker Rule. We understand, however, that in an April 2011 interim report, the UK
Independent Commission on Banking contemplated a measure that would “ring-fence™ a
bank's UK retail banking activities from wholesale and investment banking activities.
Although this approach would not impose the same restrictions as the Volcker Rule, the
report noted that the ring-fencing measure is intended to address many of the same concerns
as the Volcker Rule, such as curtailing “government guarantees and the instability they can
create by subsidizing risk taking.”™ The report states that the contemplated ring-fence would:

“help shield UK retail activities from risks arising elsewhere within the bank or wider
system, while preserving the possibility that they could be saved by the rest of the bank.
And in combination with higher capital standards it could curtail taxpayer exposure and
thereby sharpen commercial disciplines on risk taking.”
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The interim report notes that a Volcker Rule-like restriction would likely not have a
significant impact in the UK because the activities of dedicated proprietary trading units
within UK universal banks typically have represented a very small component of bank assets.

The FSOC study sought public comment as to the issue of global competiveness, and we
expect to seek extensive comment on the same as part of the rulemaking proposal we will
recommend to the Commission.

Has a cost-benefit analysis been performed on the impact on the capital markets due to
a potential loss of liquidity or efficiencies in providing liquidity if the Volcker Rule
sweeps too broadly and impedes legitimate market making and asset management
activity?

We have not yet proposed rules to implement the provisions of the Volcker Rule that all
within our authority. In recommending proposed rulemaking in this area, the staff will
consider and be informed by its estimation of the costs and benefits of the proposed rule.

The final rules that implement the Volcker Rule are due to be published this October.
Presumably, draft rules will be issued fairly shortly. Given this extremely tight timeline,
how has the Chairman of the FSOC, in its capacity as coordinator of the final rules that
implement the Volcker Rule, worked with your agency to ensure that public comments
are taken fully into account in the final rules?

The public’s views on the Volcker Rule have been — and continue to be — an important part
of the SEC staff’s dialogue with the staffs of the other FSOC agencies. In October 2010, in
conjunction with the FSOC study on the Volcker Rule, FSOC published in the Federal
Register a request for public comment on the Volcker Rule. FSOC received more than 8,000
comments in response, which the FSOC considered in its study. After the study was
published, we and other agencies have continued to welcome and consider public input on
the Volcker Rule. To that end, the Commission has an open comment file devoted to the
Volcker Rule, and we have considered comments that were submitted to that file. In
addition, SEC staff has had numerous in-person meetings with the public regarding the
Volcker Rule. As we work on the implementing rules, we will continue to take public views
on the Volcker Rule into account.

Is there potential for the Volcker provisions in Section 619 to cause less regulated,
“shadow banking system” participants te become primary providers of market
liquidity? Is the SEC prepared to address this as a potential market or systemic risk if
significant liquidity in U.S. markets is diverted cither to less regulated entities or to
non-U.S. markets?

SEC staff does not expect the Volcker Rule to cause so-called “shadow banking participants”
to become the primary providers of market liquidity. As the FSOC study recognized, the
Volcker Rule provides for permitted activities that aim to ensure that the economy and
consumers continue to benetfit from robust and liquid capital markets and financial
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intermediation. According to the FSOC study, the permitted activities represent “core
banking functions,” such as market making. asset management, underwriting, and
transactions in government securities.

At the same time, because the purpose of the Volcker Rule is generally to prohibit banking
entities from engaging in more speculative proprietary trading and investing in or sponsoring
hedge funds and private equity funds, certain such activities will likely move to other entities
not covered by the Volcker Rule. However, because such entities would not have access to
benefits from federal insurance on customer deposits or access to the discount window,
trading by these entities may not implicate the systemic risks that the Volcker Rule was
intended to address.
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Questions for the Record
Oversight and Investigations Subcommittee Hearing on
“Oversight of the Financial Stability Oversight Council”
April 14, 2011

Gary Gensler, Chairman, Commodity Futures Trading Commission (CFTC)
Public Debt

1. Is the public debt of the United States a risk that merits evaluation in the annual report
to Congress of the Financial Stability Oversight Council? Please explain why or why not
you maintain this position.

Response: T concurred in the FSOC’s finding that the nation’s growing public debt is on
an unsustainable path, and that a credible plan is required to change its course.

CFTC-SEC Coordination

1. Has Secretary Geithner, Chairman of the Financial Stability Oversight Council, played
a role in helping the CFTC coordinate with other regulators on joint rulemakings or
rulemakings covering similar subject areas?

Response: The CFTC’s Dodd-Frank Act staff rulemaking teams and the Commissioners
are all working closely with fellow regulators and officials at the Department of the
Treasury. CFTC staff have had more than 600 meetings with their counterparts at other
agencies and have hosted numerous public roundtables with staff from other regulators to
benefit from the open exchange of ideas. The teams’ coordination includes sharing memos,
term sheets and draft work product. The close working relationships have benefited the
rulemaking process. Commission staff will continue to engage with their colleagues at the
other agencies as we proceed to develop and consider final rules.

2. During questioning, you agreed that the proposed rules from CFTC and SEC are not
consistent with respect to a variety of significant Swap Execution Facility requirements.
Since the hearing what steps has the CFTC taken to ensure harmonization across SEF
rulemakings, particularly with respect to avoiding inefficient and detrimental effects to
dually regulated products (for example, Credit Default Swaps)?

Response: CFTC and SEC staff involved in the Swap Execution Facility and Securities-
Based Swap Execution Facility rulemakings have worked closely together throughout the
process of implementation. The initial comment period on the CFTC proposed rule closed
on March 8,2011. After substantially completing the proposed rule phase of Dodd-Frank
Act implementation, the Commission re-opened or extended many comment periods. In
the case of the SEF rulemaking, the public was given 30 additional days te submit
comments, having seen the entire mosaic of proposed rules. The CFTC benefits from
review of public comments submitted in response to the rulemakings of both agencies. The
two agencies will continue to collaborate.
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Global competitiveness

1. Swaps are traded on an international basis and customers have the choice to transact in
the jurisdiction offering the best terms for swap execution. What can you tell us about
the coordination that you are having with the SEC and foreign regulators to ensure
there is a level playing field for swaps transactions among well-regulated markets? Is
there a concern that transactions will migrate to foreign markets that operate under a
more favorable regulatory environment?

Response: The CFTC’s Dodd-Frank staff rulemaking teams and the Commissioners are
all working closely with the SEC and all fellow regulators. CFTC staff have held more
than 600 meetings with their counterparts at other agencies and have hosted numerous
public roundtables with staff from other regulators to benefit from the open exchange of
ideas. Commission staff will continue to engage with their colleagues at the SEC and other
agencies as we proceed to develop and consider final rules and ensure harmonization
ameong agencies. Our international counterparts also are working to implement needed
reform. We are actively consulting and coordinating with international regulators to
promote robust and consistent standards and to attempt to avoid conflicting requirements
in swaps oversight. Section 722(d) of the Dodd-Frank Act states that the provisions of the
Act relating to swaps shall not apply to activities outside the United States unless those
activities have “a direct and significant connection with activities in, or effect on,
commerce” of the United States. We are developing a plan for application of 722(d) and
are hoping to seek public input this fall. The Commission will continue to coordinate
closely with the SEC and fellow regulators at home and abroad.

2. Is derivatives regulation converging upon a single, global standard? Are Hong Kong,
Singapore, the European Union and the United Kingdom pursuing derivatives
regulation similar in content and scope to Title VII of the Dodd-Frank Act?

Response: Regulators across the globe continue to work together towards achieving
common goals including the G-20 agreement of September 2009 that: all standardized
OTC derivative contracts should be traded on exchanges or electronic trading platforms,
where appropriate, and cleared through central counterparties by the end of 2012 af the
latest. OTC derivative contracts should be reported to trade repositories. And non-
centrally cleared contracts should be subject to higher capital requirements.

Japan is now working to implement its reforms. In September of last year, the European
Commission released its swaps proposal. The European Council and the European
Parliament are now finalizing the legislation. Asian nations, as well as Canada, also are
working on their reform packages.
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The swaps market is global and interconnected, which makes it imperative that the United
States consult and coordinate with foreign authorities. The Commission is actively
communicating internationally to promote robust and consistent standards and avoid
conflicting requirements, wherever possible. The Commission participates in numerous
international working groups regarding swaps, including the International Organization of
Securities Commissions Task Force on OTC Derivatives, which the CFTC co-chairs. The
CFTC, SEC, European Commission and European Securities Market Authority are
intensifying discussions through a technical working group. The Commission also has
developed a bilateral dialogue on OTC derivatives with other jurisdictions including Hong
Kong, Singapore, Japan, and Canada. Discussions have focused on the details of the rules,
including mandatory clearing, trading, reporting and regulation of derivatives market
intermediaries. This collaboration is intended to bring consistency to oversight of the
swaps markets.

3. To what extent has coordination with international regulators led to substantive
changes in either CFTC regulations or regulations issued by foreign financial services
regulators? Can the CFTC identify these rules?

Response: As we do with domestic regulators, we are sharing many of our memos, term
sheets and draft work product with international regulators. We have been consulting
directly and sharing documentation with the European Commissien, the European Central
Bank, the UK Financial Services Authority, the European Securities and Markets
Authority, the Japanese Financial Services authority and regulaters in Canada, France,
Germany and Switzerland. The Commission’s rulemaking process has benefitted greatly
from the feedback of foreign authorities. Ongoing consultation has contributed in
particular to efforts on rulemakings regarding designated clearing organization core
principles, systemically important designated clearing organizations, registration
requirements for foreign boards of trade, and data recordkeeping and reporting rules.

Cost-Benefit Analysis

1. The Dodd Frank Act imposes a regulatory structure for certain over-the-counter
derivatives contracts. Considering the very tight rulemaking time frames, have you
been able to include meaningful compliance cost analysis as you develop these
regulations? For instance, does your analysis consider all the costs associated with
these regulations, not just the immediate costs of compliance? For many asset classes,
the initial start up costs will be significant. Will the implementation schedule include
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adequate time for firms to develop the necessary infrastructure to comply with these
new requirements?

Response: The Commission takes very seriously the consideration of costs and benefits of
the rules it considers under the Dodd-Frank Act as required under section 15(a) of the
Commodity Exchange Act. The economic costs and benefits associated with regulations,
especially as they pertain to commenters’ concerns, are of utmost importance in the
Commission’s deliberation and determination of final rules.

As noted in the guidance for cost-benefit considerations for final rules memorandum to
rulemaking teams from the Chief Economist and General Counsel dated May 13, 2011, the
rulemakings will invelve quantified costs and benefits to the extent it is reasonably feasible
and appropriate. For rules that do net have quantifiable costs, the Commission seeks to
explain why such costs are not quantifiable and to explain the reasoning and sapportive
explanation of its predictive judgments using qualitative measures.

