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THE ANNUAL REPORT OF THE FINANCIAL
STABILITY OVERSIGHT COUNCIL

Tuesday, June 24, 2014

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to notice, at 10 a.m., in room 2128,
Rayburn House Office Building, Hon. Jeb Hensarling [chairman of
the committee] presiding.

Members present: Representatives Hensarling, Bachus, Royce,
Capito, Garrett, Neugebauer, McHenry, Bachmann, Pearce, Posey,
Westmoreland, Luetkemeyer, Huizenga, Duffy, Hurt, Stivers,
Stutzman, Mulvaney, Hultgren, Ross, Pittenger, Wagner, Barr,
Cotton, Rothfus, Messer; Waters, Maloney, Sherman, Capuano,
Hinojosa, McCarthy of New York, Lynch, Scott, Green, Cleaver,
Moore, Perlmutter, Himes, Peters, Carney, Sewell, Foster, Kildee,
Sinema, Beatty, Heck, and Horsford.

Chairman HENSARLING. The committee will come to order. With-
out objection, the Chair is authorized to declare a recess of the
committee at any time.

This hearing is for the purpose of receiving the annual report of
the Financial Stability Oversight Council (FSOC) to be presented
by the Honorable Jacob J. Lew, Secretary of the Treasury and
Chairman of the Financial Stability Oversight Council.

I now recognize myself for 5 minutes to give an opening state-
ment.

Beginning this morning, we welcome back Secretary Lew to dis-
cuss FSOC, but before we do discuss FSOC, I would be remiss if
I did not bring up the continuing scandal at the Internal Revenue
Service, an agency that is part of Treasury. Mr. Secretary, 13
months ago you appeared before us and said, “My highest priority
is to restore confidence in the IRS.” I think we know, Mr. Sec-
retary, both of us, that has not yet occurred.

Back then President Obama said of the IRS scandal, “The mis-
conduct is inexcusable, and Americans are right to be angry about
it, and I am angry about it.” He said his Administration would co-
operate with Congress to uncover the truth. That is what he said,
but regrettably, that is not what has happened.

In just the last few days, we have learned the Administration
has known since at least February that years’ worth of IRS emails
of eight IRS employees at the epicenter of the scandal have simply
vanished. How terribly convenient for the Administration, but how
inconvenient for the American people who expect equal protection
under the law.
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The American people, regrettably but understandably, are be-
coming increasingly cynical and fearful of their government. There
is a growing resentment of one set of rules for Washington and an-
other set of rules for everyone else. In other words, no one believes
that simply saying, “Sorry, I have lost my emails,” is an excuse the
IRE would accept from a taxpayer being put through a torturous
audit.

Mr. Secretary, I trust you agree that the American people de-
serve better, and it is past time for openness and transparency
from this Administration, which you told this committee 13 months
ago was your highest priority. It is also past time for openness and
transparency at FSOC, which you chair, Mr. Secretary. While you
and other Administration officials habitually cite the purported
dangers of financial stability posed by the shadow banking system,
you ignore those presented by the shadow regulatory system of
which FSOC is front and center.

Indeed, with the exception of agencies dealing in classified infor-
mation related to national security, FSOC may very well be the
Nation’s least transparent Federal entity. The public cannot view
their proceedings because two-thirds of those proceedings were con-
ducted in private executive sessions. And when the minutes are
produced, on average they weigh in at a mere 5 pages long, with
half of the pages devoted to memorializing attendees’ names and
resolutions considered.

Better Markets, a public interest group that consistently advo-
cates for more regulation of our financial sector, has stated, “The
FSOC’s proceedings make the Politburo look open by comparison.
No one in America even knows who they are. At the few open
meetings they have, they snap their fingers, and it is over, and
they are all scripted. They treat their information as it were state
secrets.”

To begin to remedy this sad situation is one of the reasons this
committee has ordered H.R. 4387, the FSOC Transparency and Ac-
countability Act, favorably reported to the House. The reason
transparency and accountability are so important is because FSOC
can designate practically any large financial firm in our Nation as
a systemically important financial institution, a SIFI, and thus
render effective control over it. Thus, it has the ability to render
great damage to our economy and set back the dreams of tens of
millions of our unemployed and underemployed Americans who are
counting on their capital markets to work for them.

Recently Douglas Holtz-Eakin, the former Director of the CBO,
has estimated that designating asset managers as SIFIs could cost
investors as much as 25 percent of their return on their invest-
ments over the long term, or approximately $108,000 per investor.
In other words, as it operates in the shadows, FSOC can take away
the seed capital necessary to launch a small business or to send a
child to college. That is both unfair and unwise.

And while FSOC seems dead set on trying to find systemic risk
where no one else seems to find it, a review of their latest report
indicates that they are willfully blind to the largest sources of sys-
temic risk, with hardly a mention of Fannie Mae or Freddie Mac,
who were at the epicenter of the last financial crisis, and without
the leadership of the Administration to end permanent taxpayer
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subsidies, they are certain to be at the center of the next financial
crisis.

There has been no mention of the Federal Government itself,
which is $17 trillion in debt and growing, with more debt incurred
under this Administration than in our Nation’s first 200 years. Our
offices are all awash. The CBO and independent reports say the
pace of spending is unsustainable, but rather than rein in govern-
ment spending or prioritize interest payments on the debt, the Ad-
ministration regrettably turns a blind eye and has even threatened
to allow default on our sovereign debt.

This committee has also passed H.R. 4881, to place a 1-year mor-
atorium on further designations of nonbank SIFIs. Again, Mr. Sec-
retary, I would call on FSOC to cease and desist with these des-
ignations so Congress can have time to conduct effective oversight
and get answers to questions that both Republicans and Democrats
have raised about FSOC’s decision-making process.

I now recognize the ranking member for 5 minutes.

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

Today I am very pleased that you are here, Secretary Lew, and
I welcome you back. And I assure you that we are not poised here
today to talk about the IRS. That has been done in our Oversight
and Investigations Subcommittee. We don’t have documents. We
don’t have emails. We don’t have any information relative to that
issue. We gather here today to receive your annual report of the
Financial Stability Oversight Council, FSOC, as required by the
Dodd-Frank Act.

To be honest, I am surprised to see so many of my colleagues on
the other side of the aisle with us today given that the FSOC has
joined the ranks of the Consumer Financial Protection Bureau, the
Export-Import Bank, and the Terrorism Risk Insurance Act in be-
coming the latest target in a relentless Republican effort to tear
down important engines of job creation, economic growth, and con-
sumer protection.

I didn’t think my colleagues on the other side of the aisle would
have any interest in hearing about the Council’s progress or in
your views of the financial stability of the United States. In fact,
just last week this committee approved two measures that, under
the guise of transparency, would compromise the FSOC and erode
the important role it plays. These partisan bills were nothing more
than an effort to derail this cornerstone of the Dodd-Frank Wall
Street Reform Act.

Mr. Chairman, the economic collapse of 2008 resulted in the
greatest loss of wealth in a generation. Starting with the bank-
ruptcy of Lehman Brothers, our economy quickly ground to a halt,
leaving the American taxpayers to clean up the mess. All told, the
financial crisis resulted in the destruction of more than $9 trillion
in wealth and cost each American household approximately
$50,000, while unemployment exploded throughout the country.

One problem leading up to the crisis was that no one in the pri-
vate sector or in government saw the big picture or had the respon-
sibility to deal with emerging threats before they caused damage
to our economy. That is why Democrats created the Financial Sta-
bility Oversight Council, that is FSOC, to fill that void and serve
as an advance warning system to identify and address systemic
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risks posed by large complex companies, products, and activities
before they threaten the economy.

In plain English, FSOC is charged with looking at every aspect
of our financial system for possible weaknesses and risk, something
that did not happen in the lead-up to the crisis. The Council’s work
is critical to ensuring that our financial regulators are working col-
laboratively to identify and respond to emerging threats to finan-
cial stability.

It remains a mystery to me why Republicans are spending the
few legislative days we have left in this session pushing partisan
legislation that would hamstring the FSOC’s ability to protect
homeowners, consumers, and the American economy. And it is ob-
vious that, like with CFPB, Ex-Im, and TRIA, the Republicans’ goal
is to stop the program from its important work even if that means
ending important protections for the American people in our econ-
omy.

Secretary Lew, I look forward to your insight on areas of sys-
temic risk the Council has identified, particularly related to mort-
gage servicing, alternatives to reference rates like LIBOR, and per-
ceptions of “too-big-to-fail.” As we hear additional details from you
about the risks identified in this year’s report, I will be interested
to hear whether Republicans believe FSOC should take action to
mitigate those risks or turn a blind eye and invite another crisis.

Finally, Mr. Chairman, I am looking forward to hearing more
from you about how we address concerns that I and other Members
of Congress have raised regarding the transparency of the FSOC
designation process. I am sympathetic to these concerns and would
like to hear what steps you have taken and your suggestions on
how to increase transparency in a way that continues to carry out
FSOC’s mission. I look forward to the Secretary’s testimony and his
insight on all of these issues, as well as what the FSOC is cur-
rently doing to monitor systemic risk and promote financial sta-
bility.

I yield back the balance of my time.

Chairman HENSARLING. The Chair now recognizes the gentlelady
from West Virginia, Mrs. Capito, chairwoman of our Financial In-
stitutions and Consumer Credit Subcommittee, for 1 minute.

Mrs. CApPiTO. Thank you, Mr. Chairman, and thank you, Sec-
retary Lew, for being with us today.

We are going to learn more about the FSOC, which was created
by Dodd-Frank with the mission of monitoring systemic risk. This
designation can have a significant effect on the institution by re-
quiring increased levels of regulatory capital. The costs associated
with heightened credential standards are quite clear; however, the
processes and methodologies for determining a nonbank firm’s sys-
temic risk are much less clear.

In fact, in the recent designation of Prudential Insurance, the
one member of the FSOC with significant insurance industry expe-
rience argued that there was little evidence to support the notion
that a large life insurer poses a systemic risk. Furthermore, we
know little about how an institution’s designation will affect the
end users.

Another issue I would like to discuss with you, Mr. Secretary, is,
are there arbitrary thresholds in Dodd-Frank that determine if a
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financial institution is systemically significant? There has been a
lot of discussion about the different thresholds, and I would like to
dig deeper on that with you. Thank you.

Chairman HENSARLING. The time of the gentlelady has expired.

The Chair now recognizes the gentlelady from New York, Mrs.
Maloney, ranking member of our Capital Markets Subcommittee,
for 1%2 minutes.

Mrs. MALONEY. Thank you, Mr. Chairman, and Ranking Member
Waters, and welcome, Secretary Lew. I believe I speak on behalf
of all New Yorkers when we say we are so proud of you and your
many years of public service.

This is an important hearing. The Financial Stability Oversight
Council was one of the keys of the Dodd-Frank financial reform,
and it provides a forum for all of our financial regulators to come
together to discuss the risks that they each see in the markets they
regulate, but from a broad perspective, from a systemic perspective.
It also requires them to publish an annual report that describes in
detail the emerging threats that they see in the financial markets,
and this is tremendously important.

It depends on what report you look at: the ranking member said
$9 trillion; I have seen some reports that said that we suffered
$16-$18 trillion in loss to our economy; Christina Romer testified
before this Congress that the economic shocks we experienced in
the last recession were 3 times greater than the Great Depression,
and we managed it better.

But also, economists have testified before this panel and other
panels that it was the only financial crisis in our history that could
have been prevented by better financial market overview and regu-
lation. We didn’t keep up with the new products. We didn’t keep
up with the new trends. So FSOC was created to help us prevent
another serious, damaging, painful economic loss that we could
have prevented with better financial management.

I look forward to reading your report. Thank you.

Chairman HENSARLING. The time of the gentlelady has expired.

The Chair now recognizes the gentleman from New Jersey, Mr.
Garrett, chairman of our Capital Markets Subcommittee, for 2 min-
utes.

Mr. GARRETT. Thank you, Mr. Chairman.

Today FSOC has become a sort of super-regulator whose SIFI
designation is effectively an implicit taxpayer guarantee. Over
time, I believe “too-big-to-fail” SIFIs will use their capital cost ad-
vantage to drive smaller competitors out of business. In short,
FSOC now picks the winners and the losers in our financial mar-
kets. As FSOC aggressively asserts itself over more and more sec-
tors of our economy, insurance companies and asset managers most
recently, they owe the American people an explanation for what
they are doing.

Despite the recently released 147-page FSOC report, the vast
majority of which is a rehash of basic economic information avail-
able on any financial Web site, FSOC’s decision-making process re-
mains a black box. Citizens whose livelihoods are directly affected
by FSOC have little idea why FSOC makes the decisions it does.

As a Congressman, I can be briefed on the most sensitive intel-
ligence in the national security information, but I am not allowed
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to even sit quietly and listen in on an FSOC meeting. And compa-
nies that are designated by FSOC have only the vaguest notion of
what aspects of their operation led FSOC to deem them system-
ically important. Without that knowledge, of course, they could do
nothing to reduce their own systemic risk.

And more importantly, when Republican Members have asked
questions of you and of FSOC in the past, the answers we receive
have always been bland and evasive talking points designed simply
to give us the impression of responsiveness without actually ever
answering any of our questions, Mr. Secretary.

In fact, this committee asked you specifically last month for all
the documents and all the communications between you, your De-
partment, and the Financial Stability Board (FSB), and I have ev-
erything that you supplied us with right here in this box in re-
sponse to your promise to supply us with all of those documents.
We got absolutely nothing from you when you promised us that you
would supply us with that information.

Mr. Secretary, this stonewalling by you and this Department
must stop. We have to get real answers from you and from Treas-
ury, and I hope that today, the process begins.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Colorado, Mr.
Perlmutter, for 1¥2 minutes.

Mr. PERLMUTTER. Thanks, Mr. Chairman.

And, Mr. Secretary, it is good to see you here. I want to thank
you, and I want to thank the Administration. Since the President
took over, since Dodd-Frank was passed, the stock market is up
10,000 pomts at about $1.3 billion per point. My math takes that
to $13 trillion. Home prices are up, IRAs are up, and we put 10
million people back to work, and I just want to thank you for that.