The Commission further recognizes the significance of meaningful issues raised by
commenters regarding costs or benefits and takes those comments seriously as it is working
on final rules. For those comments which persuade the Commission to modify its propesed
rule, the Commission seeks to explain why the proposed alternative more effectively
furthers the goals of the statute in light of the section 15(a) factors, not only in the cost-
benefit section but throughout the rule’s preamble. In contrast, for these comments which
do not persuade the Commission to modify its proposed rule, the Commission seeks to
explain its adeption of the proposed rule as the most effective means to further the goals of
the statute in light of section 15(a). The Commission seriously considers commenters’
concerns regarding costs or benefits and evaluates the alternatives presented.

Through the Commission’s rulemaking process and its cost-benefit considerations, the
agency is committed fo enhancing market transparency, which will improve the integrity of
the derivatives market without imposing unwarranted costs on the marketplace or
financial system.

The Dodd-Frank Act provides the Commission with ample flexibility to phase in
implementation of requirements. The CFTC and SEC staff held roundtables on May 2 and
3,2011, on this issue and have solicited comments from the public regarding such concerns.
This important input informs the final rulemaking process.

We’ve also reached out breadly on what we call “phasing of implementation,” which is the
timeline for rules to take effect for various market participants. This is critically
important so that market participants can take the time now to plan for new oversight of
this industry.
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On September 8, the Commission approved two propoesed rulemakings seeking additional
public comment on the implementation phasing of swap transaction compliance that will
affect the broad array of market participants. The proposed rulemakings provide the
public an opportunity to comment on compliance schedules applying to core areas of Dodd-
Frank reform. One proposal would provide greater clarity to market participants
regarding the timeframe for bringing their swap transactions into compliance with the
clearing and trade execution requirements. The second proposal approved on September 8
would provide greater clarity to swap dealers and major swap participants regarding the
timeframe for bringing their swap transactions into compliance with new documentation
and margin rules. These proposed rules are intended to make the market more open and
transparent while giving market participants adequate time to comply. Their purpose is to
help facilitate an orderly transition to a new regulatory environment for swaps.

1o

President Obama issued an executive order in January requiring federal agencies to
conduct more rigorous cost-benefit analyses before adopting new rules. The order
specifically states that agencies “should propose or adopt a regulation only upon a
reasoned determination that its benefits justify its cost and to take into account benefits
and costs, both guantitative and qualitative.” The order also mandated agencies conduct
a retrospective inquiry on all significant rulemakings adopted in the past 120 days to
find ways to streamline existing regulations. In February, Cass Sunstein, Director of
the OMB Office of Information and Regulatory Affairs, issued guidance asking
independent agencies to comply with the executive order. Does the CFTC intend to
comply with President Obama’s executive order?

Response: The CFTC’s practices are consistent with the executive order’s principles. The
CFTC conducts cost-benefit analyses in its rulemakings as prescribed by Congress in Sec.
15(a) of the CEA. The statute includes particularized factors to inform cost-benefit
analyses that are specific to the markets regulated by the CFTC. Thus, we will continue to
fulfill the CEA’s statutory requirements.

The Commission has benefited from public comments relating to the costs and benefits of
proposed rules. To further facilitate this process, the Cemmission approved reopening or
extending the comment periods for most of our Dodd-Frank proposed rules for an
additional 30 days through June 3, 2011. Commissioners and staff have met extensively
with market participants and other interested members of the public about our
rulemakings. CFTC staff hested a number of public roundtables so that rules could be
proposed in line with industry practices, minimizing compliance costs while fulfilling the
Dodd-Frank Act’s statutory requirements. Information about each of these meetings, as
well as full transcripts of the roundtables, is available on the CFT(C’s website.
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Jeffrey A. Goldstein, Under Secretary for Domestic Finance, Treasury
Department

Public Debt

1.

Is the public debt of the United States a risk that merits evaluation in the
annual report to Congress of the Financial Stability Oversight Council? Please
explain why or why not you maintain this position.

The U.S. fiscal situation is of critical concern to all members of the FSOC. The
FSOC is charged with identifving, analyzing, and monitoring vulnerabilities in
the financial system and emerging threats to maintaining stability. In preparing
the FSOC’s annual report, the FSOC and staff of the FSOC member agencies
have considered a broad range of significant financial market developments and
potential emerging threats to financial stability, including broader sovereign
fiscal conditions. In particular, the U.S. fiscal situation will continue to be a
focus of the FSOC member agencies as we monitor the financial system and
prepare the annual report for release.

Section 113 Designations

1.

How will the Council consult with home country supervisors of foreign nonbank
financial companies being considered for enhanced supervision by the Federal
Reserve? Has there been an open dialogue with foreign supervisors leading up to
the designation of systemically important financial institutions?

The FSOC and its members are working closely with other jurisdictions and
international authorities to ensure consistent regulation and a level playing field
for financial companies. The FSOC and its member agencies are working with
the Financial Stability Board (FSB), the Basel Committee on Bank Superuvision
(BCBS), and relevant national authorities to develop both domestic and
international heightened prudential standards. We will be consistent with our
obligations under Dodd-Frank while striving to maintain a level playing field for
U.S. firms.

. Section 165 of the Dodd-Frank Act automatically subjects bank holding

companies with at least $50 billion in assets to heightened prudential standards;
that section also provides that these heightened standards must “increase in
stringency” based on the risk profile of the individual bank holding company. In
other words, the nature and degree of heightened supervision are supposed to be
tailored to the actual risk presented by the bank holding company. What are the
Treasury, FSOC, and the banking agencies doing to ensure that regulation
under Section 1685 will, in fact, be (i) graduated and tailored to actual risk and

1
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(i1) coordinated with proposals from other regulatory authorities regarding the
regulation of systemically important firms?

The FSOC is working with the Federal Reserve to develop a framework that
adequately assesses the risk profile of bank holding companies and to set
appropriate heightened prudential standards in accordance with those risks. The
Council recognizes that heightened prudential standards should reflect different
firms’ risk profiles. The Council in its recommendations and the Federal Reserve
Board, in the standards that it sets, may differentiate on either an individual or
category-wide basis, taking into consideration capital structure, riskiness,
complexity, financial activities, size, and other risk-related factors that the
Counctl deems appropriate. The Council is working closely with its all of its
member agencies, including the prudential regulators, throughout this process to
coordinate activities.

At its June 25th meeting, the Group of Governors and Heads of Supervision
(GHOS) agreed on a consultative document setting out measures for global
systemically important banks. On July 18, the FSB Plenary will review and
approve the consultative document, which will be released publicly at the end of
July. Final recommendations are due to G-20 ministers in October and only at
that time might the names of firms required to meet the surcharge be made
public.

The GHOS press release included disclosure about the range of surcharges (1
percent to 2.5 percent), the composttion (common equity only), transition period
(2016 — end 2018) and methodology (5 broad categories). It did not provide
disclosure about the scope or identity of firms subject to the surcharge.

The Federal Reserve, working with the FSOC and its member agencies, will
implement the heightened prudential standards under Dodd-Frank in a manner
consistent with the surcharges developed by the BCBS.

FSOC and Coordination

1. If the Chairperson of FSOC, Secretary Geithner, is a non-executive chair, what
value does the FSOC regulatory structure add to promoting the consistency of
rulemakings among agencies? How is FSOC’s role materially different from the
President’s Economic Group or ordinary interagency coordination?

Dodd-Frank gives the FSOC a statutory mandate to facilitate information
sharing and coordinate domestic financial services policy, rulemaking,
examinations, reporting requirements, and enforcement actions across agencies
and creates joint accountability for the strength of the financial system. Already,
the member agencies have worked through the FSOC to develop an integrated

2
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roadmap for Dodd-Frank implementation, to coordinate an unprecedented six-
agency proposal on risk retention, and to develop unanimous support for
recommendations on implementing the Volcker Rule.

The FSOC’s institutional structure also helps facilitate interagency coordination.
In addition to regular FSOC meetings, the deputies and other FSOC standing
committees regularly meet to promote collaboration and coordination among
member agencies. As Chair of the FSOC, the Secretary of the Treasury will
continue to make it a top priority that the work of the regulators is well-
coordinated.

. With respect to Title VII of Dodd-Frank, the CFTC and the SEC are proposing
vastly different rules for some of the exact same products. Is it not the FSOC’s
role to ensure coordination? Do you lack authorization to ensure coordination?
Should Congress provide it?

Given the importance of Dodd-Frank implementation, independent regulators
will have different views on complicated issues. Working through differences is
an important part of getting the substance right. The SEC and CFTC are
independent regulators who are working diligently to implement rules for much
needed regulation of over the counter derivatives markets. They have engaged the
public jointly through a series of roundtable discussions and continue to work
together to reconcile differences in approach. As Chair of the FSOC, the Secretary
of the Treasury will continue to make it a top priority that the work of the
regulators is well-coordinated.

. The Federal banking agencies, the CFTC and the SEC all have responsibility for
issuing their own rules to implement the Volcker Rule. How will the Treasury,
as Chairperson of the FSOC, ensure that there are no unnecessary differences
across the rules of the various regulators?

Since the issuance of the FSOC’s study on the Volcker Rule in January 2011, the
Treasury Department has been working hard to fulfill the statutory mandate to
coordinate the regulations issued under the Volcker Rule. To meet this
obligation, Treasury staff has hosted meetings twice a week with the four federal
banking agencies and the SEC and CFTC. These meetings have served as
constructive forums for the agencies to deliberate on key aspects of the rules and
ensure that the final regulations are comparable and provide for consistent
application and tmplementation, to the extent possible.

. As you know, the Dodd-Frank Act mandated that the SEC study and promulgate
rules to harmonize the duty of care for financial professionals providing advice to
retail customers. Unfortunately, the Department of Labor has also issued a
proposed rulemaking to change the rules governing when a person providing

3
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investment advice becomes a fiduciary under the Employee Retirement Income
Security Act of 1974 (“ERISA”). Due to the apparent lack of coordination, the
result could be an inconsistent and possibly conflicting approach implemented by
the SEC and the Labor Department. Furthermore, the new business conduct
standards proposed by the CFTC could result in swap participants violating
ERISA when they enter into swaps with retirement plans. What is the FSOC
planning to do about this inconsistency? Will it use its authority to prevent
conflicting standards from disrupting the marketplace?

The FSOC’s authority is to coordinate across agencies and bring joint
accountability for ensuring the stability of the financial system. As Chair of the
FSOC, the Secretary of the Treasury will continue to make it a top priority that
the work of the regulators is well-coordinated. To date, the Administration,
including the Treasury Department, the DOL, and the SEC, are working to
ensure that the policy initiatives you describe, if adopted, are consistent and not
unduly burdensome. Currently, DOL’s initiative is in the form of a notice of
proposed rulemaking, and the final rule may differ from the version as proposed.

The SEC’s initiative is in the form of a staff study that was required by the Dodd-
Frank Act. The study recommends that the Commission consider rulemaking,
but the Commission has not issued a rule proposal. If the Commission does issue
a rule proposal, there will be an opportunity for public comment. As noted in the
SEC siudy, the protections provided to benefit plans, participants, and retirees
under ERISA have historically been different from the fiduciary protections
prouvided to investors under the U.S. securities laws.

Further, in an open letter dated April 28, 2011 from DOL to the CFTC, DOL
advised that it believes its proposed rule does not conflict with the CFTC’s new
business conduct standards. The letter states: “In DOL’s view, a swap dealer or
major swap participant that is acting as a plan’s counterparty in an arm’s length
bilateral transaction with a plan represented by a knowledgeable independent
fiduciary would not fatl to meet the terms of the counterparty exception solely
because it complied with the business conduct standards set forth in the CFTC’s
proposed regulation.”

FSOC and Global Competitiveness

1. It is critical for the continued competiveness of the U.S. markets that regulatory
arbitrage does not develop among markets in Europe and Asia over U.S.
markets. Will the Secretary of the Treasury, as Chair of FSOC, commit to
ensure that the timing of the finalization and implementation of rulemaking
under Dodd-Frank does not impair the competitiveness of U.S. markets? Can
you give any examples to date?
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The Department of the Treasury strives to ensure a level playing field
internationally and discusses market access barriers in its regular dialogues with
foreign counterparts. The Department of the Treasury works closely with foreign
finance ministers and regulators as well as international fora, such as the
Financial Stability Board, the International Organization of Securities
Commuassions, and the Basel Committee on Banking Superuvision, to closely
coordinate in developing comparable rules and ensure that the regulatory
frameworks promote the competitiveness of U.S. firms. Of course, Dodd-Frank
mandates that we simultaneously address the gaps and weaknesses in regulation
that allowed the recent financial crisis to occur.

. How will FSOC ensure that U.S. firms will have equal access to foreign capital
markets as foreign firms will have to U.S. markets?

The Secretary of the Treasury, as the Chair of the FSOC, strives to ensure a level
playing field among markets and discusses barriers to access in regular dialogues
with foreign counterparts. We have worked to reflect the fundamental principles
underlying the Dodd-Frank Act in G-20 and Financial Stability Board (FSB)
recommendations, as well as implementation by national authorities in the
legislation and regulations of major financial jurisdictions. We have intensified
international coordination to help ensure that efforts to promote safety and
soundness in one major financial jurisdiction are not undermined by another,
that globally active institutions are overseen by globally coordinated authorities,
and that the playing field is level. Currently, we are working closely with our
counterparts around the globe, including through bilateral financial dialogues
with the European Commuission, Japan, China, India, Singapore, and Canada.

While we hope that other countries will follow our example — and we will continue
working to ensure that they do — ultimately we are undertaking financial
regulatory reform because it will result in financial markets that are stronger,
more resilient, and more competitive. Better regulation will not drive
participants away; to the contrary, stronger, safer U.S. markets will attract
participants.

. To your knowledge, has any nation other than the United States adopted a rule
like the Volcker Rule? In its capacity as coordinator of the final rules that
implement the Volcker Rule, how will the Treasury Secretary, as Chairperson of
the FSOC, ensure that those rules do not place the United States at a
competitive disadvantage?

A number of other countries are considering instituting wide-ranging reforms; for
instance, Britain’s Independent Commission on Banking, the “Vickers
Commussion,” recommends an alternative to a general prohibition on proprietary
trading that they judge to be more appropriate for the British banking system.

5
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Other countries may take different approaches to constrain excessive risk taking
by their banking institutions, appropriate to the particulars of their own
institutional structures. Additionally, a number of Asian countries have clear
distinctions between commercial banking and investment banking.

The Department of the Treasury and the rulemaking agencies are continuing to
consider the competitive implications of the Volcker Rule and working to ensure a
level playing field internationally. The Treasury Department has worked
diligently to fulfill its statutorily defined role as coordinator in the rulemaking
process so that issues like these are appropriately considered and discussed by the
rulemaking agencies.

. Is there potential for the Volcker provisions in Section 619 to cause less
regulated, “shadow banking system” participants to become primary providers of
market liquidity? Are the FSOC or the agencies prepared to address this as a
potential market or systemic rigk if significant liquidity in U.S. markets is
diverted either to less regulated entities or to non-U.S. markets?

In January 2011, the FSOC published a study on the Volcker Rule that found
that the rule’s implementation should strengthen American banking entities, as
they would no longer be engaged in certain non-core activities that are not related
to serving customers. Consistent with the study, the rulemaking agencies are
working to ensure that permitted activities, such as market-making and other
mportant forms of financial intermediation, are protected in the implementation
of the statute. Protecting these vital activities is necessary to support liquidity in
markets and a strong, competitive economy. The FSOC study considered ways to
design a regulatory framework that will effectively enforce the statute while
protecting well-functioning markets and reducing regulatory burden and cost.

The clearly identifiable proprietary trading that banking entities engaged in prior
to enactment of the Volcker Rule was small relative to their market-making
operations and provided a relatively nominal amount of liquidity to the markets.
Prohibiting this impermissible activity should not prevent banking entities from
engaging in important customer driven, market-making activity.

FSOC member agencies believe that the provision of liquidity to the system is an
tmportant function to safeguard. To support the FSOC’s role in monitoring,
identifying and analyzing risk, agencies will employ a number of new tools
prouvided by Dodd-Frank that promote greater transparency for the market-
making function including data repositories for all dertvatives transactions and
private fund registration and reporting.
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5.

6.

Section 619 of Dodd-Frank establishes a 10% concentration limit for U.S. firms
and foreign firms with U.S. operations. When calculating total liabilities,
foreign firms are only required to include U.S. operations while U.S. firms must
include total global liabilities. How will the FSOC address this disparate
treatment of U.S. firms?

The concentration limit, as enacted in Dodd-Frank, treats acquisitions by U.S-
based firms and foreign-based firms differently. The statutory concentration
limit applies to the global consolidated liabilities of U.S. financial companies but
only io the liabilities of the U.S. operations of foreign firms. As a resull, a large,
globally active U.S. financial company could be prevented from making any
material acquisitions (U.S. or foreign), but a large foreign financial company
with a relatively small U.S. presence may be able to acquire a U.S. or foreign
financial company, because only the U.S. liabilities of the resulting company
would be subject to the concentration limit.

In addition, depending on the extent of its U.S. operations, the foreign-based
company might be able to continue to acquire U.S. financial companies without
running afoul of the concentration limit because, unlike a U.S.-based firm, the
foreign operations of the foreign-based company are excluded from the
concentration limit formula. QOver time, this disparity could increase the degree
to which the largest firms operating in the U.S. financial sector are foreign-based.

Further consideration and review of this issue is warranted, and the FSOC
recommended in its January 2011 study on concentration limits that the Federal
Reserve continue to monitor and report on these competitive dynamics. If the
EFSOC determines that there are any significant negative effects, the FSOC will
then issue a recommendation to Congress to address adverse competitive
dynamics.

As you know, Dodd-Frank directs the Federal Reserve to impose “more
stringent” prudential standards with respect to systemically important bank
holding companies and designated nonbank financial companies. Similarly, the
Financial Stability Board and the Basel Committee have proposed that global
systemically important financial institutions be subject to heightened
requirements above and beyond those imposed on other firms. What work has
the Treasury Secretary done to ensure that the heightened standards imposed
under Basel IIT are developed and implemented in a manner that is consistent
with those imposed under Dodd-Frank? How will the Treasury Department
ensure harmonization of these regulatory regimes and avoid any potential
damage to the competitiveness of U.S. firms vis-a-vis foreign firms?

The FSOC and its members are working closely with other jurisdictions and
international authorities to ensure consistent regulation and a level playing field

7
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for financial companies. The FSOC and its member agencies are working with
the Financial Stability Board (FSB), the Basel Committee on Bank Supervision
(BCBS), and relevant national authorities to develop both domestic and
international prudential standards. There are ongoing discussions in the FSB
and the BCBS to develop methodologies to determine globally systemically
important banks (G-SIBs). The United States—through the Treasury
Department, the U.S. banking regulatory agencies, and the Securities and
Exchange Commisston—participates in these discussions. This summer, the
BCBS is scheduled to release for public consultation a recommended methodology
for identifying G-SIBs. Following public consullations, in the fall of 2011, the
FSB will make its recommendations to the G-20 leaders on systemically
important financial institutions.

FSOC and Insurance Expertise

1. One key position on the Council remains unfilled: a voting member who has
insurance expertise. When will this vacancy be filled? Is it appropriate to
proceed with Section 113 designations without the benefit of the input of all
voting and nonvoting members?

Congress created FSOC to identify and address systemic risk to US financial
stability. One of the tools provided by Congress is designation for heightened
supervision by the Federal Reserve under Section 113 of the Dodd-Frank Act.
This is intended to ensure that those financial companies whose failure could
pose a risk to US financial stability are subject to heightened capital
requirements and prudential supervision. Such nonbank financial companies
may include insurance companies.

On June 27, 2011, the President nominated Mr. Roy Woodall as the independent
member of the FSOC. Mr. Woodall brings extensive experience and insurance
expertise to the FSOC. He served as the Senior Insurance Policy Analyst at the
Department of the Treasury from 2002 to 2011, and has served as President of the
National Association of Life Companies and former Commissioner of Insurance
for the Commonuwealth of Kentucky over the span of his distinguished career.

The FSOC also benefits from the service of Mr. John Huff, the Director of the
Missourt Department of Insurance, Financial Institutions and Professional
Registration, who was selected as a member by the state insurance
commissioners. Mr. Huff offers a breadth of knowledge and the important
perspective of the primary functional insurance regulators.

Secretary Geithner has appointed Mr. Michael McRaith as the director of the
Federal Insurance Office. Prior to assuming this position, Mr. McRaith was the
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director of the Illinois Department of Insurance. He brings significant experience
and judgment to the FIO and to the FSOC as a non-voting member.

The FSOC is progressing in a prudent and informed way in all decision making,
and is relying on the considerable expertise among its members Lo ensure that it
benefits from a wide variety of views.

. Director John Huff sent a letter to Treasury Secretary Geithner dated February
9, 2011 discussing his frustrations with his ability to meaningfully participate in
FSOC’s work. Director Huff also made a request for additional resources for
staffing that would be at no additional cost to the taxpayers. Undersecretary
Goldstein, what steps has the FSOC taken since the hearing to allow John Huff,
a nonvoting FSOC member with insurance expertise, to utilize resources
provided by the National Association of Insurance Commissioners (NAIC) staff?

We share your interest in ensuring that all FSOC members can partictpate fully
in the work of the FSOC. The Dodd-Frank Act gives FSOC members, including
the state bank, securities, and insurance regulator members, the flexibility to lean
on the resources avatlable in their own agency. For Mr. Huff, this would include
the staff of the Missouri Department of Insurance, Financial Institutions and
Professional Registration.

In addition to his own departmental staff, Mr. Huff has asked for additional
resources. To accommodate his needs, additional staff are now supporting Mr.
Huff in his work on the Council, and they are subject to the Council’s
confidentiality agreements. The FSOC has endeavored to balance Mr. Huff’s
requests for support with the need to maintain adequate confidentiality
protections given the sensitive nature of the FSOC’s work and its access to
confidential supervisory information.