We had kind of an age-old debate a few weeks ago. Mr. Scalia
was here saying that Dodd-Frank and FSOC had too much discre-
tion. We had members of the banking community saying there was
ti)lo Etﬁle discretion and too arbitrary lines of demarcation within
the bill.

I have two areas I would like you to talk about today: first, the
living will, what you are doing on the major institutions to find out
if they fall apart, how you are going to take them apart; and sec-
ond, I want you to talk a little bit about the GSEs.

I am one of those who thinks that with proper underwriting, the
GSEs actually work very well, and the private market will come
and go as they think they can make money in mortgages. And now,
there isn’t a lot that has to be done with respect to the GSEs.

So I would like you to talk about living wills and GSEs, and with
that, I thank the chairman, and I yield back.

Chairman HENSARLING. The gentleman yields back the balance
of his time.

Today, we welcome the testimony of the Honorable Jacob J. Lew,
Secretary of the U.S. Department of the Treasury. Secretary Lew
has testified before our committee on a number of occasions, so I
trust he needs no further introduction. Without objection, Secretary
Lew’s written statement will be made a part of the record.

Mr. Secretary, you are now recognized for your oral presentation.
Thank you.
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STATEMENT OF THE HONORABLE JACOB J. LEW, SECRETARY,
U.S. DEPARTMENT OF THE TREASURY

Secretary LEw. Thank you very much, Mr. Chairman.

Chairman Hensarling, Ranking Member Waters, and members of
the committee, thank you for the opportunity to testify today on
the Financial Stability Oversight Council’s 2014 annual report.

Nearly 4 years ago, President Obama signed into law the Dodd-
Frank Wall Street Reform and Consumer Protection Act, creating
the strongest safeguards for consumers and investors since the
aftermath of the Great Depression. As everyone here recognizes, a
stable, thriving financial sector is critical to our economic growth
and prosperity, and that is why these historic safeguards were es-
tablished.

Today our financial system is more resilient, confidence in our
markets is robust, and the agencies charged with protecting con-
sumers and investors are in a strong position to respond to emerg-
ing threats that could hurt our economy, damage Main Street busi-
nesses, and destroy jobs.

One of the lessons from the financial crisis was recognizing how
important it is to detect and mitigate risks to financial stability. In
the lead-up to the crisis, individual regulators focused on individual
institutions, functions or markets. This siloed approach allowed
risks to fall through the cracks. Congress changed that by creating
the Financial Stability Oversight Council. Now regulators are obli-
gated by statute to collectively monitor the stability of the entire
U.S. financial system, to look over the horizon to identify potential
risks, and to respond to threats that have been detected. In short,
the Council’s work to detect possible risk is not only mandated by
law; it is sound economic policy.

That is why it both defies common sense and ignores recent his-
tory that some have suggested curtailing the Council’s ability to
analyze information regarding particular financial sectors, firms or
activities. The Council cannot simply cordon off any sector or activ-
ity that could pose a threat. That would be a dereliction of its re-
sponsibilities and a complete disregard for the very purpose of the
Council.

Some have even gone so far as to suggest that the Council should
be prohibited from simply asking questions about certain activities
or companies that could threaten financial stability. We have to be
allowed to ask questions. As everyone here knows, during the run-
up to the financial crisis, regulators should have asked more ques-
tions about institutions and activities, not fewer.

To be clear, asking questions does not equal regulatory action.
Sometimes questions result in a conclusion that the Council does
not need to act; that it needs to examine the issue further, or that
it needs to gather more information. The Council asks questions
with an open mind and without a predetermined outcome. In that
vein, the Council’s procedures are transparent. It has put in place
a comprehensive delivery of approach to its evaluation of risks, and
it solicits public input and carefully considers all points of view.

In fact, the Council’s annual report exemplifies the Council’s
commitment to transparency and collaboration. It reflects a collec-
tive analysis and conclusions of Council members regarding the key
risks to financial stability, and is an important example of how the
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Collglncil shares information about its work with Congress and the
public.

Each annual report also provides a road map for the Council’s
agenda for the upcoming year, what areas it will focus on, what
areas will likely require additional attention, and how the Council
expects to address them.

This year’s report focuses on nine areas that warrant continued
attention and possibly further action from its members. These
areas include wholesale funding markets, the housing finance sys-
tem, cybersecurity threats, risk-taking by large financial institu-
tions, and potential interest rate volatility.

Before closing, let me point out that since the Council’s last an-
nual report, we have reached a number of key milestones in finan-
cial reform implementation. That means that homebuyers, retirees,
and investors have better safeguards and protections. To that end,
the Volcker Rule has been finalized, qualified mortgage standards
have gone into effect, tough capital standards are now in place,
over-the-counter derivatives are now moving onto electronic trading
platforms and into centralized clearing, fines have been imposed on
abusive actions related to manipulation of LIBOR and other finan-
cial benchmarks, and the international community is making
progress on increasing the stability of the global financial system.

Mr. Chairman, I want to thank the members of the Council and
all of the staff involved with the 2014 annual report for their tire-
less work and commitment. As the Council fulfills its obligations to
strengthen our financial system and limit risk to our economy, we
will continue to work with the committee and with Congress to
make real progress for all Americans.

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

[The prepared statement of Secretary Lew can be found on page
62 of the appendix.]

Chairman HENSARLING. The Chair now recognizes himself for 5
minutes for questions.

Mr. Secretary, I would like to start off with a matter that I left
off with during your last appearance, for which I did not receive
an answer. It is not a “gotcha” question, and when I receive the
answer, I will certainly be fair and give you a brief moment to give
it some context.

As you know, 11 months ago the G20’s FSB, of which Treasury
is a preliminary member, designated 3 U.S. insurers as global
SIFIs. Did Treasury support these designations, yes or no?

Secretary LEW. Mr. Chairman, as I mentioned the last time I tes-
tified, the FSB operates by consensus, and the U.S. participants in
the FSB joined in the consensus at that time.

Chairman HENSARLING. Okay. So Treasury considered in the des-
ignation, correct?

Secretary LEW. We joined in the consensus. There was not a
vote, but we were part of the consensus.

But I need to really make the point quite clearly that action in
the FSB and action in the FSOC are very different matters. The
FSB is not a national authority. It doesn’t designate institutions in
a way that has a legal effect. And the FSOC, when it makes its
determination, does it on a parallel path. Now, it may ask and an-
swer questions in a similar way, but it doesn’t necessarily.
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Chairman HENSARLING. Let me ask this question, Mr. Secretary:
Can a financial institution pose, in your mind, a systemic risk to
the global economy without representing a systemic risk to our do-
mestic economy?

Secretary LEwW. Mr. Chairman, I think the question of designa-
tion is a moment in time and based on analysis it had at that time.
In the case of a designation of a specific institution, the process at
FSOC goes through a very detailed process.

Chairman HENSARLING. I understand there may be two different
processes. What I am simply asking is in Treasury’s opinion, if one
is a potential systemic threat to the global economy, must they nec-
essarily also present a systemic risk to the domestic economy?

Secretary LEW. And the reason I am answering your question the
way I am is that in making a determination at the FSB level, it
is based on the information and the analysis you have at that
point. What you go through during an FSOC determination process
is a very detailed exchange of information ultimately with a com-
pany—

Chairman HENSARLING. So you are simply telling me that two
different processes may lead to two different answers?

Secretary LEW. It could.

Chairman HENSARLING. So Treasury, then, you are telling me,
could support a designation of the exact same firm as systemically
risky to the global economy but not systemically risky to the do-
mestic economy?

Secretary LEW. The action taken in the FSB does not designate
a company in the same way that FSOC does. So the only national
authority that can designate a company for regulation is FSOC.

Chairman HENSARLING. Okay. Well, Mr. Secretary, my time is
limited. Let me move on.

I think you know that Bloomberg—different subject—reported
that when the Chairman of the SEC told the FSOC that they want-
ed to release the Office of Financial Research Asset Management
study, which, as you well know, has been widely panned,
Bloomberg reported that you personally called the SEC Chair “to
express your displeasure.” Is that story accurate?

Secretary LEW. I am not going to get into the details of private
conversations that I may have had with other members of the
FSOC, but—

Chairman HENSARLING. Okay. Let me ask the question this way:
Did you favor or oppose releasing the study to the public?

Secretary LEwW. My view was that the OFR study was going to
be released to the public, and the public was going to be com-
menting on it. And the question of whether or not it would be re-
leased in any kind of a formal way asking for comments by an
agency other than OFR is a different question.

Chairman HENSARLING. Should the OFR—

Secretary LEwW. There was never a question that the OFR study
would be published.

Chairman HENSARLING. Should the OFR’s work be immune from
public comment?

Secretary LEW. No. On the contrary, the OFR report was meant
to be public, and it was meant to elicit a public debate, and that
debate occurred. So I very much believe that it should have been



10

public, it was public, and the only question was should it be for-
mally put out by one or another agency for comment in a formal
way?

Chairman HENSARLING. Last year you said, “It is unacceptable to
be in a place where ‘too-big-to-fail’ has not been ended. If we get
to the end of this year and we cannot with an honest, straight face
say that we have ended ‘too-big-to-fail,” we are going to have to look
at other options.”

I think you may know that a few months ago your predecessor
Secretary Geithner was asked if “too-big-to-fail” still exists. His an-
swer, “Yes, of course it does.”

Using your words, can you tell this committee today with an hon-
est, straight face that we have ended “too-big-to-fail?”

Secretary LEwW. Mr. Chairman, we have made enormous progress.
I am not sure we will know the answer to that question until we
have the next financial crisis. That is the challenge that we all
have in asking have we gone far enough. But I will say that there
is more work under way to continue to look at the areas where we
can have more protection, things like supplemental—

Chairman HENSARLING. We have heard from multiple witnesses
that the Volcker Rule will significantly reduce liquidity in the cor-
porate bond market. The Financial Times has reported that the
Federal Reserve is very concerned about the potential of large-scale
withdrawals from investors and managers of corporate fund bonds.
They are concerned about the illiquidity of the corporate bond mar-
ket. So it strikes me as somewhat ironic that the Volcker Rule,
which has been touted by you and others as necessary to ensure
financial stability, may now be a part of financial instability.

This committee has requested information from Treasury and
FSOC regarding the status of our corporate bond markets. We
haven’t received anything as yet. So has the FSOC conducted an
analysis of the systemic risk that can result from a lack of liquidity
in the corporate bond market?

Secretary LEW. Mr. Chairman, we obviously are just in the early
months after the final publication of a Volcker Rule that is final.
It hasn’t taken effect in the marketplace yet, so it is premature to
judge what its impact on the market is.

I think it is actually quite an accomplishment that five inde-
pendent regulators published an identical rule on the same day
providing clarity in an area that badly needed clarity so that there
would not be uncertainty in the industry. I have actually received
quite a lot of positive comment that that was the result.

Chairman HENSARLING. The time of the Chair has expired.

The Chair now recognizes the ranking member for 5 minutes.

Ms. WATERS. Thank you very much.

Some have criticized the FSOC’s designation process as being
opaque. The GAO also made several recommendations to the FSOC
to improve its transparency. Would you please describe how the
FSOC has addressed these recommendations? Would you also de-
scribe how the FSOC changed this transparency policy last month?
Is the FSOC appropriately balancing the need for transparency
against the need to protect sensitive market and supervisory infor-
mation?
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This is an issue I would like to get behind us and deal with it
in ways that would allow FSOC to do its work. And so I am hoping
that you have not only given considerable thought to this, but to
help us to understand how we can better make sure that you can
carry out your mission and not have those that you are regulating
and giving oversight to believe that somehow you are trying to do
all this in secret. And I don’t want to spend all of my time on this,
because I really do want to get to nonbank market servicing. So
would you please respond to the first part of the question?

Secretary LEW. Congresswoman Waters, I think that the values
of openness and transparency are very important to all of us. We
have constructed a process in FSOC which I believe respects and
reflects those values, and it gives an enormous opportunity for com-
panies through the designation process to engage with FSOC with-
out prematurely making public things that would not be appro-
priate to be a public discussion.

Much of the discussion in a designation process involves review-
ing the internal information that is the kind of supervisory infor-
mation with which regulators work. When we get to the final stage
of the designation process, there is a back-and-forth that is quite
voluminous with the company where the company is sharing pro-
prietary information, information that gets to the essence of their
business.

So I think what we need to balance is a process that requires a
certain amount of confidentiality with transparency. We just re-
cently made some changes, and it is a young organization that is
continuing to evolve where we are noticing in advance topics to be
discussed. We are putting out minutes of meetings, notes for meet-
ings afterwards, and we will continue to try to perfect the process.
But I don’t think the answer is to say it should all be a completely
open public discussion or the inquiry itself would be stymied.

Ms. WATERS. Mr. Secretary, I would like to ask you to make sure
that the staff of FSOC gets what the staff of this committee, and
I would hope that the chairman would agree, so that you could
walk through whatever changes you have made—

Secretary LEW. I would be happy to do that.

Ms. WATERS. —in order to have more transparency. We need to
understand that, because as you know, with H.R. 4387, this bill
would subject FSOC to the Sunshine Act, expand its membership
and change voting protocols for Commission and Board members,
and allow Members of Congress to attend and participate in FSOC
closed-door meetings.

Now, I think this is ridiculous, and I want to get off of that, and
so if you will help us to understand more about what you have
done, then hopefully we can engage with you about what we think
about what you have done and maybe have some suggestions for
you.

With that, do you have a moment to talk about what you have
done in taking a look at nonbank mortgage services?

Secretary LEW. The question of mortgage servicers is a very im-
portant one. As they have moved out of banks into more inde-
pendent businesses, the challenge is how to maintain consumer
protections and oversight, and how to make sure that very impor-
tant backbone to our mortgage finance system functions well.
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I think if you look at the actions taken by the CFPB, they have
taken on the role of consumer protection oversight in a very impor-
tant way, and I think that is an area we have to continue to look
a}i;, understand, and, if we need to take more action, discuss what
that is.

Obviously, the mortgage system requires that there are servicers
who are reliable, who are there to handle the transactions between
the borrower and the holder of the mortgage, and it is something
that we cannot have be fragile. So it is something we are very
much watching, and we think that the actions taken by the CFPB
are very positive ones, and we will continue to review the situation.

Ms. WATERS. Mr. Secretary, let me just say, one of the things we
discovered with the subprime meltdown was a lot of the problems
were with the servicers: the loss of paper; the lack of under-
standing what their jobs really were; the inability to make deter-
minations about whether or not people had sufficient income to
meet a proposed modification; and on and on and on. So this is a
serious area that—

Secretary LEW. It is a very important area. I totally agree.

Ms. WATERS. Thank you. And I yield back the balance of my
time.

Chairman HENSARLING. The Chair now recognizes the gentleman
from New Jersey, Mr. Garrett, chairman of our Capital Markets
Subcommittee.

Mr. GARRETT. Mr. Secretary, as you know, the chairman, some
other members of the panel, and I have asked for specific docu-
ments from you, and we did so over a month ago, and you assured
us that you would provide them. You formally responded only last
Friday, and you did so with a nonresponse. The response contained
none of the requested documents.

Mr. Secretary, this committee has to subpoena those documents.
Can you promise us here today that any emails that make up those
documents or files that we have requested will not fall victim to
any mysterious or unexplained hard drive crash? And are you
doing anything now to protect those documents that we have re-
quested and you promised that you would supply, but after a
month you still have not done so?

Secretary LEW. Congressman, as you noted, I did respond along
with the Chairman of the SEC and the Chairman of the Federal
Reserve Board to your inquiry. In that letter, we said our staff
would work together to—

Mr. GARRETT. So will you protect those documents? Because you
did not provide any of the documents that we requested.

Secretary LEW. Yes. And as the letter indicates, our staff will
work with your staff on—

Mr. GARRETT. Are you protecting those documents?

Secretary LEW. We routinely protect our documents.

Mr. GARRETT. We know the routine over at the IRS. Is yours a
better routine than they have?

Secretary LEW. Congressman, we have—

Mr. GARRETT. Okay. That is a “no.”

Secretary LEW. No, Congressman, that is not a “no.”

Mr. GARRETT. Mr. Chairman, I would suggest—

Secretary LEwW. We protect our documents.



13

Mr. GARRETT. I would suggest that we consider issuing sub-
poenas sooner rather than later, given how fast emails are dis-
appearing within the Treasury Department.

I have a question for you from home. This is a little bit off topic.
But if the IRS is conducting an audit of a law-abiding taxpayer cit-
izen—and I have gotten this a lot over the last several weeks—and
the IRS asks for documents, and they do not come, and they say
that they don’t have them anymore because their hard drive
crashed, the IRS and your response to them would be, that is okay
because that is the routine system?

Secretary LEW. Congressman, as Commissioner Koskinen testi-
fied last week, if that happens to a taxpayer, the practice is for the
IRS to work with the taxpayer based on documents that are avail-
able to proceed—

Mr. GARRETT. So I will take that as—and so we are going to be
working with you, and that is why I suggested that we issue sub-
poenas now because you have not supplied the information that
you have promised to this committee.

Mr. Chairman, I don’t have any confidence in this Administra-
tion to be able to conduct a fair, impartial, and thorough investiga-
tion into that matter, nor to supply the information this committee
has requested repeatedly. And for that reason, I do believe that a
special prosecutor should be appointed to find the truth as to what
actually happened there, and for us to go forward as quickly as
possible with regard to subpoenas.

Now, to return to the matter at hand on FSOC and designations,
the chairman asked you a very simple question with regard to con-
sensus. I think most people watching understand what “consensus”
means. It means that the parties at a table consent to something.
That is the root word of consensus. So FSB in that process said
there was a consensus on the matter, and his simple question was,
did you consent? And you did not give an answer. Can you say
whether, when they went around the table figuratively, did you
cons%nt? Did you say yes, no, or I really don’t know what to an-
swer?

Secretary LEW. Congressman, I answered the question. I said the
U.S. Government representatives joined in the consensus.

Mr. GARRETT. So you said yes?

Secretary LEW. I answered the question.

Mr. GARRETT. No. And so when you made that determination,
the chairman also asked the question, is it possible for a company
to be globally designated but not to be designated nationally by a
SIFI? And the answer to that one is also yes?

Secretary LEW. Yes. I said that they are parallel processes, and
the FSOC, which is the national authority, would make its own de-
termination based on the process conducted at FSOC.

Mr. GARRETT. So a company could be globally important but not
here in the United States? How is that possible?

Secretary LEW. The process of the FSB designation is one that
is not binding on national authorities. Obviously, it is something—

Mr. GARRETT. Binding doesn’t matter . It is whether or not that
company is actually systemically important on a global basis.

Secretary LEw. That is the reason that the FSOC goes through
a very detailed analysis. There is more information—
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Mr. GARRETT. Oh. So does that mean that the FSB process is not
a detailed analysis?

Secretary LEW. No, I am not saying it is not a detailed analysis,
and I am not saying that the outcome would be different. I am just
saying that there is a parallel national process that takes place
and—

Mr. GARRETT. In a legal matter, when a judge has made a deci-
sion in one case, they oftentimes have to recuse themselves when
the same parties are involved in that or the same issues come up.
Lawyers have to do that all the time. Will you recuse yourself from
that deliberation process when these same companies come up for
desig(r)lation on the SIFI basis even though they are different proc-
esses’

Secretary LEW. Congressman, the responsibility that all of us at
FSOC have is to review all of the information and make a decision
based on the information presented in the FSOC process, which is
what I will do.

Mr. GARRETT. So, the answer to that is “no.”

Secretary LEW. I will do my job reviewing all the documents and
all the analysis, and we will make a decision based on that.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Massachusetts,
Mr. Capuano, ranking member of our Housing and Insurance Sub-
committee.

Mr. CapUuANO. Thank you, Mr. Chairman.

Mr. Secretary, I am tempted to talk about the batting averages
of the Red Sox, but I think I will wait for another day for that.
That is my biggest concern right now, to be perfectly honest with
you.

I do want to talk about a couple of concerns. First of all, I want
to thank you for the job you have done. I think you have done a
great job. But like everything else, there are details that have to
be worked out, and I have a lot of constituents who are concerned
about questions that have not happened yet. I am very happy with
what FSOC has done, but I have my concerns about some of the
things they have not yet—the second shoe hasn’t dropped.

I want to talk to you for a minute about the International Asso-
ciation of Insurance Supervisors, of which you are participating,
and I got a response from you to a letter we had written. I want
to read a section of that and put the letter on record. We were talk-
ing about the capital standards that are being developed by the
TIAIS and your letter stated that, “the capital standards being de-
veloped by insurance experts will not have any legal effect in the
United States unless they are implemented by U.S. regulators in
accordance with U.S. law,” which, of course, is the answer that I
viflanted. I appreciate the answer, but I need to push it a little fur-
ther.

And I say that because I am not opposed to internationalization.
It is going to happen. I just think that we shouldn’t put the cart
before the horse. We haven’t cleaned up our own house fully yet.
I am not ready to pass it all over to an international standard. I
want to make sure that in the standards correctly, though, that by
doing so—I want to make sure how I understand that in accord-
ance with U.S. law, I want to make sure that this is not some back-
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door way to allow some Section 4807 of some treaty with some
country I have never heard of to overtake our capital standards
and insurance, and say, we have a treaty that we signed 400 years
ago, and we have to therefore give it up. That is—I presume that
you are not looking for that back door.

Secretary LEW. No. Congressman, I think it is worth taking a
step back and talking about how important our involvement in
these international bodies is. We could do an outstanding job in the
United States putting a system in place that is safe and sound for
all of our financial institutions, and we are still exposed to
vulnerabilities if, around the world, the standard isn’t raised as
well. So we simultaneously participate in international discussions,
and in a case like this, our insurance experts are very much a part
of shaping the international debate.

Mr. CAPUANO. As I think you should be. I think you should be
at the table, and I do think that you should participate, and I do
think you should have a strong voice. I just don’t have faith at the
moment. I may have it at some future time that the international
standards are going to be any better than we can do for ourselves.

Secretary LEW. And while our participation in the international
process often leads to a result that reflects our judgment of what
the outcome is, we retain, as do all national authorities, the right
to make decisions.

Mr. CAPUANO. Fair enough.

Secretary LEW. In the case of insurance, it is the States that
have a lot of the authority.

Mr. CApUANO. The other question, though, is, number one, I
want things straightforward. I believe in FSOC, I believe in what
you are doing, I do believe internationalization is coming, but I
don’t want to find out the day after that, that somehow through the
back door, we gave up our entire system of insurance regulation
without knowing about it. If we do it, I think we need to do it con-
scientiously. I don’t want to find out that some treaty did it, and
I don’t want to find out that somehow because somebody from
Lichtenstein had a better idea, that now they run our insurance in-
dustry. And I don’t expect that is going to happen, but I need to
put that on the record.

Secretary LEwW. That is not the way it works.

Mr. CApuANO. You also talk about transparency, that, as far as
I am concerned—let me back up 1 second. I also want to go and
find out that under Dodd-Frank, as I understand it, the Fed and
others have oversight on insurance companies that are SIFIs, or
they have savings and loans holding companies. Other insurance
companies are not subject to Federal regulation, and I just want to
make sure that there is not some back-door way to expand jurisdic-
tion. Though I do believe that Federal optional charters will come
someday, they are not here yet, and I just want to make sure we
are not trying to do that in a back-door way.

Secretary LEW. It is definitely not any kind of a back door into
Federal regulation of all insurance, though there is a debate to be
had, as you note, as to what is the right balance between State and
Federal. But that has to be done directly, if it is done.

Mr. CapuaNoO. That is what I wanted to hear.
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I also want to talk a little bit about transparency. You also agree
that transparency is important, and up until now there has been
some—there has been give and take; you get transparent, and then
you don’t get transparent. And for me, one of the things when it
comes to designating SIFIs is the SIFIs know what the measure-
ments are, or the potential SIFIs know what the measurements
are.

My argument is, it is like a traffic cop. If a traffic cop is sitting
on a highway, the truth is most of the time I want the blue lights
to be flashing because I am not interested in catching somebody
going 3 miles an hour over the speed limit, I am interested in keep-
ing them at the speed limit, and the best way to do that is let them
know that there is a cop on the highway.

And the same thing here. I am not interested in catching some-
one into a SIFI if they want to avoid it and can avoid it. And the
only way that can happen is if FSOC and others tell them, here
are the measurements we are going to have. If you choose not to
participate in these measurements between now and 6 months
from now, you can take action to avoid it. Why is that not possible?

Chairman HENSARLING. Brief answer, Mr. Secretary.

Secretary LEW. I think that the standards that are used in FSOC
actually are understood by the industry. We put out detailed rules
early on in the process. When it gets to the point of actually engag-
ing with a company, there is an enormous amount of give and take
back and forth, which gives them the ability to make judgments as
to how they want to organize their risk.

Mr. CapuaNo. I think we have to follow up on that at a later
time.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentlelady from West Virginia,
Mrs. Capito, chairwoman of our Financial Institutions Sub-
committee.

Mrs. CapiTO. Thank you, Mr. Chairman.

As I mentioned in my opening statement, I believe that the proc-
ess for designating the financial institutions should be based on ac-
tivities of the institution as opposed to just arbitrary cut-off points,
for instance, the $50 billion level, and then we have another level,
$10 billion for the consumer supervision.

And what we are finding, I think, is—and this sort of pivots a
little bit off of the previous questioner—if you have these arbitrary
deadlines at $50 billion, you could have a financial institution that
is maybe at $35 billion that is much riskier than, say, one that is
at $100 billion because of their business platforms, their business—
and the way they structured their business with less and fewer
risks.

So I guess what I would ask is—and Governor Tarullo talked
about this about a month ago, mentioned—just kind of threw out
$100 billion to raise it up, because folks who are falling in those
thresholds are having difficulty. How do you feel about that, rather
than have an arbitrary asset limitation, to maybe look at what the
risk profiles and base those designations on that? I know that is
a discussion.

Secretary LEW. The threshold does not lead to designation auto-
matically. There is only a designation if the analysis done suggests
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that there is a risk that determines that it is systemically signifi-
cant. And I think that the number of designations reflects the fact
that we have seen the nonbank utilities designated, we have seen
two insurance companies designated. It has not been a massive
process.

Mrs. CApPITO. I think in the case of the banks, if they reach the
$50 billion threshold, it is a—

Secretary LEW. I thought you were talking about the FSOC des-
ignation, the thresholds.

Mrs. CApPITO. I am talking about that in conjunction with, I
guess, the other designations of significantly systemically impor-
tant—

Secretary LEW. Yes. As far as the banks, I think after the finan-
cial crisis the burden certainly was on us to take a closer look at
systemic risk in large institutions, and as we go through that proc-
ess, as the regulators go through their more detailed reviews of
both the financial conditions of those banks and their systemic
risks, I think it is a discussion that we can continue to have.

But I think for the time being, we have to look back and forward.
We weren’t where we needed to be in 2005, 2006, 2007, and 2008.
We need to make sure that we have visibility into any of the insti-
tutions that could create that kind of systemic risk. And as far as
the designations at FSOC go, the same standard, I think, applies.
We are not looking to designate for the sake of designating. We are
only looking to identify where are there areas of systemic risk that
if we look back at the next financial crisis, we would say, why
didn’t you catch that?

Mrs. CAPITO. I think that in the case of Prudential, they would
argue—this is a slightly different question—that if they were to
fail, their business model would not drag down the entire financial
system. What kind of metrics were used for that, and how does
that—yes, what kind of metrics did you all use to make those de-
terminations when the insurance expert on the FSOC had a deep
question about that?

Secretary LEW. There were detailed analyses done, and there
was a hearing where Prudential came and exercised its right to ask
for a hearing.

And, I think that the kinds of questions that you ask when you
are looking to make the determination like this don’t have to do
with what happens if the company fails in good times; it has to do
with what happens if there is a financial crisis and the company
fails? What happens if it is a situation of great stress in the sys-
tem? And that is not necessarily what regulators previously did,
but when we saw what happened in 2007, 2008, at a time of great
stress in the financial system, things do happen that don’t happen
at other times, and that is the kind of inquiry that we went
through.