The statute requires that all members (and member agencies) maintain the
confidentiality of FSOC data, information and reports. Mr. Huff, as a member of
the Council, is a party to FSOC’s informaltion sharing protocol. Beyond those
restrictions which apply to all members, Mr. Huff is free to consult with
whomever he chooses to make informed decisions, including other state insurance
regulators or staff of their association.
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John Huff, Director, Missouri Department of Insurance, Financial Institutions,
and Professional Registration (designated state insurance commissioner)

1. Director Huff, at the hearing Treasury Undersecretary Jeffrey Goldstein stated, “We
will continue to work with Mr. Huff to make sure that he has appropriate support.”
Since the hearing what has the Treasury done to ensure that you are permitted to
receive assistance from both individual state insurance commissioners and the National
Association of Insurance Commissioners (NAIC)? Since the hearing, the Department of
the Treasury has announced the creation of a Federal Advisory Committee on
Insurance. Will this Committee change or improve the conditions under which you
provide your FSOC duties?

e At this point, I am still unable to consult with my fellow insurance regulators
regarding confidential regulatory matters relating to insurance that are
discussed in FSOC proceedings or in its various committees. With respect to the
Federal Advisory Committee on Insurance, my understanding is that it is an
advisory committee to the Federal Insurance Office on insurance issues. It has
no relevance to my ability to represent my fellow regulators on FSOC. While 1
would defer to the Treasury Department regarding the specifics of this
committee, to my knowledge, members of that panel will not have access to any
confidential information or discussions occurring at FSOC relating to insurance,
as the group will reportedly include industry and consumer participants.

2. There is no voting member on FSOC with insurance expertise and one of the non-voting
members with insurance expertise, the Director of the Federal Insurance Office, was
just nominated in March. Do you believe the Council should delay publication of the
final rule on systemically significant designation until after all the Council’s vacancies
are filled and the new members have had an opportunity to provide their valuable
insights and input on that rule?

e I believe it behooves the FSOC to have the benefit of the expertise of all of its
members before making decisions on designation criteria and ultimately,
designations.

3. Director Huff, your fellow state regulators are involved in international efforts to
develop approaches to determine whether specific insurers are globally systemically
important. However currently, you are prevented from consulting with your fellow state
regulators on the domestic work you are conducting in this arena through FSOC. Are
you concerned that there may be inconsistent approaches to systemic risk being
developed at home and abroad?

* Aslindicated in my testimony, the NAIC and the state regulators are heavily
involved in the International Association of Insurance Supervisors (the international
standard setting body for insurance regulators), which, is developing initial
approaches for evaluating and determining global systemically important insurers at
the request of the Financial Stability Board (FSB). As indicated in your question,
while regulators are able to consult with each other on these international efforts, I
cannot consult with my fellow regulators regarding confidential discussions taking
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place at FSOC relating to the process for designation of SIFI"s. With that said, my
fellow state regalators and | are doing the best we can despite the restrictions.



132

Questions for The Honorable J. Nellie Liang, Director, Office of Financial Stabilitv Policy
and Research, Board of Governors of the Federal Reserve System, from Chairman

Neugebauer:

Federal Reserve and Section 113 Determinations

1. In a recent speech, Federal Reserve Board Governor Daniel Tarullo said that the list of
nonbank financial companies that would be deemed systemically significant will be short,
and that the standard for designation set by Congress “should be quite high.” Do you
agree with this position? What is the danger of including many firms in the systemically
significant category?

I believe that the FSOC should designate any nonbank financial company whose material
financial distress or failure would pose a serious threat to financial stability. Whether a firm
meets this standard inevitably involves a judgment on how its distress would be transmitted to
the broader financial system and real economy. The FSOC is still developing its analytical
framework and proposed rule for the designation process, and so it is too soon to know how
many nonbank financial firms the FSOC will designate as systemically important. Firms that are
designated will be subject to enhanced prudential standards, such as capital, leverage, and
liquidity, and supervision by the Federal Reserve. Imposing new standards on firms that do not
pose a systemic risk could require firms to adjust their business practices and raise costs
unnecessarily, which would restrict credit and other financial intermediation services. In
addition, designating firms that do not pose a systemic risk would stretch and divert limited
energies and resources of regulators from the firms that require greater supervisory attention.

2. Could you describe the link befween moral hazard and designations of nonbank
financial institutions as systemically significant? Is the Federal Reserve concerned that
designated firms will enjoy a lower cost of funding and other privileges because a
designation appears to confer “too big to fail” status?

Designation itself is unlikely to create moral hazard; moral hazard prevails when nonbank
financial firms expect government support in times of distress because of the serious threat their
failure would have on overall financial stability, independent of designation. Indeed, most firms
appear to be vigorously seeking to avoid designation. The intent and effect of the designation
process and the accompanying enhanced regulatory standards in the Dodd-Frank Act is to reduce
the systemic risk posed by these firms and reduce their ability to take on excess risk or expect
government support. Under the Dodd-Frank Act, designated institutions will be subject to
prudential standards that will include, among other requirements, enhanced risk-based capital
and leverage requirements, liquidity requirements, and single-counterparty credit limits. The
firms will also be required to submit recovery and resolution plans, to facilitate an orderly
resolution process if necessary.

Global Competitiveness

1. Is there potential for the Volcker provisions in Section 619 to cause less regulated,
“shadow banking system” participants to become primary providers of market liquidity?
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Are the FSOC or the agencies prepared to address this as a potential market or systemic
risk if significant liquidity in U.S. markets is diverted either to less regulated entities or fo
non-U.S. markets?

It is reasonable to expect that some portion of the activities that will be prohibited by the Volcker
provisions in Section 619 to migrate from more regulated banking institutions to less regulated
hedge funds or other non-bank institutions. Since most of these non-bank institutions are much
smaller and less complex than the firms affected by Section 619, any risks created by their
participation in providing market liquidity through proprietary investments or trading are much
less likely to present a serious threat to financial stability in the event of a failure of any one firm.
However, the Board and the Council will continue to monitor the systemic risk presented by
these firms and will be prepared to take action through a variety of tools if the risk presented in
aggregate becomes a serious threat to financial stability.

2. Will the Federal Reserve Board conduct an impact study to understand whether the
implementation of the Volcker and Concentration Limit rules will cause U.S. markets to
lose liquidity or place U.S. markets or institutions at a competitive disadvantage in relation
to foreign markets and institutions?

The Board recognizes the importance of limiting the unintended consequences of these rules on
the competitiveness of U.S. markets, and will review and monitor any impact that
implementation has in potentially creating competitive disadvantages for U.S. firms in relation to
foreign markets and institutions. As a member of the FSOC, the Board will encourage the
Council to fully consider the impact of the timing and substance that related rulemaking has on
the competitiveness of U.S. markets, and seek to mitigate that impact wherever feasible. In
addition, the Board (together with other U.S. government regulatory agencies) has been working
to preserve a level playing field that will continue to allow U.S. companies to compete
effectively and fairly in the global economy through ongoing discussions with foreign
supervisory authorities on possible changes to bank capital standards and other international
rules affecting financial markets and firms.

Coordination with FSOC

1. The Dodd-Frank Act created the Office of Financial Research to serve the FSOC by
collecting requisite data from affected entities and assessing certain firms to pay for its and
the FSOC’s werk. Why is there a need for an “Office of Financial Stability Policy and
Research” within the Federal Reserve? How will this be funded? Has the Fed made
projections of the costs associated with this new Office, which, I might add, is not mandated
by the Dodd-Frank Act?

The Office of Financial Stability Policy and Research (OFSPR) does not serve the same role as
the OFR; rather, it was created to better coordinate and support the continuing efforts of the
Federal Reserve Board in promoting financial stability. It contributes to the Federal Reserve
System’s multidisciplinary approach to the supervision of large, complex institutions, in
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supporting the Board’s independent responsibilities to evaluate and mitigate risks to the financial
system and banking sectors, and in supporting the Chairman’s participation in the FSOC.
Further, OFSPR is principally staffed by economists that are rotating through from other
divisions of the Board and does not represent a substantial increase in costs.

2. Section 165 requires the firms that the Council has designated as “too big to fail” to file
resolution plans with the Federal Reserve that demonstrate that these firms can be resolved
guickly and in an orderly fashion, presumably for the purpose of showing that these firms
are not, in fact, “too big to fail.” Will these plans be made public? If not, why would these
firms’ creditors or the markets have any reason to think that these plans were credible, and
that crediters’ recoveries would be limited to the assets of the failed firm?

The proposed regulation implementing the resolution plan requirement calls for the submission
of details regarding Covered Companies that are publicly available or otherwise are not sensitive
and could therefore be made public, as well as sensitive confidential information. The Dodd-
Frank Act directs the Federal Reserve and the FDIC to maintain the confidentiality of any non-
publicly available information submitted as part of a resolution plan. This is the type of
information that Covered Companies would not customarily make available to the public and
that a Covered Company’s primary federal regulator typically would have access to and could
review as part of the supervisory process in assessing the overall condition, safety and soundness
of, and compliance with applicable laws and regulation by a Covered Company. Public
disclosure of the sensitive supervisory and proprietary information contained in these resolution
plans would place these firms at a compeltitive disadvantage and could discourage the firms from
being as candid and complete as possible in their submissions.

The Federal Reserve and the FDIC are working to determine what portions of a resolution plan
may be publicly disclosed without revealing sensitive supervisory, propriety, or competitive
information contained in the plans.
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Tim Long, Chief National Bank Examiner and Senior Deputy Comptroller for Regulatory
Policy, Office of the Comptroller of the Currency (OCC) )

CFPE and Prudential Regulators

The Dodd-Frank statule requires a 2/3 vote of the ten voting members of the Council o over-ride
rules issued by the Consumer Financial Protection which jeopardize the stabilily of the entire
financial system. Do you believe this threshold is too high? What would be a more reasonable
standard?

The OCC believes it is critical that rules and supervisory determinations of the Bureau be
balanced so as not to have a negative impact on the safety and soundness of depository
institutions. However, the Dodd-Frank Act raises a variety of issues for the agencies to resolve in
this regard. ‘ -

Under the Dodd-Frank Act, the Bureau is required to consult with prudential regulators before
issuing a proposed rule and during the comment period, before a final rule is issued. However,
the Bureau is not required to take the concerns of bank regulators into account during the
consultation process. And if a prudential regulator objects to a CFPB rule in writing, the Bureau
must only include a description of the objection in the adopting release and the basis for the
Bureau’s decision regarding the objection. )

In addition, while a member agency can petition the FSOC to set aside all or part of a Bureau
regulation, the FSOC may do so only if the rule would put the whole banking system or the
stability of the financial sector at risk — which is a very high bar.

A bank could also become subject to conflicting supervisory determinations by its prudential
regulator and the Bureau. The Dodd-Frank Act framework designed to address such conflicts is
cumbersome and has the potential to put our supervisory actions on hold during this resolution
process. :

However, the OCC hopes to establish a cooperative and productive relatioﬁship with the Bureau
under the current framework provided by Congress, to minimize the potential for conflicts and
obviate the need to petition the FSOC for relief.

Global Competitiveness

The final rules that implement the Volcker Rule are due to be published this October.
Presumably, draft rules will be issued fairly shortly. Given this extremely tight timeline, how has
the Chairman of the FSOC, in its capacity as coordinator of the final rules that implement the
Volcker Rule, worked with your agency to ensure that public comments are taken fully into
account in the final rules?