Mrs. Capito. Okay. I have asked you this, I think, every time
you have come before us. Mr. Meeks and I have a bill out that
would modernize and streamline the financial regulatory frame-
work. We are hearing consistently, particularly from our commu-
nity banks, but also others, that the piling on of the regulatory bur-
den is really becoming a chiller in terms of being able to move for-
ward with business.
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And you mentioned that once every 10 years, there is an analysis
of this. I think 10 years is too long a period, especially since we
have gone into—a lot of these have gone into effect over the last
4 years. So what efforts are you making in that?

Secretary LEW. I have a certain amount of background in this,
because when I was OMB Director, I conducted a review of all of
the Executive Branch agencies to do a lookback, and we asked the
independent regulators to do a similar lookback. We didn’t have
the authority to direct them to do that lookback.

I think that at the moment with the 10-year review coming up,
the regulators have indicated it is their intention to do that kind
of lookback. I think that is a very important thing.

Mrs. CAPITO. Thank you.

Chairman HENSARLING. The time of the gentlelady has expired.

The Chair now recognizes the gentleman from Texas, Mr. Hino-
josa, for 5 minutes.

Mr. HINOJOSA. Thank you, Mr. Chairman.

And thank you, Secretary Lew, for your testimony today.

Before the financial crisis that caused the Great Recession, the
United States had many financial regulators, yet none took a com-
prehensive look at the economy as a whole. We were caught off
guard because no one was tasked with looking at the big picture.
Congress created financial stability over in FSOC as a cornerstone
of the Dodd-Frank Act. It serves a critical function to keep watch
for emerging financial threats.

So, Secretary Lew, prior to that passage of Dodd-Frank, what
government agency, if any, was responsible for looking at the sys-
temic risk in the U.S. financial system?

Secretary LEW. Congressman, I think one of the things we
learned is that there was no single agency that had responsibility
for looking across the system and identifying issues of systemic
risk. One of the reasons FSOC was created was to make sure that
in the future, agencies collectively as a body chaired by the Treas-
ury Secretary would be charged with that responsibility.

I think it is critically important. I don’t think that it would be
responsible for us to go back to a world where you don’t have that
kind of ability to look across the different silos. And that is not to
say that the regulators weren’t regulating the industries for which
they had responsibility. They weren’t necessarily looking at the
interconnections and the way that the entire systemic risk profile
developed.

That is exactly what FSOC does. It is why it was created. It is
why we need to be able to ask questions. And it is also why we
need to be able to ask questions when we don’t know what the an-
swer is. It ought not to be that we have to have near certainty that
there is a problem in order to ask a question. We have to be able
to turn over a lot of stones and have the good judgment to only des-
ignate if the analysis of the facts warrant it.

Mr. HINOJOSA. So last week the committee passed H.R. 4387, the
FSOC Transparency and Accountability Act. This bill would subject
the FSOC to the Sunshine Act, expand its membership, and change
voting protocols for Commission and Board members, and it would
allow Members of Congress to attend and participate in FSOC
closed-door meetings.
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In addition, this bill, H.R. 4881, would prevent the FSOC from
any further actions related to the designation of a nonbank SIFI,
including even talking about the possibility of the designation for
1 year. By undermining FSOC, we undermine our ability to avoid
a future crisis like we have just experienced.

Mr. Secretary, how do you view the bills passed last week out of
this committee, and what is your primary concern?

Secretary LEW. Congressman, I think that transparency is impor-
tant. We are trying to develop policies which make that very clear.
I also think that there needs to be a space where financial regu-
lators can have a conversation about confidential information that
is a protected space. And the balance is an important one to strike.

I think the notion of complying with as much of the Sunshine Act
as possible is something that we have reflected. Much of the Sun-
shine Act is reflected in the FSOC procedures. But because of the
balance, it is not 100 percent, and I think it is the right balance
for now, and we need to continue to work to strive for striking the
proper balance.

Mr. HINOJOSA. I am with you.

Secretary LEW. As far as the participation of Members of Con-
gress, I would just point out that Executive Branch meetings hap-
pen every day all day long, and it is not considered the norm nor
appropriate for there to be congressional participation in Executive
Branch meetings. I don’t think it would be appropriate here either.

Mr. HINOJOSA. In looking at your annual report, the FSOC delin-
eates recommendations to improve the health of our financial mar-
kets. Interest rates have been kept to a historic low in order to en-
courage lending and spur economic growth. To offset the effect of
low interest rates, the banks and credit unions have increased risk-
seeking behavior such as extending the duration of assets and eas-
ing lending standards.

So let me ask you this question: How much does the risk of in-
creased interest rate volatility concern you?

Secretary LEW. I look at all of the different moving pieces in our
financial system to keep track of them. Obviously, low interest
rates do produce a certain tendency for there to be a kind of rush
to yield. We have seen a narrowing of yield curves that suggests
that. I don’t think that—if you balance the kind of where we have
come in our economic recovery and the policies that have led there,
I think that we are at a place where this is a question that the Fed
and others have to look at. But I am not going to comment on mon-
etary policy.

Mr. HINOJOSA. I yield back.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair recognizes the gentleman from Texas, Mr. Neuge-
bauer, chairman of our Housing and Insurance Subcommittee.

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

In his dissent, Roy Woodall, who is the FSOC’s designated insur-
ance expert, stated that the underlying analysis for the Prudential
designation used scenarios which were “atypical to the funda-
mental and seasoned understanding of the business of insurance,
the insurance regulatory environment, and the State insurance
company resolution and guaranteed fund systems.”

Do you agree with Mr. Woodall’s statement?



20

Secretary LEW. Congressman, obviously the FSOC decision was
one in which I participated. I thought the designation was appro-
priate, and the risk analysis warranted it.

Mr. NEUGEBAUER. So you disagree with his statements?

Secretary LEW. I am just going to comment on what informed my
judgment in terms of the decision that we made.

Mr. NEUGEBAUER. So just for the record, Mr. Secretary, what is
your background as far as experience in regulating insurance com-
panies?

Secretary LEwW. I don’t pretend to have been an insurance regu-
lator. I have worked on insurance policy as a policymaker from
time to time. But, I think that the responsibility each of us has as
FSOC members is to look at a very detailed analysis that is pre-
pared by all of the staffs of the FSOC. It is quite voluminous and
detailed. In the case of the Prudential designation, I participated
in the hearing, and you make your judgment based on the record
that is prepared.

Mr. NEUGEBAUER. So when you don’t have a background in that
industry yourself, I guess one of the reasons that Congress decided
to put these insurance people on the FSOC process was obviously
a lot of the regulators that—for example, the Fed and the Treasury
and others don’t really have much background or experience in reg-
ulating insurance companies, do they?

Secretary LEW. Look, Congressman—

Mr. NEUGEBAUER. Do they have a background or experience in
doing that?

Secretary LEW. For the most part, they have backgrounds in the
field that they are in, whether it is banking or securities.

But I think that if you look back at the financial crisis of 2006
and 2007 and 2008, the insurance industry was very integrated
into the financial system and was very much a part of the cause
of a systemic collapse. So I think that the questions—

Mr. NEUGEBAUER. The insurance industry was—

Secretary LEwW. Parts of it, yes.

Mr. NEUGEBAUER. What part was that?

Secretary LEw. AIG was part of it.

Mr. NEUGEBAUER. But that wasn’t the insurance aspect of their
business, was it?

Secretary LEW. The inquiry about systemic risk is one where you
look at all of the activities of a firm, and you look at whether or
not it has transmission channels, if there is a problem in that into
other parts of the financial system.

And I thought, and I continue to believe, that the analysis done
was a very high-quality one, and it warranted the determination.
And I will just point out that there was not an appeal of the judg-
ment either.

Mr. NEUGEBAUER. One of the reasons for designating Prudential
as a SIFT relates to FSOC’s asset liquidation analysis. Are you fa-
miliar—

Secretary LEW. Yes.

Mr. NEUGEBAUER. —which it assumes that simultaneous runs
against its journal, and separate accounts by millions of life insur-
ance policyholders and a significant number of annuity and other
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contract holders for products with a cash surrender value, this as-
sumes a scale for which there is no precedent.

In other words, was there anything in Prudential that would in-
dicate that they had ever experienced a catastrophic liquidation of
policies or surrender of policies?

Secretary LEW. The question is not whether something has hap-
pened, but whether there is a systemic risk in the future. And I
think the scenarios that you look at tend to be scenarios that have
not been experienced because your goal is to avoid having a finan-
cial crisis that you could avoid.

Mr. NEUGEBAUER. The only problem with that, Mr. Secretary, is
trying to forecast cataclysmic events. Really I don’t know that any-
body has any expertise in doing that. And by trying to come up
with these what-if—I could come up with a lot of what-if scenarios
where you wouldn’t want to put your money in any financial insti-
tution.

But the problem is, when you start going down this road, you im-
pact the business model and the customers who rely on a lot of
these financial products for something that you are not sure is
going to happen in the future, that has not happened in the past.

And then when you ignore the expertise of people who have been
put on FSOC to give you some guidance in that area, I think that
is one of the reasons that you hear so many of us question the my-
thology that is being used in this process.

Secretary LEW. Congressman, I don’t disagree that the scenarios
that you look at are not the likely scenarios, but that is not our
task. Our task is to look at, in a crisis situation, is there a risk of
financial stability being undermined.

And we know what the recession of 2008, 2009 looked like. We
know what the Great Depression looked like. There are scenarios
that we have gone through in our history. And it is not just pulling
scenarios out of the air; the question is, in a time of great stress,
is there risk? And if there is risk, it doesn’t mean that you are
changing the business model all that dramatically. It is a question
of, is there greater oversight and greater scrutiny?

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Georgia, Mr.
Scott, for 5 minutes.

Mr. Scort. Thank you.

Over here, Mr. Lew. Thank you, and welcome. I think you are
doing a fantastic job.

I want to first of all ask for a little help that you could give for
me and my constituents in Georgia. You are familiar with the
Hardest Hit Program?

Secretary LEW. Yes. I am.

Mr. ScoTT. And it is your program, thanks to the hard work of
this committee. And I would deeply appreciate if you could assist
us.
We have an issue in which my State was about a year late in
getting this money out to help the hardest hit. Subsequent to that
we have unleashed or unloaded a number of veterans, who—it hap-
pens to be one of the fastest-growing groups of the homeless, and
that is because they are coming home, and their houses are being
foreclosed on and mortgages.
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So within the next couple of months, in August, we are putting
a big event together down in Atlanta. In order to get moving on
this, your predecessor, Mr. Tim Geithner, and the Assistant Treas-
ury Secretary who started this was Mr. Tim Massad, who did excel-
lent work, but unfortunately both of them have gone.

So what we need is just a nice call down to the Georgia Depart-
ment of Community Affairs, first thanking them for moving, but re-
minding them that because of that 1-year delay, we only have 2,
3 years left. By 2017, as you know, if we don’t get rid of that
money, it is going. It would be a shame that we have veterans com-
ing home, seeking employment. This is targeted just for them. So
just a call down would be very helpful to the Department of Com-
munity Affairs, asking if there is any assistance that Treasury can
give them, because if it weren’t for Tim Geithner and Tim Massad
coming down to that event to light a fire in Georgia, we would not
be moving as we are.

I don’t want a dime of that money coming back when we have
soldiers coming home who are living under viaducts because they
can’t get that kind of help.

So 1 appreciate your doing this, and we will get the information
to your offices of whom to call.

Now I have another point. I want to get to the emerging threats
to our financial stability on the international stage. You have just
returned from an international visit and working on—in this issue
with some of our other counterparts. Also, Treasury is the enforce-
ment arm for the Iran sanctions. Six months is coming up. Can you
give us in a nutshell where we stand relative to the impact of the
standstill, where are we are on those sanctions, and what are the
emerging threats internationally?

Secretary LEW. Congressman, first, on the Hardest Hit Fund, I
would welcome the information. Tim Bowler is running that office,
and I will have him follow up as appropriate.

Mr. ScotrT. Thank you. My staffer will get in touch.

Secretary LEwW. As far as the Iran sanctions go and the negotia-
tions that are taking place, three points: first, the sanctions have
been extremely effective. They have had a dramatic effect on Iran’s
economy. They have actually crushed Iran’s economy and brought
Iran to the negotiating table.

Second, the joint plan of action was very limited relief. It was
several billion dollars of relief, not enough to reverse the harm that
the sanctions do to Iran’s economy. And, in fact, the ongoing impact
of the oil restrictions in the sanctions does more damage than the
relief granted. So the impact is building up, not reducing.

Third, we have made it clear that we are going to—we are com-
mitted to these negotiations, but not committed to a deal unless it
is a good deal. No deal is better than a bad deal. We hope there
is a good deal.

We are in the final month. I think that it will be an important
month that determines whether or not there is seriousness on
Iran’s part to set aside its nuclear weapons program.

Mr. ScotrT. So we are at that final month, which is the apex of
my question. Where do we go from there? Do we go back to square
one, or will we ask for an extension?
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Secretary LEW. I am not going to prejudge what the end of the
month is. There have been no discussions to date of an extension.
There is also not going to be pressure to take a bad deal because
we are hitting a deadline. I think we will have to see where we are
at the end of the month.

What we have said is that if the talks break down, if Iran is not
willing to make concessions, we will look for tougher sanctions, and
we will take no option off the table to make sure Iran does not get
nuclear weapons.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from North Carolina,
Mr. McHenry, chairman of our Oversight and Investigations Sub-
committee.

Mr. McHENRY. Secretary Lew, thank you for reappearing.

We had a hearing about the OFR asset manager report. And
former Assistant Secretary Michael Barr testified that the OFR
“was not something I would hang my hat on.”

Would you hang your hat on the asset manager report?

Secretary LEW. I don’t hang my hat on reports, Congressman.

Mr. MCHENRY. I guess—

Secretary LEW. The report was one step in the process. It is not
a decision by FSOC. It was something that FSOC asked for as one
of the things to consider.

We have done a lot of other work as well, an analysis within
FSOC, and we had a public session, I believe the day before your
hearing, where we had broad participation by the industry and by
experts from academia, including Michael, who testified.

I think that one of the important things to remember is FSOC
has made no decision to designate asset managers. All FSOC has
done is ask the question. I think it is really important to ask the
question. The answer could be that there is no need to designate.
The answer could be that there is some other course of action that
is advised. And we will continue to pursue that.

Mr. McHENRY. And to that end, Chair White testified just a few
weeks ago before this committee that the SEC has all the authority
necessary; no new authority would be needed for the SEC to regu-
late the asset management industry.

Do you concur with that assessment?

Secretary LEW. I think it depends on what the answer is in
terms of what is the appropriate step to take. And I am not going
to prejudge the outcome of an inquiry that is not completed.

Mr. McHENRY. Okay. Let me try that again. Do you believe the
SEC has the authority to regulate the asset management industry?

Secretary LEW. I believe the SEC does have authorities to regu-
late the asset management industry. Whether it is the precise au-
thority depends on what the mode of regulatory response, if any,
would be.

Mr. McHENRY. Yes. Thank you for clarifying, and that is helpful
and very forthcoming.

And so, we have a number of other questions, obviously, but with
the FSB, a number of us have questions about the process. And you
have answered this to some degree, but we have—many of us have
complaints about how nontransparent FSOC is, but FSB is even
less so.
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And so when the FSB designates G-SIFIs, and all those G-SIFIs
within that category of an investment—investment companies are
only U.S.-registered investment companies, it becomes problematic
for us to see that—to judge whether or not the FSOC will take that
same tack from the FSB.

And so to that end, in order to help us better understand the pol-
icymaking process, would you help us with better disclosure of
what those discussions are like and what the discussions are at the
FSB just going forward? I think that would be helpful in terms of
transparency and in terms of making sure that we are asking ap-
propriate questions, and you don’t have to answer the same ques-
tions over and over again.

Secretary LEW. Our staff does try to keep congressional—inter-
ested congressional parties informed. We will continue to do that.

Mr. McHENRY. Currently, I would say it is not sufficient. And so,
Wg try harder to do better when it comes to transparency with
FSB.

1 Secretary LEW. I try hard to do better at everything I do every
ay.

Mr. McHENRY. That is a fantastic commitment. So, no hats and
try harder.

All right. To that end, let me ask you another question, if we can
get to this. We have passed a couple of major pieces of legislation
through this committee and off of the House Floor that are bipar-
tisan in nature. Some help credit unions, and others help commu-
nity banks, basically lightening a bit of the overreach that the
large bipartisan vote in Congress has shown. One is the swaps
push-out bill that passed 292—-122 on the House Floor, and the end
user margin bill, which passed 411-12. So, there is a way for us
to pass bipartisan legislation.

Give us your view. What is your encouragement for Congress to
undertake bipartisan regulatory changes?

Secretary LEW. Look, in principle, I endorse bipartisan legisla-
tion as a general matter. And—

Mr. McHENRY. But in a specific matter, would you help us with
this process?

Secretary LEW. On the question of Dodd-Frank amendments,
frankly, there has been an issue for the last 4 years where the
question is, do you just make technical fixes, or do you go back and
make broader changes? That is an important question. We don’t
think there should be a broad review of Dodd-Frank.

There is also a question as to whether or not you give agencies
a chance to implement things before you legislate again, putting an
overlay to top of it. But I am happy to continue the conversation
with you.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair wishes to announce to all Members that at approxi-
mately 11:30, the Chair intends to call a 5-minute recess.

The Chair now recognizes the gentleman from Missouri, Mr.
Cleaver, for 5 minutes.

Mr. CLEAVER. Thank you, Mr. Chairman.

Thank you, Mr. Secretary, for being here. And we will also accept
your thanks for sending Mel Watt from this committee to the Over-
sight Council.
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Secretary LEW. We appreciate your sharing him.

Mr. CLEAVER. Yes.

Mr. Secretary, I have two questions. Do you believe that as a re-
sult of FSOC, we do have an authority that is accountable and re-
sponsible for monitoring the financial stability of the U.S. economy?
Do you believe that without FSOC, the dangers would be increas-
ingly more ominous?

Secretary LEW. Look, I believe we have a much higher level of
visibility into the financial stability risks. We have relationships
between regulators that are stronger and deeper than they ever
were before, and we have the capacity, if we need to, for people to
collaborate together in a much more effective way.

I think all of that leaves us much stronger than before, and to
give that up would put us back where we were in 2007 and 2008,
when regulators worked in their silos, and it was very hard to
break through to look at the broader financial stability.

Mr. CLEAVER. That is interesting, because I am wondering how
comfortable the members of this committee should be that the ex-
pectations that an American financial institution is still “too-big-to-
fail.” These huge interconnected bank holding companies or the
nonbank financial giants—how comfortable should we feel that the
“too-big-to-fail” has been either dramatically reduced or eliminated?

Secretary LEW. Congressman, I think we have made enormous
progress. We have much more capital in our banks. We have reso-
lution authorities that are now in place and are being exercised so
that institutions, if they hit a failure, have a way to unwind with-
out necessarily causing the kind of systemic risks that we saw in
2007, 2008. We have living wills for the largest institutions that
have very detailed plans of what they would do if they got into dis-
tress.

And I think if you look at the question that is often asked about
the implicit subsidy for large banks, that is a reflection of the mar-
ket’s belief that there is a willingness to step in, we are seeing that
way lower, if not eliminated. It has been reduced by academics who
study it. It has been reduced when the IMF looked at it. It has
been reduced when rating agencies look at it.

So I wish I could tell you with absolute certainty that “too-big-
to-fail” was a thing of the past. What I can say is we have made
enormous progress. We will continue to work at the kinds of sen-
sible ongoing policies that will make our system even stronger. And
the test, unfortunately, only comes when you have a financial cri-
sis, which I hope we don’t experience.

Mr. CLEAVER. Yes. I was going there, that we won’t know for
sure as we didn’t—I was on the committee when Secretary Paulson
and others came in and told us essentially that if we didn’t do
something before the Asian markets opened the following Monday,
that the world could fall into a depression.

I am assuming you are saying we can have a degree of greater
comfort, but that comfort should be measured, because we don’t
really know and won’t know unless we hit another—

Secretary LEW. I would add, Congressman, that many of the au-
thorities that existed at the time have been changed in Dodd-
Frank, and we don’t have the tools that Secretary Paulson had at
that time.
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Mr. CLEAVER. Of course, he didn’t have the tools. He made the
tools up, by his own admission.

Secretary LEW. There were changes made in Dodd-Frank that
limit what both the Fed and Treasury do, so we have less ability
to step in. And it would require—Dodd-Frank, as a matter of law,
ended “too-big-to-fail.” So there is an obstacle, and that would be
a change in the law to step in to exercise some of those authorities.

Mr. CLEAVER. Thank you. I yield back the balance of my time.

Chairman HENSARLING. The gentleman yields back the balance
of his time.

The Chair now recognizes the gentleman from Missouri, Mr.
Luetkemeyer, for 5 minutes.

Mr. LUETKEMEYER. Thank you, Mr. Chairman.

Secretary Lew, welcome. I have a quick question for you with re-
gards to mortgage-servicing assets. FSOC seems to be intent on
trying to implement new capital standards on these folks. And I
guess my first question is, where is the problem? And what prob-
lem are we trying to solve? Where is the risk?

Secretary LEwW. Congressman, could I just ask for clarification as
to which capital standards you are referring to?

Mr. LUETKEMEYER. FSOC capital rules on mortgage-servicing as-
sets. And what we are seeing is that the small banks, even large
banks, are selling all their mortgage-servicing assets to nonbanks
as a result of the capital rules that are being implemented.

Secretary LEW. We are definitely seeing that there are higher
capital standards for banks, in general for banks. And to the extent
that banks choose to change their business plans and get out of one
line of business or into another, that is obviously something that
we need to keep an eye on.

Mr. LUETKEMEYER. I guess—Ilet me back up here. The Basel III
rule was the one that really is impacting this. And it is—again, it
is something that is concerning me from the standpoint that we are
allowing the foreign rules and regulations, which, to my knowledge,
they don’t have mortgage-servicing asset activity in foreign coun-
tries. So we are the only one that does this sort of activity, and yet
we are allowing the Basel III rules, which were basically foreign
rules, to impact our way of doing business here in this country.

Where is the risk? What is the problem? And why are we allow-
ing the entities from other countries to regulate a business that is
basically American in nature?

Secretary LEW. The capital standards that our regulators have
put into place are actually in some ways tougher than Basel III.
So it is not that Basel III put the capital requirements in place; our
national authorities have to put our capital requirements in place.

We have driven Basel III to a higher standard, because one of
the things we worry about is that a risk that we face is that other
countries don’t have the capital requirements that we have, and
their banks are not going to be as sound as they need to be.

Mr. LUETKEMEYER. This is about mortgage-servicing assets. The
servicer of these assets, where is the risk with the servicer, some-
body who services loans?

Secretary LEW. I think the question actually is a broader one in
terms of—
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Mr. LUETKEMEYER. No, it is pretty specific. Where is the problem
that entities that service loans need to have more capital? Where
is the connectivity to our financial system that causes a greater
risk, but they have to have more—

Secretary LEW. Capital requirements are on all of a bank’s as-
sets. So that, I think, is really the issue. But I am happy to follow
up with you on the specific question of mortgage servicers.

Mr. LUETKEMEYER. It is interesting, because as we go through
this process, I think with the previous question, one of the folks,
I think, was talking— maybe Mr. McHenry—we are talking about
some of the stress tests that banks are doing, and the big banks’
modeling is allowed to be different than it is from smaller banks.
And yet when you—we allow them to design their own modeling,
you come up with a completely different capital ratio as if you
would use that same modeling for smaller banks.

And so I think, again, you are using two sizes, two different sets
of rules with regards to big guys versus little guys, and I have a
real problem with that, and it continues to be rampant through all
of the things that the Treasury does. There are two sets of rules.

Secretary LEW. The regulators have gone to great lengths to try
and reflect the special circumstances around small banks and com-
munity banks. And it is not the banks that set the standards for
stress tests, it is the regulators who conduct the stress tests.

Mr. LUETKEMEYER. Yes. But Mr. Secretary, you are allowing the
banks to also determine their own models on how they determine
their capital, and that is not right, because you have to have the
same set of standards for everybody. You can’t have two sets of
standards. And it goes back to—I just have a real problem with
that particular—let me just go—I only have about 24 seconds left.

I am just—your comment a while ago that insurance companies
were a part of the cause of the collapse of 2007, 2008, which I
wrote down here, it is stunning. Absolutely stunning. I defy you to
give me an example of one insurance company that is truly—the
insurance part of their business, was a cause of the collapse. Tell
me, was it insurance policy, insurance rate, insurance lack of
claims processing? Was that a cause of 2008, 2007?

Secretary LEW. I used AIG as the example and—

Mr. LUETKEMEYER. Mr. Secretary, you know as well as I do that
AIG—the financial portion of that company wasn’t the insurance
position of that company, it was the financial portion of that com-
pany that was the problem, the connectivity of that.

I yield back.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentlelady from Wisconsin, Ms.
Moore, for 5 minutes.

Ms. MOORE. Thank you so much, Mr. Chairman.

And, Mr. Secretary, it is very nice to see you. Thank you for com-
ing to speak with us today.

I was looking through your testimony, and I couldn’t agree more
that the formation of the FSOC was an important strategy toward
having all of the senior regulators and principals look at the sys-
tem across the spectrum to—because I was here, again, when Mr.
Paulson came with this four-page bill, saying, give us $700 billion.
I don’t want to go through that anymore.
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But my question is what—I think a good process leads to good
policy. So I guess I saw Mr. Roy Woodall, the FSOC insurance ex-
pert, dissent from the decision to designate Prudential, and yet
they were designated as a SIFI. And then we saw the SEC push
back against FSOC on asset managers, an aspect of money market
mutual fund reforms, and, of course, the SEC is the expert on these
industries.

So I guess I would like—do you think it would be helpful for us
to have a sense of how you see the role of the primary regulators
in these discussions? Is there any deference to them? Did they just
dissent from the decision so that they could—so that they wouldn’t
be on record as being against their industry? What are we to learn
from the experts of the FSOC seemingly having less of a voice?

Secretary LEwW. Congresswoman, I actually think all the mem-
bers of FSOC have a voice, they are listened to, but ultimately not
everyone will agree on every issue.

I think if you look at those issues separately, I have spoken at
some length on the review of the insurance companies before the
designations were made. I believe the record was a robust one, and
it warranted the decision. Obviously, not every member of the
Council agreed. But the decision stands, and the company has not
appealed it through the courts, as it could have. And I actually
think the process was one that reflected rigor and analytic quality,
and I am both comfortable with it and concur with the judgment
that was made.

As far as the issues you raised with regard to the SEC, obviously
FSOC spoke to the money market fund issue before I was Chair
of FSOC. It is an issue that was, again, at the heart of the finan-
cial crisis in 2008, and there was, I think, an urgency that was felt
by FSOC to underscore that more action on that and on other
issues that relate to the area of shadow banking was important.

The SEC has the direct regulatory authority. They are working
on a rule. I am very hopeful that they will complete a rule this
summer.

Ms. MOORE. Mr. Lew, thank you so much. I don’t have much
time, but I do think the SEC did push back on aspects of money
market. That “breaking the buck” thing was resolved.

Finally, I guess you have heard the complaint that prior to des-
ignation, which is a big deal if you are designated as a SIFI, this
is not an opportunity at all for the designee to present their case
to the full board of principals of the FSOC, even to directly address
the final information charges that are being presented to justify the
decision. This seems to be just a little bit contrary to what we
know as due process. I just want to know what your response to
that is.

Secretary LEW. That is not correct. First, let me go back to the
money market fund issue. I just want to remind everyone on this
committee that there was a real problem in money market funds
in the financial crisis, and the challenge to solve that crisis fell not
on the SEC, but it fell to the Fed. So it was quite appropriate for
FSOC to take a view, and, frankly, it is very appropriate for us to
continue to take a view to make sure good action is taken.

Ms. MOORE. I only have a second. I do want you to answer that
other question, Mr. Lew.
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Secretary LEW. Remind me of the second question.

Ms. MOORE. It is the people don’t get a chance to present their
case.

Secretary LEW. Oh, yes. That is not correct. There is extensive
back-and-forth between a company and the FSOC during the stage
3 process.