In its coordinating role, Treasury (together with the various agencies implementing the Volcker
provisions of the Dodd-Frank Act), has developed a timeline that would ensure that public
comments are taken fully into account in the final rules. The agencies have been working hard to
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meet the individual milestones in this timeline so that a final rule can be published by October.
However, the Volcker provisions raise many complex issues that must be resolved on an
interagency basis, and meeting this statutory deadline will be a challenge. It is my view that we
should not favor speed over a more robust process designed to ensure that we get this rule right.
The OCC recognizes that we must balance the requirement that we meet applicable statutory
deadlines with the need to provide a comment period that allows the public sufficient time to
contribute meaningful comments, and the agencies adequate time to consider the comments
received, :
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Response to questions from the Honorable Randy Neugebauer
by Art Murton, Director of Insurance and Research,
Federal Deposit Insurance Corporation

Q1: The Federal Deposit Insurance Corporation — and others — claim that ‘resolution
authority’ is an alternative to bailouts. Yet the ‘resolution authority’ grants the FDIC the
authority to borrow up to the full value of a failing firm’s assets, to pay creditors up to the
face value of their claims, and then try to claw back any overpayments from those
creditors. Please explain how these activities do not constitute a bailout.

Al: Title Il of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank
Act) prohibits taxpayer bailouts through a variety of legislative initiatives. The Title specifically
establishes the following rules and processes for preventing taxpayer bailouts:

» Establishes clear statutory rules:

(o}

requiring the liquidation of failing financial companies that pose a significant risk
to the financial stability of the United States;

expressly prohibiting the use of taxpayer funds to prevent the liquidation of any
financial company under Title If; and

specifically barring taxpayers from bearing any losses from the FDIC’s exercise
of Title Il authority.

s Establishes a funding mechanism that ensures that losses will be borme by creditors and
shareholders of the failed financial company for which a systemic determination has been
made (the “covered financial company” or CFC) and requires that any shortfall will be
made up by a designated segment of the financial industry.

O

The FDIC may borrow from the Treasury Department (Treasury) up to the
statutory Maximum Obligation Limitation (MOL) monies to fund the operations
of the receivership and/or any bridge financial company established by the FDIC
as part of the orderly liquidation process.

The MOL is calculated based on a statutory formula. In sum, the aggregate
amount of outstanding obligations in connection with a Title Il resolution cannot
exceed (1) 10 percent of the CFC's total consolidated assets, based on the most
recent financial statement available, for the first 30 days following the FDIC's
appointment as receiver (or a shorter time period if the FDIC has calculated the
amount described in (2) below), and (2} 90 percent of the fair value of the CFC’s
total consolidated assets that are available for repayment. The statute requires the
FDIC and the Treasury (in consultation with the Financial Stability Oversight
Council (FSOC)) to issue joint regulations governing the calculation of the MOL.
If these assets are insufficient to repay Treasury borrowings, the FDIC is required
to “clawback” payments made to certain creditors in excess of payments made to
similarly situated creditors (except where the payments covered operations
essential to the operations of the receivership or bridge financial company).
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o If this “clawback” is insufficient to pay unmet obligations to Treasury, the FDIC
is required to charge risk-based assessments on “eligible financial companies”
(bank holding companies with total consolidated assets of $50 billion or more and
any nonbank financial company supervised by the Federal Reserve Board
pursuant to Title I of the Dodd-Frank Act) and financial companies with total
consolidated assets of $50 billion or more that are not “eligible financial
companies.”

» Ensures that sharcholders receive no payments until all other claims are paid (including
the FDIC and other government entities), and that creditors and shareholders bear the loss
of the failure.

o A priority scheme establishes the order in which claimants will receive payment
on some percentage of their claims, depending on the value of the CFC’s
liquidated assets. All similarly situated creditors will be treated in the same
manner (that is, will be paid the same percentage of their claim as others in the
same position) with the limited exception that an additional payment to a
particular creditor is permissible if making that additional payment will enable the
receiver to maximize the return on the assets of the CFC and minimize losses.
See Sections 210(b)(4), (d)(4) and (h)(5E). Should proceeds from asset
disposition be insufficient to repay Treasury borrowings, these additional
payments will be reclaimed, unless they were essential to the operations of the
receivership or bridge financial company.

Q2: Section 165 requires the firms that the Council has designated as “too big to fail” to
file resolution plans with the Federal Reserve that demonstrate that these firms can be
resolved quickly and in an orderly fashion, presumably for the purpose of showing that
these firms are not, in fact, “too big to fail.” Will these plans be made public? I not, why
would these firms’ creditors or the markets have any reason to think that these plans were
credible, and that creditors’ recoveries would be limited to the assets of the failed firm?

A2: The Dodd-Frank Act requires the FSOC to identify those nonbank financial companies that
should be subject to heightened prudential supervision by the Federal Reserve Board. These
companies are referred fo as systemically important financial institutions, or “SIFls.” These
companies and bank holding companies that have $50 billion or more in total consolidated assets
will be required to submit resolution plans.

The FDIC views the resolution plan requirement under Title I as a key component of the Dodd-
Frank Act, and as an integral part of the infrastructure established by the Act to end “too-big-to-
fail.” The FDIC and the Federal Reserve Board have issued a Notice of Proposed Rulemaking
(NPR) on resolution plans and credit exposure reports for comment (the comment period ends on
June 10, 2011). As part of that rulemaking, the agencies are working diligently to develop a
thoughtful and substantive process for reviewing resolution plans to determine whether a plan is
both credible and would facilitate an orderly resolution of the company under the Bankruptcy
Code. If, after two years and the imposition of more stringent standards, the resolution plan still
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does not meet the statutory standards, the FDIC and the Federal Reserve Board may, in
consultation with the FSOC, direct a company to divest certain assets or operations.

Confidential business information and confidential supervisory information submitted by
financial companies as part of their resolution plans will remain confidential. Those companies,
however, will continue to be required to comply with other applicable laws, such as the securities
laws, which require certain public disclosures. Section 165 of the Dodd-Frank Act charges the
FDIC and the Federal Reserve Board with determining whether the plans are credible and would
facilitate an orderly resolution in bankruptey.

A firm’s creditors and the market at large will continue to evaluate these entities based on their
public disclosures and their business practices as before. However, the statutory requirement for
resolution plans and the authority to undertake an orderly liquidation under Title 11 (if a systemic
determination 1s made, including a finding that resolution under bankruptcy would have serious
adverse effects on financial stability) should make it clear to market participants that all financial
companies that fail will be resolved, not bailed out. Further, as described in the response to
question 1, Title Il clearly establishes that creditors and shareholders can expect to bear losses
from that failure.

Q3: What would the FDIC have required from AIG, Lehman Brothers or Bear Stearns in
the way of ‘living wills’?> How would living wills have helped as the firms collapsed? If an
institution is insolvent, and the taxpayer is making up the difference, what magic does a
‘living will’ create?

A3: The SIFI designation process is not yet complete, so no specific companies have yet been
designated. Nevertheless, assuming the Dodd-Frank Act had been in place before the financial
crisis, and the companies named in this question had been designated as SIFIs, under the NPR
issued jointly by the Federal Reserve Board and the FDIC, each resolution plan, or “living will,”
is required to contain:

e astrategic analysis that should demonstrate the specific actions a covered company
would take to facilitate an orderly resolution in an environment of material financial
distress;

* information regarding the covered company’s overall organizational structure and a
description of interconnections and interdependencies among the covered company and
its various subsidiaries and other legal entities;

e astrategy for maintaining and funding critical operations and core business lines, mapped
to legal entities;

¢ information regarding the material assets, liabilities, derivatives, hedges, capital, and
funding sources of the covered company,

¢ adescription of trading, payment, clearing, and scttlement systems utilized by the
covered company;

¢ astrategy for ensuring that any insured depository institution subsidiary will be
adequately protected from risks arising from the activities of nonbank subsidiaries of the
covered company;
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s for a covered company with foreign operations, the plan must identify the extent of the
risks related to those operations and the covered company’s strategy for addressing such
risks;

* information regarding the covered company’s management information systems; and

o adescription of the covered company’s processes and systems to collect, maintain, and
report the information and other data underlying the resolution plan.

When the recent crisis occurred, the lack of information about operations of problem firms and
limited regulatory options for responding to distress in large, non-bank financial companies left
policymakers with a highly unfavorable tradeoff of either propping up failing institutions with
expensive bailouts or allowing destabilizing liquidations through the normal bankruptcy process.
The companies named in this question (and many others currently) maintained numerous
subsidiaries that managed their activities within business lines that crossed many different
organizational structures and regulatory jurisdictions. This can make it very difficult to
implement an orderly resolution of one part of the company without triggering a costly collapse
of the entire company that can spill over into the broader financial system. Indeed, the
bankruptey of Lehman Brothers Holdings Inc. (Lehman) in September 2008 exacerbated the
liquidity crisis at AIG and other institutions freezing our system of intercompany finance and
made the 2007-2009 recession the most severe since the 1930s.

The resolution planning process is intended to eliminate the destabilizing effects related to
fatlures of large and compiex financial institutions by allowing regulators and firm managers to
plan in advance of financial firms’ problems. The Dodd-Frank Act requires firms designated as
SIFIs to maintain satisfactory resolution plans that demonstrate their resolvability in a crisis.
The larger, more complex, and more interconnected a financial company is, the longer it takes to
assemble a full and accurate picture of its operations and develop a viable strategy for its
resolution. By requiring detailed resolution plans in advance, and authorizing an on-site FDIC
team to conduct pre-resolution planning for the companies named in this question, the SIFI
resolution framework would have filled in the informational gaps that were lacking during the
crisis.

The FDIC recently released a report detailing how the filing of resolution plans, the ability to
conduct advance planning, and other elements of the resolution planning process could have
dramatically changed the outcome if they had been available in the case of Lehman. The report
concludes that, due to the powers 1o preserve valuable assets and operations in the Dodd-Frank
Act, the FDIC liquidation of Lehman would recover substantially more for creditors than the
bankruptcy proceedings -- and at no cost to taxpayers.’

Regarding the ability of living wills to offset a situation where *“.. .an institution is insolvent, and
the taxpayer is making up the difference...,” it is important to reiterate that taxpayers will not be
required to be responsible for any losses associated with a resolution of a SIFI. As mentioned in
the response to question 1, Title I of the Dodd-Frank Act specifically bars the taxpayers from
absorbing any of the losses from a resolution. Rather, all of the losses must be bome by the
creditors and sharcholders. If that is insufficient, losses are absorbed through a “clawback” of

' *The Orderly Liquidation of Lehman Brothers Holdings under the Dodd-Frank Act," FDIC Quarterly, Vol. 5, No.
2, 2011, htpsiwww. fdic.eoviregulations/reforwylehman. it
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any amounts paid to certain creditors, and if those sources are insufficient, through an assessment
against the industry.

Q4. A senior Federal Reserve regulator has been quoted as saying: “Citibank is a $1.8
trillion company, in 171 countries with 550 clearance and settlement systems. We think
we’re going to effectively resolve that using Dodd-Frank? Good luck!” Before receiving
“living will” resolution plans from firms, will the FDIC independently evaluate how it
would resolve a large multinational bank with numerous business lines like Citigroup?
Does the agency know how much such a resolution would cost? Please provide any staff
work product on this topic.