Ms. MOORE. Stage 3.

Secretary LEW. Yes, extensive. And there is no designation until
till the end of that. At the end of the stage 3 process, they have
a right to a hearing. And only one company has sought it, but we
had a hearing. And then, they have judicial rights of appeal after
that. So there is a robust due process.

Ms. MOORE. Stage 3. Okay. Thank you so much, Mr. Secretary.

Chairman HENSARLING. The time of the gentlelady has expired.

The committee will now stand in recess for 5 minutes.

[recess].

Chairman HENSARLING. The committee will come to order.

The Chair now recognizes the gentleman from Alabama, the
chairman emeritus of the committee, Mr. Bachus, for 5 minutes.

Mr. BAcCHUS. Thank you.

Secretary Lew, this whole the-dog-ate-my-homework defense that
the IRS and Lois Lerner is using, I don’t—the American people are
not buying it. But, more importantly, I think it calls into question
the integrity of the process, and I think it is very disturbing to all
of us.

We have computer crashes in our office from time to time. I
think every Member has had them. And you immediately call in
the technology people, you make sure that the hard drive is pre-
served, and you don’t lose emails.

So I hope you will investigate this as Secretary of the agency and
find out what happened.

Secretary LEW. Congressman, I think we all know that hard
drives do crash, and that is what happened here. In 2011, when
the hard drive crashed, efforts were made to recover what could be
recovered. And subsequent to that, after it became a matter of in-
terest, extensive efforts were made to put back together what could
be put back together.

I believe that Commissioner Koskinen has testified to this. A re-
port has been sent to Congress in great detail.

Mr. BAcHUS. I am just saying the American people are still wait-
ing on a good explanation.

Let me ask you this: Orderly liquidation has always struck me
as a convoluted and kind of highly subjective process that does lit-
tle to end “too-big-to-fail,” and it gives an enormous amount of dis-
cretionary power to regulators. And FSOC makes resolution advice
or gives recommendations to the FDIC.

The Judiciary Committee, with the Financial Services Com-
mittee, is looking at possible changes, several possible changes, in
the Bankruptcy Code. We believe that a properly constructed bank-
ruptcy would be a better way to deal with the resolution of failing
institutions. There are established precedents.

Do you think that it is a worthwhile process for Congress to con-
sider this approach?
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Secretary LEw. Congressman, I think that orderly liquidation au-
thority actually is an effective implementation of the law in Dodd-
Frank. Obviously it is not the same as bankruptcy, but it is a proc-
ess that has actually become one that the world is now looking at
to see if a single point of interest system—

Mr. BACHUS. You don’t think the bankruptcy process—

Secretary LEW. I would actually be interested in following up
with you on what the changes in the Bankruptcy Code would be.
What I was going to say is I don’t think that all wisdom was con-
tained in the actions taken in the wake of the crisis.

Mr. BacHUS. We would like to work as partners on this as we
go forward because I—

Secretary LEW. And I don’t know that it is instead of the orderly
liquidation authority. I would not take the orderly liquidation au-
thority away, and I don’t know what proposals are, but I would be
happy to look at them.

Mr. BAcHUS. And I am not sure we do yet.

Six months ago, Congress was told that there would be more co-
ordination and guidance on the implementation of the Volcker
Rule. Unfortunately, I have not heard of a lot of follow-through on
this pledge.

Would you review with us what is being done to provide financial
services providers with guidance they need to comply with the
many complexities of the Volcker Rule, and give us some assurance
that implementation questions that were posed to the working
group will be answered? I know 6 months later, only 6 of those 80
questions have been answered.

Secretary LEW. Congressman, I think the fact that an identical
rule was issued on the same day by all the agencies actually was
an important step to giving guidance. My fear was there would be
differences that caused confusion, and I think it is very important
there is one rule. So I actually think that is the foundation.

It hasn’t actually gone into effect in terms of compliance yet. And
the regulators are working amongst themselves as they go into the
implementation stage to stay in close contact, because there is obvi-
ously the risk that you end up with common law in each of the
agencies going in different directions. That is not an area we have
direct responsibility over at Treasury or at FSOC, but I think it is
anuimportant question, and it is one that I ask the regulators as
well.

Mr. BACHUS. Right. They still need more guidance in complying
with Volcker, and I appreciate your willingness to give that. Thank
you.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Delaware, Mr.
Carney, for 5 minutes.

Mr. CARNEY. Thank you, Mr. Chairman.

Thank you, Mr. Secretary, for coming in today. Thank you for all
your good work. I have been reading through the FSOC annual re-
port. There is lots of good information and data in there.

One of the things that is discussed in the annual report is the
repo market as an area of vulnerability for our financial system.
And, in fact, in a hearing back in February before this committee,
Governor Tarullo cited the repo market as the second greatest
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threat to the stability of our financial system after adequate capital
requirements.

Do you share Governor Tarullo’s concern? And what steps can be
taken to prevent adverse consequences in the repo market during
stress markets?

Secretary LEW. I think that the short-term funding issues are
quite significant. That is why, whether you call them short-term
funding or shadow banking, we are putting so much attention into
them.

The risk that one day you open for business, and you don’t either
have the repo or the money market funding that you expected, we
saw in the financial crisis, can cause an immediate collapse, and
it is a collapse with an accelerant on it.

I think if you look at the amount of funding that is in the repo
market and the money market funds, it is considerably down from
where it was at the time—

Mr. CARNEY. So, less of a risk. But what can be done to prevent
some of the adverse effects?

Secretary LEW. I think on both those issues, on triparty repo and
on money market funds, it is important that the regulators con-
tinue to look at the issue and take action. So the Fed has a respon-
sibility in the area of repo, and the SEC has a responsibility in the
area of money market funds. I know that both are working on addi-
tional steps that could be taken to further reduce the exposure.
There is an efficient market there until there is not.

Mr. CARNEY. Right.

Secretary LEW. And the question isn’t what happens when it is
working well; the question is what safeguards do you have that you
won’t see in a moment where it collapses. That is why I think the
Fed is looking at what actions it can take and why it is so impor-
tant that the SEC finalizes the money markets rule, because I
think they are really parallel kinds of risks.

Mr. CARNEY. Moving on to GSE reform, there has been some dis-
cussion about it. Unfortunately, my colleague, Mr. Perlmutter from
Colorado, is not here. He and I have kind of a different perspective
on it.

Your report identifies it as an important issue, but it doesn’t say
too much about the negative consequences of not doing reform.

I have been working with Congressman Delaney and Congress-
man Himes on a piece of legislation that would provide a govern-
ment backstop with a more explicit guarantee. What is your view
on the risk of not doing reform in the short term?

Secretary LEW. Look, I believe that housing finance reform is
really the unfinished business that didn’t get addressed in the im-
mediate wake of the financial crisis. And we have seen only re-
cently with the estimates of the exposure that taxpayers ultimately
have to the GSEs that, were there to be another crisis, we still
hav(tle the same system that we had before, which wasnt very
good—

Mr. CARNEY. With greater exposure.

Secretary LEW. Greater exposure.

So I believe that housing finance reform is very important. I
think there is a lot of progress that has been made in the Senate
working towards a bipartisan approach on this. I think there has
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to be a bipartisan solution. And the key to a solution is making
sure that there is access to finance; making sure that there is a
clearly delineated responsibility that is not a government responsi-
bility in terms of losses, particularly first losses; and to the extent
that there is any remaining government backstop, that it be ex-
traordinary circumstances and well-defined.

Mr. CARNEY. Right.

Secretary LEwW. I think that the process in the Senate didn’t
make great progress on that. It is obviously not finished. And I
would hope that a bill can get to conference so that it is an area
in which we can see bipartisan legislation.

Mr. CARNEY. I hope so, too.

I don’t have much time left. But there has been a lot of discus-
sion, and actually a couple of pieces of legislation introduced here
in the House about differentiating among financial institutions,
banks, based on different criteria than just size. In fact, Governor
Tarullo mentioned a few weeks ago that maybe the SIFI designa-
tion should be on firms that are $100 billion or greater. What are
your thoughts on that?

We have legislation here that Mr. Luetkemeyer and my colleague
Ms. Sewell have introduced that would differentiate on qualitative
measures. Do you have any views about—

Secretary LEW. I think that it is hard to have a hard view that
there is a size that makes you financially significant and creating
the risk. The question is, does a combination of your size, your
structure, your interconnection to the system, and it is something
that requires our ongoing analysis.

Mr. CARNEY. Thanks. Thanks very much.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Wisconsin, Mr.
Dulffy.

Mr. Durry. Thank you, Mr. Chairman.

Welcome, Secretary Lew. It is nice to see you back at the com-
mittee again.

Just a couple of questions on emails: How does the Treasury
back up their emails currently?

Secretary LEW. The main Treasury, I believe, has an auto
backup, but I would have to get back to you on the specific details.

Mr. Durry. So after all of the information about emails and
backups and IRS and Treasury, Housing, you have no idea how
your emails are backed up?

Secretary LEW. I will just say that the main Treasury is much
smaller than the IRS. It has a different volume. So it is a different
kind of an email system.

Mr. Durry. How about with the White House?

Secretary LEW. It is generally my assumption that everything is
backed up.

Mr. Durry. Okay. How about the White House? How does the
White House back up its email?

Secretary LEW. I am not an IT professional, Congressman.

Mr. Durry. Neither am I, but I know as a former State pros-
ecutor how the State of Wisconsin backs up our emails. I know how
the House backs up our emails as a Congressman. You were the
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Chief of Staff, and you are the—I am not an IT expert either. But
you can’t tell me how they are backed up?

Secretary LEW. When I was at OMB, and when I was at the
White House, there was auto backup, but there also were occasion-
ally periods where machines broke. So it—

Mr. DUFFY. And in regard to machines breaking, when you were
the Chief of Staff at the White House, did you have a hard drive
cash?

Secretary LEW. My personal hard drive?

Mr. DUFFY. Yes.

Secretary LEW. Not that I recall.

Mr. Durry. Okay. When you were the Chief of Staff at the White
House, did you have meetings or a meeting with any IRS employ-
ees?

Secretary LEW. I do not remember. It was quite awhile ago, and
there has been a lot since then. I would have to go back and check.

Mr. DUFFY. So you haven’t pondered that question with all
these—

Secretary LEW. I did not—I certainly—

Mr. DUFFy. If I could ask the question, then you could respond,
please.

Secretary LEW. No, look, I am happy to go back. There were
meetings that involved people from different agencies. We talked—

Mr. DUFFY. So the answer is, yes, you did meet with IRS employ-
ees?

Secretary LEW. The answer is, I don’t remember, but I would go
back and check if I could.

Mr. DUrry. Okay. I am sure you can’t recall.

Secretary LEW. I never had a meeting on any IRS policy matter
that I recall. The question you are asking—

Mr. DUFFY. I mean political matters.

Secretary LEW. No, not on political matters either. I—

Mr. DurFY. Did you have any email correspondence with anyone
at the IRS?

Secretary LEW. Not that I recall.

Mr. DUrry. When did you first learn about Lois Lerner’s emails
being lost, her hard drive crashing, those emails from 2010 and
2011 going missing? When did you learn about that first?

Secretary LEW. I only learned about it at roughly the same time
the Congress did, when it was—

Mr. DUFFY. So you learned about it in the press?

Secretary LEW. —when there—pardon?

Mr. DUFFY. You learned about it in the press?

Secretary LEW. No, no. I learned about it right before the report
was made to Congress.

Mr. DUFFY. So you were just given what, a day’s notice? On the
12th of June, you learned about it?

Secretary LEW. I don’t remember the day, but I believe—

Mr. DUFFY. A week before?

Secretary LEW. No. I believe it was more like the day before.

Mr. DUFrFY. Okay. So you are the Secretary of Treasury, the IRS
is the biggest bureau in Treasury, and you only learned about this
the day before we did.
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But isn't it true that Treasury was notified by the IRS that these
failures existed, and they were notified in April? And then it was
Treasury who notified the White House in April that the Lois
Lerner emails were gone. But you only learned about this in mid-
June.

Secretary LEW. The timeline, as I understand it, is that the law-
yers at IRS and Treasury discussed the matter. They were notified
about it.

Mr. DUFFY. In April.

Secretary LEW. In April. And—

Mr. DUFFY. And you didn’t know anything about this, right?

Secretary LEW. And the guidance that was given at that time, I
think appropriately—

Mr. DUFFY. You didn’t know anything about this. Is that your
testimony?

Secretary LEW. The guidance that was given, as I understand
it—
Mr. DUFFY. So you didn’t know anything about the emails, all
the news about it. And the lawyers knew, but Mr. Lew, the poor
Secretary of the Treasury, had no clue what was going on in the
agency. Is that fair to say?

Secretary LEW. Congressman, I am happy to answer your ques-
tion if you give me a moment.

Mr. DUFFY. If you would answer the question, I would appreciate
it.

Secretary LEW. You ask the questions; I can answer the ques-
tions.

Mr. DuUrFy. Well, you don’t answer the question. That is the
problem.

Secretary LEW. The lawyers at Treasury advised the lawyers at
IRS, I believe correctly, to make sure they—

Mr. DUFFY. And did not advise you?

Secretary LEW. Congressman, I am happy to answer the question
if you give me—

Mr. DUFFY. You are not answering the question.

I just—there is a level of frustration not just in this committee,
not just throughout Congress, but with the American people. The
arrogance that the Administration has shown, that the IRS has
shown, that Treasury has shown with regard to this investigation
is unbelievable.

And why wouldn’t you be arrogant? You say, listen, we have the
Presidency, we have the DOJ, we have the FBI. Why not be arro-
gant? We have the press. No one is going to report us for this. We
are not going to answer your questions, we are not going to be
forthright, we are not going to be honest, because who is going to
come after us?

I have to tell you, this is a sad disservice to the American people
the way this crisis has been handled.

I yield back.

Chairman HENSARLING. The gentleman yields back.

The Chair now—

Secretary LEW. I would be glad to answer the question if I would
be given an opportunity.
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Chairman HENSARLING. I suspect there will be Members on this
side of the aisle who will be more than happy to accord you more
time, Mr. Secretary.

The Chair now recognizes the gentlelady from Alabama, Ms. Se-
well, for 5 minutes.

Ms. SEWELL. Mr. Secretary, I will give you more time. You can
use some of my time to answer his question, if you would like to,
but I think that it is better served that we talk about the matter
at hand, what you are here for—

Secretary LEW. I agree.

Ms. SEWELL. —which is your annual report for FSOC.

I would like to return back to the SIFI designation. In your testi-
mony you highlight that designation is not the only alternative to
address potential risk posed by firms and their activities.

What are some of the other policy options FSOC could look at?
And how does the FSOC weigh the pros and cons of the different
regulatory mechanisms in your toolbox?

Secretary LEW. Congresswoman, the initial inquiry is whether or
not there is systemic risk, and if you don’t make the determination
of that risk being there, then one option is to do nothing. So there
is always the option not to designate.

The question then becomes, what is the risk? Where is the risk?
Is the risk in a firm? Is it in a product? Is it in a business line?
And depending on the answer to the question, it could lead to dif-
ferent actions.

So I believe that there has been a kind of oversimplification of
the process, which is if you ask the question, then the next step
is designation. I actually don’t think that is the case. I think that
there will be many instances where the right answer is that there
is not a risk, or the right answer is that you don’t need to des-
ignate the firm. Regulators have sufficient authority, and there will
be some cases where it will be a product as opposed to a firm that
is the issue.

So I think we need to let the process run its course, and that
means have full analysis, full awareness of the facts, and not be
in a place where we are afraid to ask the question because the an-
swer might be designation. I think that we have a responsibility,
if we are going to have a system that prevents financial crises in
the future, to ask those kinds of questions and not prejudge the an-
swers.

Ms. SEWELL. I also wanted to know if the FSOC in its examina-
tion of an industry or individual firm indicates that a particular ac-
tivity or business practice may cause systemic risk, are companies
given an opportunity to address those concerns?

One result of additional notification throughout the designation
process could be to encourage companies to reduce their own risk.
And so, would the FSOC consider establishing a process by which
a company would be given the opportunity to reduce its own risk
profile before designation as a SIFI?

Secretary LEW. It is not only a question of does the company
have the ability to modify in some way its business structure be-
fore, but FSOC looks on an annual basis to see whether or not the
designation’s continuing is indicated and what the status is. So
companies have the ability afterwards to make changes.
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As far as the involvement with the company goes, it begins in the
middle of the process, not at the beginning of the process, I think
for good reasons. We have a lot of information that is available
within both the public record and that regulators have, and that
you don’t need to create a situation where by asking a question you
trigger a public debate at the first instance of asking the question.

If it is serious, there is a huge amount of back-and-forth between
the company and the FSOC staff.

Ms. SEWELL. I would like to—my last question is really about cy-
bersecurity. I sit on the House Permanent Select Committee on In-
telligence. I think cybersecurity is one of the biggest threats to dis-
ruption of the financial industry, along with the operational risks
that it poses.

I want to know what the FSOC thinks about cybersecurity and
what its recommendations have been to its firms.

Secretary LEW. Cybersecurity is something that I must say I, as
Treasury Secretary, as Chair of FSOC, think about constantly. It
is one of the kind of new frontiers of risk exposure. I believe that
we have in the financial services sector made more progress than
some of the other sectors of our economy, but there is still a lot of
work to do.

Ms. SEWELL. Would you be open to information-sharing and re-
ducing the liability so that companies can share?

Secretary LEW. I think information-sharing is very important.
There is a big difference between what we see and what companies
see. The information needs to flow in both directions.

I also think there is a big difference between what large compa-
nies have the capacity to do and what smaller businesses have the
capacity to do. And where they are working together either directly
or through an intermediary, whether it is a utility or a contractor,
makes a great deal of sense.

We have sought legislation on cybersecurity. The President has
issued an Executive Order that goes as far as he can with his exec-
utive authority, but legislation in this area would be very impor-
tant. I think the industry would be very pleased to see more ability
to collaborate.

Ms. SEWELL. Thank you, sir.

Chairman HENSARLING. The time of the gentlelady has expired.

The Chair now recognizes the gentleman from Virginia, Mr.
Hurt, for 5 minutes.

Mr. HURT. Thank you, Mr. Chairman.

And thank you, Mr. Secretary, for being here and presenting us
the FSOC annual report.

I do want to ask some questions about that, but I was curious,
based on just a follow-up to Mr. Bachus’ questions about the IRS
issue, it seemed to me your response was, well, in 2011, there was
a hard drive crash, that is life, and that the IRS really has done
everything it can to comply with congressional requests.

Do you think that it is important for Congress to get answers to
its questions? And is it important for Congress to be able to see
those emails, whether we recover them from IRS or some other
agency? Do you think that is important?

Secretary LEW. Not only do I think it is important, I think that
is what the IRS has been trying to do. And Commissioner Koskinen
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has been working to assemble the emails to provide them for re-
view, the Lerner emails.

Mr. HURT. But in your role as Secretary of the Treasury, and ul-
timately the authority over the IRS, do you believe you have the
authority to independently look at what the IRS is doing to make
sure that this gets done? What have you done, and what are you
going to do to make sure that we pull out all the stops to get these
emails?

Secretary LEW. I believe that they are working quite hard. The
number of hours and man-years, person-years that have been put
into this, the amount of money that has been spent is astronomical.
They have made an enormous effort. Commissioner Koskinen has
testified at length on it. Obviously, it is not a situation that anyone
chose to have. There was a machine failure in 2011. But they have
worked as hard as they could to reconstruct, and 70,000 emails, I
believe, were turned over for review.

Mr. HURT. I understand. But obviously it is a very critical time
period, and I guess what I would love to hear, as a Member of Con-
gress who has constituents who are very worked up about this, is
I would love to know that the Secretary of the Treasury is exer-
cising everything within his power to make sure that the IRS is
doing that. It does not sound like you have taken any direct role
whatsoever, and that concerns me.

Secretary LEW. No. When I became aware of this, what I was
told was that the message had been sent from Treasury, I believe
appropriately, find out everything you can, find whatever you can,
and give a complete report when you have that.

That report was completed, I concur with the advice that was
given, and if there is any more that can be done, it should be done.

Mr. HURT. But you are the doer. It seems to me that is a pas-
sive—

Secretary LEW. What I can’t do is make a hard drive that broke
not be broken.

Mr. HURT. I understand that—

Secretary LEW. What they have gone and done is they have
looked at all the recipients of emails to pull them out from the re-
cipients’ email records. They are doing everything they can, and an
enormous amount of information has been provided.

Mr. HURT. All right. Thank you.

Let me just ask my—I only have 2 minutes left, but let me just
ask you this question. I represent Virginia’s Fifth District, a rural
district, with a lot of Main Street small businesses, family farms,
and working Virginia families. Access to capital is very important,
and community banks and credit unions play a huge role in reach-
ing the people whom I represent.

In the last 30 years, I am sure you know these figures, we have
gone from seeing 18,000 community banks that held 40 percent of
bank assets, 18,000 to now, today, fewer than 7,000 community
banks, 18,000 to 7,000, and assets amounting to 40 percent to now
down to 15 percent.

And I guess my question is, as a part of the mission of the Finan-
cial Stability Oversight Council, in your role as Chair, does that
trend concern you, the idea that we are reducing the number of
community banks and the assets that are held there? And does
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that in and of itself present its own systemic risk when you have
the consolidation of these assets in banks the way we have seen it
the last 30 years? Does that concern you, and if it does, what do
we do about it? What can you do about it? What is the FSOC doing
about it?

Secretary LEw. Congressman, as the different agencies with the
responsibility for implementing Dodd-Frank have taken action,
each and every one has made efforts to try and treat community
banks in a way that reflects the importance that they play in our
economy and the fact that they are different from large institu-
tions. There is a lot of discussion about it, there is a lot of attention
to it, and I believe the rules reflect that.

We have a dynamic changing landscape in the financial services
world. We have to keep an eye on what those changes are. I think
the community banks play an important part in it, and we, as we
have acted, have tried to reflect that.

Mr. HURT. But does that trend concern you? Where do we—I
yield back my time.

Mr. HULTGREN [presiding]. The gentleman’s time has expired.

Mr. HURT. Thank you.

Mr. HULTGREN. The gentleman from Illinois, Mr. Foster, is recog-
nized for 5 minutes.

Mr. FOSTER. Thank you.

I would like, if we could, to turn our attention first to the upcom-
ing July 20th deadline for the talks with Iran, which, obviously,
these can succeed, fail, or come to some intermediate result. What
sort of contingency plans are you looking at for the financial part
of the sanctions, which may have to be strengthened or weakened
or held in place?

And, second, what is the role you envision for Congress in the
overseeing and concurring on any changes to the financial sanc-
tions that may result as a result of these negotiations?

Secretary LEW. Congressman, we have kept in place the architec-
ture of our Iran sanctions even during the period of negotiations.
The Joint Plan of Action had very narrowly defined, denominated,
one-time relief, and the rest of the sanctions stay in effect. Since
we began the negotiations under the Joint Plan of Action, we have
taken over 60 enforcement actions on the underlying sanctions. So
we don’t have to do anything to put it into place; it remains in
place.

The question really is, what happens if the talks fail? Do we then
go for tougher sanctions? We have made it clear that if the talks
fail, there would be, I believe, the need to take tougher action on
sanctions.

Mr. FOSTER. But my question is, do you have contingency plan-
ning for the possibility of tougher sanctions, the possibility of effec-
tively monitoring relaxed sanctions if there is a—

Secretary LEwW. In a world where there is an agreement, that is
obviously a very different situation. And I am not going to prejudge
what the sanction regime would be after that. We have multiple
sanction regimes with Iran, and I can tell you that we will be vigi-
lant about implementing all sanctions that remain in effect after
an agreement.
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If there is an agreement, obviously there will be some change,
but we are not announcing in advance what that is. Frankly, we
are not at the point yet where we are ready to say that we have
seen a basis for making the decision to do that. We are going to
have to see Iran making the kinds of concessions that it has to
make, which means not having nuclear weapons.

Mr. FOSTER. Okay.

In your report, the section on data gaps and data quality, which
were some of your systemic concerns, you mention that they are
still unable to effectively monitor securities lending transactions
and reinvestment of the cash collateral.

So what is the nature of that situation? What action is needed?
How worried should we be about that?

Secretary LEW. Look, I think that there is both an increasing
concentration of activity in certain places because we now, for ex-
ample, in commodities have a registration, so it is transparent,
what is happening. That puts more transactions in one place.

We also have the challenge of communicating amongst systems
which are different systems.

The reason it was highlighted as a risk there is we do have more
work to do on that. It is both a technical challenge, but it is also
a question, ultimately, of the stability of the system. So I think
that the observations in the report reflect the fact that we are
going to keep working on it.

Mr. FOSTER. Do you feel like you have all the legislative author-
ity you need in that specific area, or is this something where Con-
gress might have—it is my recollection that, during the crisis,
something like 40 percent of AIG’s losses were from their securities
lending business.

Secretary LEw. Right.

Mr. FOSTER. So this is not a trivial thing, despite what was said
earlier in this hearing. And so—

Secretary LEW. We obviously have a lot more tools now. We have
a whole set of rules, particularly in the derivatives area, that
weren’t there before. So we have made a lot of progress.

I actually don’t know the answer to the question of whether we
have all the authority we need, and I would like to follow up as
we learn more.

Mr. FOSTER. Okay.

I will do everyone a favor and yield back early.

Secretary LEW. I'm sorry?

Mr. FOSTER. I yield back.

Mr. HULTGREN. The gentleman from Illinois yields back the bal-
ance of his time.

The gentleman from North Carolina, Mr. Pittenger, is recognized
for 5 minutes.

Mr. PITTENGER. Thank you, Mr. Chairman.

Secretary Lew, thank you so much for being here today. I am al-
ways impressed by your presentations. You are a very eloquent
man, even when we don’t hear what we would like to hear.

You have an amazing pedigree: Harvard undergrad; Georgetown
University; you worked for Speaker of the House Tip O’Neill; for
Bill Clinton, been in the White House. You are one of the most
powerful people in the world today.
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My background is a little bit different. I grew up in central
Texas. I went to the University of Texas, a fine university. I can’t
tell you I was one of the better students; I was not. My daddy told
me, he said, “Son, if you want to be smart, you need to hang
around a lot of smart people.”

I built a real estate investment company, and one thing I did was
hire a lot of smart people. We have half a dozen attorney groups
who work with us around the country. I am no longer part of this
company. We hired securities attorneys, we hired real estate attor-
neys. We hired market analysis people. I hired an economist that
we kept for 25 years.

Their good work and counsel kept us out of a lot of trouble. I can
say that after 25 years and a couple thousand investors and maybe
60 or 70 partnerships, we never had a failed one. That is by the
grace of God, but really a lot of good, smart people telling this little
boy from central Texas what he ought to be doing.

Today, we are looking at the operations of FSOC and what it is
doing and its designations, and that is important to a lot of people.
It is going to affect a lot of companies in the impact of this country.
A lot of families will be affected.

Yet, when I read some of the input from some of the individuals
who would be associated with FSOC and aware of it, I find that
they take a different position than the position that you have.

I look at Doug Elliott with the Brookings Institution, which you
have been a part of yourself, who says that heightened prudential
standards would cause broad economic harm because the insurers
of one of the largest providers of long-term investment funds, and
limiting the ability of insurers to make long-term investments
would be unfortunate, since many commenters have pointed out
that they need to increase the supply of such funds, especially with
regard to massive investments in U.S. infrastructure that are need-
ed in the years ahead.

We look at Roy Woodall, an FSOC member, appointed by the
President. His comment was that he felt that the FSOC’s analysis
relied on scenarios antithetical to a fundamental and seasoned un-
derstanding of the business of insurance and the insurance regu-
latory environment.

Barney Frank, a former chairman of this committee, stated that
it was not his intent that asset managers be designated for height-
ened prudential standards or supervision by the Federal Reserve
Board because they do not pose a systemic risk.

Mr. Lew, my point is that many of us believe that these designa-
tions undermine the market discipline, they allow some companies
to be favored, to believe that they are protected from further losses.
Some of us see that there are structural flaws at FSOC that allow
this to continue.