Ad: The FDIC does not comment on open institutions or estimate costs of resolutions that have
not occurred. Primary regulators of large banks and bank holding companies already have the
ability to review operational structures as part of the supervisory process. The Dodd-Frank Act
also authorizes the FDIC and Federal Reserve Board to require, if necessary, changes in the
structure of activities to ensure that they meet the standard of being resolvable in a crisis. The
FDIC believes the ultimate cffectiveness of the SIF1 resolution framework will depend in large
part on the willingness of the FDIC and the Federal Reserve Board to actively use this authority
to require organizational changes that promote the ability to resolve SIFls and large bank holding
companies using the Bankruptcy Code if possible.

To focus on our expanded responsibilities to monitor and, potentially, resolve SIFIs and large
bank holding companies, we established the Office of Complex Financial Institutions (OCFI).
The OCFI will be responsible for the FDIC's role in the oversight of bank holding companies
with more than $100 billion in assets and their corresponding insured depository institutions as
well as for non-bank SIFls. The OCFI, in concert with their counterparts at the Federal Reserve
Board, also will be responsible for reviewing resolution plans and credit exposure reports
developed by the SIFIs and large bank holding companies. Additionally, the OCFI will be
responsible for implementing and administering the FDIC's SIFI resolution authority and for
conducting special examinations on SIFls under the FDIC's backup examination and
enforcement authority.

FDIC and Section 113 Determinations

Q5: Recent speeches and press reports indicate that the FDIC is at odds with the Federal
Reserve regarding the number of nonbank financial institutions that should be subject to
enhanced supervision. Why does the FDIC believe that the list of firms designated should
be larger?

AS: The process of designating which SIFIs will be subject to heightened supervision by the
Federal Reserve Board under Titie [ of the Dodd-Frank Act is not yet complete. Therefore, it is
still uncertain how many firms will receive a SIFI designation. The FDIC is working closely
with all of the FSOC agencies, including the Federal Reserve Board, to implement the SIFI
designation process and to ultimately designate the appropriate number of firms.
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The FSOC issued an Advanced Notice of Public Rulemaking (ANPR) last October and an NPR
on January 26, 2011, describing the processes and procedures that will inform the FSOC’s
designation of SIFis under the Dodd-Frank Act. Concerns have been raised about the lack of
detail and clarity regarding the designation process in the ANPR and NPR. The FDIC agrees
that it 1s important that the FSOC move forward and develop some hard metrics to guide the SIFi
designation process. The FSOC is in the process of developing further clarification of the
metrics for comment that will provide more specificity as to the measures and approaches being
considered.

In determining the appropriate way to designate SIFIs, the FDIC is focused on getting the
metrics right rather than identifying a specific number of firms for designation. Importantly, the
FDIC believes that the ability of an institution to be resolved in bankruptcy without systemic
impact should be a key consideration in the SIFI designation process. Further, the FDIC believes
that the concept of resolvability is consistent with several of the statutory factors that the FSOC
is required to consider in designating a firm as systemic; that is, size, interconnectedness, lack of
substitutes, and leverage. If an institution can reliably be deemed resolvable in bankruptcy by
the regulators, and operates within the confines of the leverage requirements established by bank
regulators, then it should not be designated as a SIFL

Global Competitiveness

Q6: The final rules that implement the Volcker Rule are due to be published this October.
Presumably, draft rules will be issued fairly shortly. Given this extremely tight timeline,
how has the Chairman of the FSOC, in its capacity as coordinator of the final rules that
implement the Volcker Rule, worked with your agency to ensure that public comments are
taken fully inte account in the final rules?

A6: The financial reforms required by the Volcker Rule are critical for the long-term stability of
the financial industry. However, the agencies realize that balanced regulation is needed to avoid
excessive burden and adverse consequences to important financial intermediation activities. To
cnsure that the Volcker Rule maintains the fine line between eliminating proprietary trading and
leaving intact important market-making functions, the agencies have fully considered the public
comments received on the Volcker Rule study and will continue to carefully consider all of the
public comments that may be received throughout the rulemaking process. As noted, the Dodd-
Frank Act requires the Chairman of the FSOC to coordinate the issuance of regulations to
implement the Volcker Rule. Thus, while not a party to the resulting regulations, Treasury staff,
as a representative of the Chairman of the FSOC, is serving an important role in the rulemaking
process by facilitating interagency discussion and ensuring that the agencies carefully consider
public comments during the deliberation process.
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Regulating Systemic Risk

Events of the last few years have given the phrases “systemic risk” and “inanciat
stability” a prominent place in the fexicon of poficymakers. Although prolecting
financial stability is germane to numerous areas, including menetary palicy, today § will
focus on some aspects of its relevance for financia regulation. More specificatly, | will
address the implementation of the new statutory regime for special supervision and
regulation of financial instifutions whose stress or failure could pose a risk to financial
stability. Then | will identify two important issues raised by the implementation of this
regime that need the attention of acadermics, analysts, and policymakers i we are 1o
regulate systemic risk effectively and efficiently.t

Distressed Firms and Systemic Risk

Let me start by detaifing how distress in a financial firm can create risks to overall
financial stability, 25 a prelude to suggesting how an understanding of those dynamics
shouid inform prudential regufatory policies. There are basically four ways:

~ Firstis the classic domino effect, whereby counterparties of a failing firm are
placed under severe strain when the firm does not meet s financial obligations
to them. The¥r resulting inability to meet their own obligations ieads, in tum, to
severe strains al their other significant counterparties, and so on through the.
financial system.
- Second is a fire-sale effect in asset markets, when  failing firm engages in
distress sales in an effort to obtain needed liquidity. The sudden increase in
market supply of the assets drives down prices, often substantially. As we saw
in the recent crisis, this effect transmits not only to firs that must seli assets to
meet immediate fiquidity needs but, because of margin calls and mark-to-
market accounting requirements, to many other firms as wek. The result is an
adverse feedback loop, as these steps force still more sales.?
Third is a contagion effect, whereby market participants conclude from the
fiemy's distress that other firms bolding similar assets or following similar
business models are fikely themselves to be facing similarly serious problems.
« Fourth is the discontinualion of a critical function played by a taifing firm in
financial markets when other firms lack the expertise of capacity to provide
ready substituies,

The first two effects are largely a function of the interconnectedness of the distressed
firm with other large frms, either through direct counterparty exposures or through
common exposures of the firm's balance sheet with those of other fumns. Typically,
these first two effects will scale with a finm's size as well, These effects are directly
refevant 1o concerns aboul the too-big-to-fail (TBTF) syndrome that have animated
much of the reform debate in the past few years.

The traditioral TBTF concern is tha of moral hazard-the expectation that, when faced
with the prospecd of either variant of & major blow to the financial system, govemment
authorities will provide funds or guaraniees to the firm to keep # functioning. Creditors
and managers of imns who anticipate such support may not price into their credit or
investment decisions the Rull risk associated with thase decisions. As a resutt, the
fisms may bacome more leveraged and thus still larger, an cutcome that wouid onfy
reinforce the belief that the government will not aliow them 1o fail. The consequence
can be both 2 competitive funding advantage for these large firms and mare
uniderlying risk to the financiat system.

important as it is, moral hazand is not the only worry engendered by very large, highly
interconnected firms in financiat markets. Assuming that a government overcomes
time-consistency problems and credibly binds itseff not to rescue these institutions,
their growth would be i i But it is possible, perhaps
fikely, that some combination of scale and scope economies, oligopolistic tendencies,
path dependence, and chance would nonetheless produce a financial systern with
number of fens whose failure could bring about the very serious negafive
cansequences far financial markets described by the domino and fire-sale effects.

In contrast fo these first two effects, the contagion effect is not necessarily a function
of size st ali. Yhe run on money market mutual funds began in Seplember 2008 after
the "hreaking of the buck” by the Reserve Primary Fund. less because 0f ils size than
because of whal iis vulnerability told investors aboul the balance sheets of other
funds. Eadfier that year, stress on the British banking system had increased
significantly foliowing the faflure and subssquent nationalization of Norther Rock, &
mid-sized bank heavily concentrated in residentiat morgage activity. The stress arosa
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not fram the direct effects of Northern Rock's fallure, but because it focused attention
on the problems in British morigage markets.

This distinction is very impartant, since the contagion effect can plausibly originate in
very large number of firms, depending oo circumstances in financial markets as a
whole. indeed, the failure of almost any financiat firm could bring about systemic
probiems # markets believe hat failure reveals heretofore unrecognized probiems with
one ar more sigaificant classes of assets held by many financial actors, especially
where the assets are associated with considerable degrees of leverage, maturity
transformation, or buth. That is, the broader’ econormic and financial environment
interacts with the new knowledge produced by a firm's faliure to determine whether a
contagion effect develops.

“The fourth eflect, refating to an essential role in financial markets, also need notbe a
function of size, though 1t is surely refated to a particutar kind of interconnectedness—
one that may have fittle o do with the assets of the firm and could instead rest on the
firm's status as a node through which an impodant class of financial ransactions
flows.

Implications for Regulatory Palicy

The foregoing observations inform the execution of two important administrative
assignments given by Congress in last year's Dodd-Frank Walt Street Reform and
Cansumer Pratection Act {Dodd-Frank Act). First, section 113 of the Dodd-Frank Act
gave the newly created Financial Stability Oversight-Council (FSOC) authorty to
subject nonbank-affifiated financial firns to prudential standards and consolfidated
supervision if the FSOC determines thal they could pose a threat 1o the financiat
stability of the United States. Second, section 185 instructs the Board of Governors of
the Federal Reserve to develop special prudential standards and apply them 1o any
hank holding company with assets of mors than $50 bilion, as well as to any frms
desigaated by the FSOC.

‘With respect to the issue of desi ion, the difference in i approach for
bark-affifiated and nonbank-affiliated firms Is the starting point for analysis. In .
specifying that all bank holding companies with mors than $50 biffion in assets be
subject to enhanced supervisory and prudentiat standards, Congress obviated the
need for a ination of whether the of faiiure of any of these
institutions warrants special requiation. In contrast, with respect to the designation of
nonbank institutions, Congress has required the FSOG to consider a lengthy list of
factors, which collectively emphasize the importance of various attributes of size and
i The FSOC's designation function is goveined by administrative
faw features such as notice, opportunity for hearing, a statement of reasons for
decision, and judiclal review.

The combination of this legal structure and my earfier delinealion of the ways in which
a distressed firm can contribule 1o systemic fisk suggests that the designation of frms
under section 113 is both an important too! for safeguarding financial stability and 3
fimited one. it is important because the recent financial crisis made clear that the.
{ailure of cartain financial institutions outside the perimater of mandatory prudential
reguiation could have major systemic efiects. Morsover, if and as other firms outside
that perimeter grow so a5 to pose Similar risks—whether because of the migration of
risky activities from the reguiated sector or for ether reasons—1t wilt be important to
apply prudential standards and consolidated supervision in a timely fashion.

Sl the toot of designating firms s a limited one. The structure established by
Congress itself suggests that the standard for designation shouid be quite high.
Congress could, for exampie, have made every financial firm with more than $50
billion in assets subject to prudential standards and consolidated supervision, but i
chose not to do so. Instead, i required an administrative determination on the basis of
a list of factors which, though not by its own terms exclusive, leans heavily toward
characteristics associated with the first two kinds of systemic effects from failed firms.

Furthermore, the rationale for regulation provided by the potential for contagion effects
is really an argument for sound regulation of the type of financial firm or instrument
under consideration. If 3 smalt money rarket fund's travails can provoke a run on the
entire industry, then all such funds shouid be subject ta requiremnents that reduce the
fragifity of their business model. The potential for systentic problems would be
essentially as great in an industry structure with many mid-sized funds 2s in one with a
smaller number of large funds.

Another consideration is that prudential standards designed for regulation of bank-
affiliated fims may not be as useful in mitigating risks posed by different forrns of
financiat institutions. Continuing with the money marke! fund example, the options for
reform identified by the President's Working Group on Financial Markets show that
these standards may not be the optimal form of segulation.? Note, for example, that
while money market funds engage in maturity ransfarmation, they have essentially no
feverage.

All this suggests to me that the initiat list of firms designated under section 113 of the
Dodd-Frank Act should not be a lengthy one. in part this is because some of the most
obvious pre-crisis candidates-the large, formerly free-standing investment banks--
have either become bank hoiding companies, been absorbed by bank holding
companies, or gone out of existence. Any additional institutions $o designated should
probably present some combination of the first and second kinds of systemic eflects
discussed earlier and refiected in many of the factors enumerated in section 113, That
is, the emphasis ought to be on the direct consequences of the firm's faflure. The
patential for systemic fisk from contagion effects really reflects the potential failure of
an asset class or business mode! more than a fitn. These risks are, al ieast

ively, more effectively head-on $

Of course, just as the existence of a contagion effect depends on the ecenomic and
financial circumstances in which a firm'’s faiture arises, 5o the universe of firms whose
faiture would produce the first two efiects will aiso vary. When Drexel, Burnham failed
in 1990, there were consequences in financial markets 10 be sure, but nothing
approaching a systemic problem, whereas the failure of Lebman Brothers in 20608
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sparked & conflagration in wihat was then the very dry finder of financial markels. AL
some point of high stress, the among the first three
Kinds of effects may in practical terms elide, since even a smaller fimn could be the
proverbial straw that broke the camef's back. For purpases of designating firms under
section 113, it makes litle sense to hypothesize all such crisis moments, since under
this reasoning virtually ali firns pose systemic risk. But it may be appropriate o
assume a modarate amount of stress in financial markets when considering the first
and second kinds of effects that would follow a firm's fafture.

One additional issus bears mention here. During the legrslauve dobate, a question

was raised as to whether i of i important would
itself exacerbate moral hazard. The worry was that rarats would regard such
as that the dic indeod regard a firm s foo-big-

to-fail. Part of the rationale for setting the statutory standard of $50 biflion in assets for
bank-affmated ﬁrms was that the failure of some of these finms, while fikely 1o cause

some in financial i ips, would not be regarded as
necessarlly sndangering the ﬂnanciak system Any link between the list of firms and
TBYF is thereby There i concern that desi 3 small

number of nonbank-affiiated firms would increase moral hazard congern.

There is no complete answer to this concemn, but the possible atemative approaches
would likely be more problematic. Doing nothing would mean aliowing the presence
and growth in markets of farge unregulated firms, creating the potential for large
negative effects on the financial system should they follow the path frodden by some
such fims in the years preceding the crisis. On the other hand, as already suggested,
treating financial firms of aft sorts as banks could be both ineffective and inefficient.
“The Dodd-Frank Act does provide discretion to the Federal Reserve fo apply other,
“similarly stringent® capital requirements where bank standards are not “appropriate.™
While this discretion may well be needed in particular cases, broad application of that
approach would in effect require the Federal Reserve 1o develap new capital regimes
for different segments of the financial system, in declining o extend the $50 biflion
standard to nonbank-affiliated frms, members of Congress may have been infuenced
Dy some of these considerations. Again, if there are latent systemic risks in one or
more of these segraents, a more targeted, industry-wide response would be
preforable, Finally, any mora! hazard that might be created by the designation process
should be substantially offset by the specially applicable supervisory and regulatory
requirements, {0 which 1 now tum.

tmplementing the Special Supervisory and Prudential Requirements
We are still the midst of developing the regulations that will set these requirements, s
well as some related intemational intiatives, 5o 1 cannot this afternoon give you a fult
review of how the Federal Reserve will inplement the rules required or authorized by
the Dodd-Frank Act. | do, however, want 1o suggest a few principles that should inform
the broader task of reguiating and supesvising the institufions covered by that statutory
provision~whether through stricter capital and liquidity regulation, risk management,
concentration limits, resolution plans, of the other mechanisms set forth in the Dodd-
Frank Act. | hasten to add that this is not an exhaustive list. but one designed to be
stiggestive of the directions in which systemic regulation shouid be heading.

First, and fundamentally, it is |mpor‘tam «o rewgmze that the purpose of this special
regulatory regime is id be even Lo
believe that asset bubbles, excessive Xeverage. poor risk assessment, and the crises
such phenomena produce can all be prevented. The goat of the regulatery regime
should be to reduce the likely incidence of such crises and, perhaps more importantly,
to limit their severity when they do occur. This argues for fostering a Sinancial sector
capable of withstanding systemic stresses and siifl continuing 1o provide seasonably
well-functioning capital intermediation through lending and other activities. The aim is
not to avoid all losses or any retrenchment in lending and capHal markets. it s to
prevent financial markels from freezing up as they did in the latter part of 2008.

A second principle is that achieving the aim of preserving reasonably effective
intermediation even in a period of significant stress requires steps to ensure that
market actors are, in the main, willing fo deal with another by providing the liquidity
necessary 1o support rntevmedxanon functions. During the Iast orisis this wx!hngness

it was restored d then just partially Ty theou:
extensive government programs That provided liquidity and capial to broad segments
of financial firms and markets.

Much of the subsequent reform impulse has been animated by a determination to
2void a repeat of this result. But while ex ante restrictions on ex post government
assistance may increase market disciptine and thus mitigate somewhat the amounts
of risk and exposure in the system, such restrictions alorie will not make financial
actors willing to deal with one another when a serious dislocation nonetheless occurs.
A characteristic of a finandial crisis is that the bursting of asset bubbles, shortage of
liquidity, and sudden fragility of leverags combine with the opague nature of the
batance sheets of fnancial firms 1o produce high—-sometimes extreme—ievels of
unceriainty as to how to value assets and assess the soundness of counterparties. i
is precisely thal uncertainty that freezes markets and, historically, has induced
govemments of many countries and ideological persuasions to buttress the system
through some corbination of ipans, guarantees, capital infusions, and nationalteation.

If these heights of uncertainty are to be avoided, and intermediating activity is to
continue even at the peak of a siress event, financial actors must have & basis for
behevmg that their counterpariies can survive. Thus, it is important to sef capitat

such that the instituti i by Congress or the FSOC could
reasonabiy be expected to absorb losses associated with systemic stress without
extraordinary government assistance, and still be well enough capitalized to serve as
sound intermediaries. Note that this is important both in order to preclude the need for
government assistance and also to give assurance 1o those who might fund these
institutions in a period of siress,

Third, systemic fisk supervision and regulation must be forward-looking. The capital
ratios familiar in banking regulation are at best a snapshot of the present and,
reserving for losses has lagged, not even that, Actual and potential counterparties are
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less interested in a firm's capital ratio af the moment they extend liquidity Ihan they are
in the ability of the finn fo return those funds in the future, as called for in their
confractual arrangements. Thal is why, in the Supervisory Gapital Assessment
Program (SCAP) conducted in early 2009 and again in the Comprehensive Capitat
Analysis Review (CCAR) conducted early this year, the Federal Reserve focused
instead on the common equity fafio that firms would maintain following losses that
could be expecled in an adverse scenario.

Att d-looking, i ive also requires attention to the co-
movement of firms' asset valuations and revenues in 3 stressed environment. This
perspective reflects the fact that some losses are Tikely 1o be realized only ina
systemic event. For this reason, in our recent CCAR exercise we required the six
targest firms o estimate pofential lnsses from irading and related activities using the
same severe global market shock scenario that was applied in the SCAP. in fact, we
actually required the firms fo assume an instentaneous revaluation of their positions
based on the change in market risk that occurred during the entire second half of
2008. In future supervisory exercises of this sorl, we will need to find additional ways
to take account of co-movement effects.

The Unfinished Agenda
Even this brief and selective sketch of some elements of a regulatory regime for
systernic risk reveals important issues that have yet to be tackled in the reform
agenda. Mindful of rmy time constraints, | will i mysel to identifying two,

The first issue arises from my suggestion that, to a considerable extent, potentia)
contagion effects are best contained by directly addressing them, rather than by trying
fo indireclly address them through designating large numbers of nonbank-affifiated
institutions under section 113 of the Dodd-Frank Act. This direct approach would, |
befieve, yield maximum financial stabifity benefits at the lowest cost to financial
infermediation, financial fims, and financial supervisors. But these benefits obviously
depend on these better targeted forms of regulation actually being developed and
implemented.

In this regard, 1 is rioteworihy that while the term “shadow banking system" has taken
its place in the lexicon of palicymakers alongside "systertic risk™ and "fnancial
stabilty,” comparatively fitle has been done 1o regulate the channels of capital flows in
which one or both transacling parties lie outside the perimeter of prudentially
supervised institutions. This despite the often considerable degree of leverage and
maturity transformation associated with many of these channels. in part, the relative
fack of reform directed at the shadow banking system is a result of the fact thet  was
substantially disrupted by the financial orisis, and that some of its more unstable parts
have fortunately disappeared. Yel there are cerlainly significart pieces that have
survived and that serve important purposes in financial markets. | have already
mentioned money market funds as ane exampie. Alihough many broker-dealers are
parts of bank hoiding companies, the breadth and significance of the repo markel
suggest that it may be another.?

Just as important as dealing with systemic risks that might be posed by vestiges of the
pre-crisis shadow banking syster is the abilty to monitor and, where necessary
provide oversight for, the new conduits that are atmost surely to develap in the future.
in fact, it may be useful to require some systematic and standardized reporting by
same classes of nonbank-affiiated firms, even withaut 2 designation under section
13

With respect to both ofd and new channels, there is an important and growing
academic iiterature on various aspects of the shadow banking system. There is fiow &
format exercise sponsored by the Financial Stability Board to identify policy
approaches and options for ensuring that the shadow banking system does not again
grow S0 as to pose a threat fo financial stability. My hope is that these sources will
serve as a catalyst for more active policy discussion and, eventually, action. In the
absence of appropriate regulatory, and possibly legisiative, action, the section 113
designation too! will inevitably bear mare of the weight in policies crafted to contain
systemic risk.

The second issue to which | would draw your attentian is the absence of a deep body
of analytic work on which to form judgments about the sodial utility of very large,
complex financial institutions. This issue surfaced during the debates over financial
reform in 2009 and early 2010, when some argued that the only way fo counteract
TBTF and its altendant risks for society was to break up these insfitufions &
Advoestes of this approach asserted that there was littie o no academic support for
the proposition that the largest finns needed o be their current size in order to provide
whatever efficiencies were achievable. While this is true enough, # s obviousty the
case that the failure to find such efficiencies does not mean they do not exist, Given
the surprisingly small number of studies on this issue, one migh reasonably be
reluctant to draw conclusions in either direction.

While proposals to break up targe, complicated financial firms did not win the day, the
issue of what economies and, possibly, diseconomies of scope and scale attach fo
these institutions remains very relevant today. Consider, for example, that measures
designed to contain systemic risk assotiated with these firms will create incentives
and disincentives for them. Agencies will be much better positioned 1o make cost-
benefit assessments of different regulatory approaches if they have a sofid foundation
of analytic work that helps them understand when and why fims do or do not need a
certain size or Scope to serve ubeful capitat affocation roles. There is also need for
more study of the dynamics by which stress at large, inferconnected institutions can
have negative effects on natioral and global financial systems. In fact, what may be
needed is & new subdiscipline that combines the perspectives of industrial
organization economics with finance, Without work of this sort, it may be difficult to
fashion the oplimally strong, sensibls, post-crisis regulatory regime.

Conclusion

Even when the crisis was at its apex, students of history recognized that the
momentum for reform of the financial system that was then so strong could fade
quickly. Legisiators and officials move on 1o other issues, as does the public. There is
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same reason to believe this waning of interest and support has aiready occurred. The
reform agenda that variously includes Basel Hi, administrative implementation of the
Dodg-Frank Act, and other initiatives continues, to be sure. But, particularty with
respect to the shadow financial systern, there is much that remains fo be done.

1. The views presented here are my own and not necessarily those of other members
of the Board of Governors of the Federal Reserve Systern o the Federal Open Market
Committes. Return 1o text

2. A related effect is liquidity hoarding, wheveby firms suspend their normal extensions
of liquidity fo other firms in anticipation of, and in a0 effort to insulate thermselves from,
domino ar fre-sale effects. Return to fext

3. President's Working Group on Financial Markets {2010), Money Marke! Fund
Reform Options {436 KB PDF), October. Returm {0 text

4, } da not address further here the rather special case of a firm whose faiture would
bring about the fourth kind of effeci-the removal of a critical function in the financial
system—but that doesn't otherwise have the size and asset composition to elicit the
first and second kinds of systemic eflects. To a considerable extent, this issue is
addressed in Title Vil of the Dodd-Frank Act, which calls for the separate designation
and regutation of “systernically important financial market uliliies.” Refuro lo ext

5. This discretion is granted only for capital standards, not for the other prudential
standards required by section 185, Return to text

6. For a survey of the entire shadow banking system, see Zoltan Pozsar, Tobias
Adrian, Adam Asheraft, and Hayley Boesky {July 2010): *Shadow Banking (878 KB
PDF)" Federal Reserve Bank of New York Staff Reports, no. 458. Retum 1o text

7. See Daniel K. Tarullo (2010), "Comments on ‘Requiating the Shadow Banking

System, * remarks defiverad at thie Brookings Panel on Econormic Adivity,
Washington, September. Returo fo fext
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5. Articles on British banks facing tougher standards than those in U.S.

a. UK moves bank rules closer to US

By Francesco Guerrera in New York and Sharlene Goff in London
Financial Times

Published: April 11 2011 18:33 | Last updated: April 112011 18:33

Global banking regulation took a step towards convergence on Monday as a UK commission proposed measures
that will bring the country’s financial rules closer to the US, reducing fears that British lenders will fiee London for
New York.

The Independent Banking Coramission, led by Sir John Vickers, stopped short of forcing banks to split their
securities businesses from their retail and commercial lending operations - a radical plan that had been bitterly
opposed by the industry.

Bankers reacted with relief at the commission’s proposal that UK leniders instead place their retail operations —
deposits, small business lending and payment systems ~ into a separate subsidiary and hold more capital against it
than currently required.

The moves are aimed at ensuring that retail units can keep functioning even if the investment and commercial
banking businesses suffer large losses, as in the recent financial crisis.

The proposed changes ~ which have to be finalised by September — are similar to regulations in the US, where banks
are limited in the amount of deposits they can use for investment banking and commercial banking activities.

“The proposals echo the structure that has been in place in the US for the last decade, which require commercial
banking to be separated from other financial activities,” wrote Simen Gleeson, a partner at Clifford Chance.

However, the UK plan goes further than the US, where banks do not face the same capital requirements for their
retail units. The Vickers’ recommendations would also require British lenders to hold 10 per cent of core tier one
capital in their retail business, more than the 7 per cent envisaged by Basel 11T international agreement.

Nevertheless, bankers and analysts said the commission’s recommendations would not trigger the exodus of lenders
and bankers from the City of London that had been thieatened by some executives in the run-up to the report.

“Decisions by major banking institutions about where to locate their headquarters are more likely to be influenced
by longer-term assessments of market growth and business strategy than by these recommendations,” wrote Richard
Reid, head of research at the International Centre for Financial Regulation in a note to clients.

National regulators have striven to achieve greater co-ordination in how rules are written and implemented in order
to crack down on “regulatory arbitrage” by large banks.

Some executives such as JPMorgan Chase’s Jarnie Diron have called for more homogeneous rules, warning that an
uneven playing field would put banks in some country at a disadvantage to international rivals.

b. British Bank Panel Suggests Ways to Limit Consumer Risk
By JULIA WERDIGIER

791 words

12 April 2011

The New York Times

LONDON - British banks should hold more éapital and better shield individual customers {rom losses in other parts
of their business, a goverament-backed commission said on Mouday.



149

The proposals stopped short of any significant new regulations, like requiring a full split of retai] and investment
banking, which some banks had feared.

Instead, the commission said retail units, which take consumer deposits, should be isolated for protection, or ring-
fenced, to allow them to survive even if other parts of the banks need to be wound down.

Shares in British banks were mixed in London on Monday, with Barclays and Royal Barnk of Scotland rising and
HSBC falling.

"The report has been extremely generous to the banks,"” said Roger Nightingale, a strategic adviser to hedge funds
and institutional investors in London.

The proposals, by the Independent Commission on Banking, go further than recent changes in the United States in
trying to separate more clearly the traditional deposit-taking services from the riskier but more lucrative trading
operations.

The commission also said larger banks, like Barclays, should bold at least 10 percent of equity related to risk-
weighted assets, more than the 7 percent detailed in the so-called Basel 11T agreement to overhaul international bank
regulation.

But the commission also said that because investment banks operate globally, British banks should not be subject to
different capital rules than those agreed to internationally.

The proposed ring-fencing of the retail business means that banks with both retail and investment banking units,
including Barclays and Royal Bank of Scotland, would have to finance the two businesses scparately and not move
capital from one area to the other.

The proposed changes would increase a bank's financing costs, the commission said, but not as much as a complete
split of retail and investrent banking. And any costs would be more than offset by the benefit of "materially
reducing the probability and impact of financial crises,” the report said.

Simon Gleeson, a partner at the law firm Clifford Chance, in London, said the proposed changes could prompt banks
to take on more rather than less risk, or to raise prices for retail customers as the cost of doing business increases.
"All of this would make the operating of retail banks more expensive,” he said.

The proposals are part of an interim report and are not definitive. But they were seen as Britain's most important
response to the banking erisis, which has left two of the country's largest banks in government hands. Before the
release of the report, Barclays and HSBC had threatened to move their headquarters abroad should new rules be too
punishing, which they argued would leave them at a disadvantage to rivals elsewhere.

John Vickers, who heads the commission, rejected claims that the commission bowed to bank pressures. "These are
absolutely far-reaching reforms," Mr. Vickers said at a news conference in London. "They could be absolutely
transformative.”

The commission, which includes former banking executives, was set up by the government in June to suggest ways
to improve stability and competition in Britain's banking industry after the financial crisis. The Treasury is expected
to receive a final report in September.

George Osborne, the chancellor of the Exchequer, welcomed the interim report as a "very, very good piece of work."

Under the proposals, any retail banking operations would have to be run as a subsidiary of the larger banking group.
The subsidiary would have to stick to its own capital ratios, but any capital above that could be moved from the
retail banking business to other activities in the wider group. The banking group would alse be able to continue
selling financial products across its units, for example offering investment banking advice to retail banking clients.
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"It would help shield U.K. retail activities from risks arising elsewhere within the bank or wider system,” the report
said. "It could curtail taxpayer exposure and thereby sharpen commercial disciplines on risk taking."

The commission said its recommendations sought a middle ground between the radical step of separating retail and
mvestment banking and simply relying on higher capital requirements to increase the stability of banks.

In the event of the collapse of a bank, the commission suggests that claims of depositors should be ranked higher
than those of unsecured creditors. "It's amazing how so many senior debt holders came out whole" from the banking
crisis, Mr. Vickers said.

The commission also recommended making it easier and less expensive for customers to switch between British
retail banks as a way to increase competition.

c. Global Finance: Big Banks in U.K. Dodge Breakup
By David Enrich

429 words

12 April 2011

The Wall Street Journal

LONDON -- A government-appointed panel said it is likely to recommend structural changes to the U K. banking
sector, but stopped short of suggesting that any of the country's biggest banks be broken up.

The Independent Commission on Banking, appointed last year to study ways to make the banking industry safer and
more competitive, on Monday issued an anxiously awaited interim report on the options it is considering as it
conducts a review of the industry's structure. The five-member panel will release its final report in September. Its
recommendations to the U.K. Treasury are nonbinding.

The centerpiece of the commission's 208-page preliminary report Monday was a recommendation that institutions
housing both retail- and investment-banking operations be required to maintain separate pools of capital for each of
those business lines.

The goal is to insulate retail-banking operations from potential losses that arise in other areas that generally are
perceived as riskier. The commission also argues that such a change would make it simpler to unwind ailing banks
in a crisis, alleviating the phenomenon of banks requiring taxpayer bailouts because they are considered too big to
fail.

Banks had lobbied against such a so-called ring-fencing option, arguing that it would be costly and wouldn't make
the industry safer. Still, the outcome was favorable compared with what some had feared: that the commission
would recommend that "universal™ banks like Barclays PLC be required to split into separate retail- and investment-
banking companies.

The banks appear to have dodged that bullet, although the commission's chairman cautioned that such a
recommendation still could make its way into the panel's final report. "Nothing along these lines is completely off
the table,” the chairman, John Vickers, said at a London news conference Monday.

UK. Treasury chief George Osbomne isn't required to implement the proposals. He praised the panel's "excellent
analysis” and said he looks forward to its final recommendations.

Investors seemed mildly relieved that the panel didn't recommend more-draconian measures. In London trading,
shares of Barclays rose 2.8%, Royal Bank of Scotland Group PLC gained 2.3%, and Lloyds Banking Group PLC
edged up 0.3%. HSBC Holdings PLC fell 0.7%.

If implemented, the commission's recommendations could force UK. banks to hold more capital, because their
retail- and investment-banking arms would each need their own capital bases. ‘