I think the thing that is troubling to me is that you are a bright
guy, you are nobody’s fool, you didn’t get to where you are by just
slothing through, but you have some capable people who under-
stand the business, like the folks who understand my business,
that you don’t appear to be listening to. And I would hate to think
that, years ahead, you will look back and say, maybe I should have
listened to those people a bit more.
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And the concern that I have and frankly, a lot of my constituents
have, is that the folks in Washington think they have superior
knowledge, they are smarter than everybody else, they have it all
figured out. And I would just commend to you that there is safety
in good counsel, wise people who understand the business, like Mr.
Woodall. He understands this business.

So that is really my comment, and we have 30 seconds left, and
you are welcome to say whatever you like.

Secretary LEW. Congressman, first, I appreciate the kind per-
sonal remarks.

The process we go through in FSOC is, one, is a level of great
detail and great rigor. And all the members of the Council have
views that are worthy of being heard and considered. There isn’t
always a unanimous view. I believe the record that was built justi-
fied the action taken in the cases where designations were made,
but I don’t believe it always will.

And I just would point out that, particularly in the asset man-
agement area, no decision to designate has been made yet, so it is
premature to know the outcome there.

Mr. HULTGREN. The gentleman’s time has expired.

Mr. PITTENGER. Thank you.

Mr. HULTGREN. The gentleman from Michigan, Mr. Kildee, is rec-
ognized for 5 minutes.

Mr. KiLDEE. Thank you.

And welcome, Mr. Secretary. It is always good to have you here.

Secretary LEW. It is always a pleasure to be here.

Mr. KiLDEE. I just want to say how much I appreciate your par-
ticipation, your candor, but also your demeanor in this hearing.
And I concur with Mr. Pittenger’s commentary—while I might not
agree with his conclusions, I concur with his commentary and ap-
plaud his demeanor, as well. I wish that were more the norm. But
your patience and politeness is noted, at least by some of us here.

I do agree that you don’t necessarily get smarter when you come
to Washington. I also have concluded that there is a certain
amount of evidence that the trend is in the other direction. But I
will say to you, I appreciate—and I am not speaking of you; I am
talking about some of us on the other side of the dais—I appreciate
your politeness.

I want to talk to you quickly about two things. One has to do
with the Department of Treasury’s TARP program. As you are
aware, TARP includes a program called the Hardest Hit Fund. Mr.
Scott mentioned it. It is intended to assist those communities and
homeowners in communities that have been most negatively af-
fected by the financial crisis.

Some communities have had a much more difficult time coming
out of that crisis, largely because many of the communities that
were hit by the crisis had already been hit by a long-term crisis
in housing—depressed values, abandonment, et cetera.

So last fall, myself and my staff worked with your team at Treas-
ury; it was specifically Former Assistant Secretary Tim Massad.
And we were able to secure $100 million to be reallocated from the
particular uses that Hardest Hit allowed to demolition.

What I would like you to consider, and you will be getting a let-
ter from me later this week on this, is whether there has been any
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consideration or discussion within Treasury to extend the use, the
available uses, eligible uses, of Hardest Hit that could be used for
demolition beyond just residential properties but to look at specific
commercial properties and residential communities that have nega-
tive externalities and are depressing the value of property.

I say that because before I came to Congress, I was involved in
doing a lot of work and research and activity in this area, and we
were able to conduct a number of studies that measured the impact
of demolition on surrounding property values.

In Flint, Michigan, my hometown, for example, we took a few
million dollars, and were able to demolish several hundred homes,
and saw surrounding property values have a positive impact. In
fact, just several million dollars unlocked the value of local prop-
erties to the tune of about $112 million. Changing that value equa-
tion obviously is one of the factors that mitigates future abandon-
ment resulting in foreclosure.

Is that something that you might consider at Treasury?

Secretary LEW. Congressman, the decision on using the Hardest
Hit Fund for housing demolition was one of the first issues that I
made a decision on when I became Secretary. And I—

Mr. KiLDEE. You made a good decision. I appreciate that.

Secretary LEW. —believe the analysis was very solid, that if your
goal is to keep houses from going underwater or get them from
being underwater to being above water, having abandoned prop-
erties on the block was something that had a material impact. And
since the purpose of those funds is to help homeowners get out
from underwater, the relationship was quite direct.

I haven’t looked at the question of commercial property. I would
be happy to look at it. But it would have to meet a test that is per-
missible under the TARP program.

And I will just add, I had the pleasure of being in Michigan the
day that the demolition began—

Mr. KiLDEE. Right.

Secretary LEW. —in the Marygrove neighborhood in Detroit.

Mr. KILDEE. Right.

Secretary LEW. And you go block to block in that neighborhood,
and you see where abandoned houses have been allowed to sit for
a year and where they have been demolished. It has everything to
do with the stopping the decline and helping the rebirth of a neigh-
borhood. I think we made the right decision, and I was very
pleased to be able to join the mayor there.

Mr. KiLDEE. I very much appreciate it. It is definitely a direction
that makes sense. The application of the funds to commercial prop-
erties within neighborhoods, I think, will have as dramatic, if not
a more dramatic effect. So I will be communicating with you on
that in the coming weeks.

And rather than ask a question, I just want to reiterate, on a
completely different subject, my support for the work that Treasury
continues to do in implementing sanctions regarding Iran. As you
may be aware, I have a constituent who continues to be held in an
Iranian prison; his name is Amir Hekmati. And it has certainly
made a difference. The sanctions are what have brought the Ira-
nian Government to the negotiating table. I can’t prejudge what
will happen in the P5+1 or with July 20th soon approaching, but
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we know we wouldn’t be in a position to even have the possibility
of an agreement without those sanctions. I appreciate your work on
that.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Pennsylvania, Mr.
Rothfus, for 5 minutes.

Mr. RoTHFUS. Thank you, Mr. Chairman.

Thank you, Mr. Secretary. Good afternoon, now that we have
passed the noon hour.

Just a few days after you testified before this committee in May,
Douglas Holtz-Eakin, the former Director of the Congressional
Budget Office, released a study in which he estimated that if the
FSOC designates asset managers as SIFIs, investors could see
their returns reduced by as much as 25 percent over the long term.
As he puts it, designating asset managers could cost each investor
more than $100,000.

And while the OFR’s asset management study considers far-
fetched in the remote hypothetical situations, it never considers the
costs that will be imposed on investors and on the economy if the
FSOC designates asset managers, nor does it consider whether the
benefits of designation outweigh those costs.

Shouldn’t the FSOC’s SIFI designation process consider the costs
of designation as well as its benefits?

Secretary LEw. Congressman, I just want to underscore that no
decision has been made on whether to designate the asset man-
agers or not. So the OFR study was one piece of analysis as part
of a process.

Mr. ROTHFUS. And should they consider costs of designation?

Secretary LEW. The designation process is one that is aimed at
determining whether or not there is systemic risk. It is not a—

Mr. ROTHFUS. So there is no consideration for the costs that will
be imposed?

Secretary LEW. The statute creates a standard that we use,
which is whether or not there is that level of risk that warrants
a decision.

Obviously, as regulators, if they take responsibility for an area,
they then weigh different approaches in terms of how to regulate,
and then it is a different issue. But the statute does not actually
create a cost-benefit standard.

I can’t speak to the analysis that you are describing. Obviously,
I am aware of it, I have seen it. But it makes assumptions about
actions that have not been taken yet, so I think it is premature for
anyone to draw a conclusion—

Mr. RoTHFUS. If you could take a look at the OFR’s, the Office
of Financial Research’s September 2013 report, OFR argues that
mutual funds with a floating net asset value are risky because they
could create a run on redemptions during a time of stress. Then,
when I look back to FSOC’s attempts to subvert the SEC’s jurisdic-
tion over money market funds in 2012, FSOC proposed a floating
NAYV for money market funds.

These two examples seem to be contradictory. Doesn’t this just
reinforce the reason why regulating this industry should be left to
the SEC, who has the needed familiarity and expertise?
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Secretary LEW. The SEC, as I mentioned earlier, is in the process
of considering a rulemaking with regard to money market funds,
and I certainly hope that they reach a conclusion that provides the
kind of oversight of the—

Mr. ROTHFUS. Should that be within the discretion of the SEC
and not the FSOC?

Secretary LEW. The FSOC reached a conclusion, with the SEC
being very much a part of the process, that this was an important
area to address. The FSOC made recommendations; now the SEC
has a rulemaking.

And I will also add that, in the process of going through the
asset manager review, the SEC is fully a part of that process. They
review drafts of the OFR study. They are part of the decision that
FSOC will make, because the Chair is a voting member of FSOC
and the staff work on all the preparation to it. So—

Mr. RoTtHFUS. I would like to ask a question getting back to “too-
big-to-fail” and whether it has been ended.

The President and this Administration have a sad history of
overselling its policy objectives and initiatives. They oversold an
$800 billion stimulus saying that it wouldn’t cause—or, if you
passed it, unemployment wouldn’t go above 8 percent. They over-
sold the Affordable Care Act with the famous, “If you like your
healthcare plan, you can keep it.” They shockingly oversold, I
would say misled, about the impact of a video in Benghazi. They
oversold the ability to reset relations with Russia. They oversold
the record-retrieval capacity of the IRS with the email scandal.
They oversold their ability to manage the VA. They oversold the
demise of Al Qaeda.

Now, as recently as July 2013, you stated, as a matter of law,
that Dodd-Frank ended the notion that any firm is “too-big-to-fail.”
And you also said, if a financial firm fails, the taxpayer will not
bear the cost of that failure.

Now, Secretary Geithner—or, today, you seemed to backtrack on
that. When the chairman asked you if “too-big-to-fail” has been
ended, you testified, “We won’t know until the next crisis.” But that
is not how Dodd-Frank was sold to the American people.

Secretary Geithner now says that, of course, the “too-big-to-fail”
still exists.

Would you agree that the Administration oversold the promises
of Dodd-Frank?

Secretary LEw. Mr. Chairman, can I have a few seconds to an-
swer?

Chairman HENSARLING. A brief answer, Mr. Secretary.

Secretary LEW. Congressman, I had tried to address that issue
at some length earlier, but I believe we have taken enormous steps
to make our financial system more safe and more sound and to
make it so that, if a bank fails, a financial institution fails, they
will bear that risk themselves. That is what the capital is going to
help do; that is what the resolution rules will help do.

What I said in the response to the earlier question is a matter
of fact. The true proof comes at the time of the next financial crisis.
I believe we have taken very dramatic steps and made very dra-
matic progress.

Chairman HENSARLING. The time of the gentleman has expired.
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The Chair now recognizes the gentleman from Washington, Mr.
Heck.

Mr. HECK. Thank you, Mr. Chairman.

Mr. Secretary, thank you so much for your presence here today.

As you know, in 2012, when the Congress reauthorized the ex-
tension of the Export-Import Bank, the Secretary of Treasury in
your department was directed to enter and pursue negotiations
with other major exporting companies, with an objective of sub-
stantially reducing and then—and with the goal of eliminating the
role of export credit authority subsidies of goods sold.

I am curious as to whether or not, as a result of that process or
any of your other conversations with finance leaders from other
countries, has there ever been an indication to you of a willingness
on the part of those other countries to “substantially reduce” their
export credit authority.

Secretary LEW. Congressman, there actually is a working group
on export credit subsidies that met at Treasury 2 weeks ago, and
there were 15 countries represented at that.

The issue has come up in my conversations from time to time
with other finance ministers, and I have made the same point to
them that we have made in public, which is that there has to be
a level playing field. It cannot be a question of the United States
unilaterally withdrawing from these kinds of programs while other
countries stay in, because that would put our firms at a disadvan-
tage.

So I think the working group is a good thing, and a level playing
field is the goal.

Mr. HECK. Have any of those countries indicated a willingness to
do away with their export credit authorities?

Secretary LEW. I am not sure they have gone that far yet, but
that is obviously one endpoint that would leave a very level playing
field. But it can’t be that the United States steps back while every-
body else is subsidizing their exports.

Mr. HECK. As you are aware, China is, as we sit and speak, de-
veloping a commercial aircraft for sale, the C919. It is my impres-
sion that it is being substantially subsidized by China in its devel-
opment. Would that be your impression, as well?

Secretary LEW. I do understand that there is a Chinese aircraft
industry, and I don’t know the exact structure of it, but they do
have many state-sponsored enterprises.

Mr. HECK. And they also have a state-sponsored enterprise to de-
velop small aircraft, which are being sold with the assistance of
China’s export credit authority already.

What would your opinion, then, Mr. Secretary, be as to whether
or not China, in absolute dollars and as a percentage of GDP, about
the largest export credit authority on the face of the planet, what
is your opinion about whether or not the Chinese export credit au-
thority would engage in financing of the sale of their C919s once
they are developed?

I realize that no memo has been issued by them, but you are a
worldly guy with a strong, firm grasp of how the economy works.
Would you fully expect China to provide export credit authority for
the sale of their commercial aircraft?
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Secretary LEW. I think we have seen in the commercial aircraft
industry worldwide that there is a willingness of governments to
provide export support. I have no reason to believe that China
would choose not to do that. I don’t know of the specific intention.

I do think that it is a case where we either all have to agree to
not do it or the United States has to maintain the Export-Import
Bank kinds of support so that our industries can compete on a fair
basis with other manufacturers who have access to export support
programs. There is not a place for the middle ground where we
withdraw and others don’t.

Mr. HEck. I don’t want to put words in your mouth, to be sure,
so let me do a little reflective listening. Here is what I think I
heard you say: If our future is that Airbus is provided export credit
authority for purchases of financing sales and the Chinese-made, at
some point in the future, C919 aircraft is provided with Chinese
export credit authority financing assistance and airplanes made in
the United States of America are not provided with export credit
authority financing, that would put us at a material disadvantage
to compete in the global market.

Secretary LEW. Yes, I think that is correct.

And I also think that our Administration’s support of the Export-
Import Bank has been clear. We think it is an important aspect of
how not just our aircraft industry but many large and small U.S.
firms can play on a level playing field in a world where other ex-
porters have access to credits. We can discuss a world where there
were no such credits, but in a world where others engage in that,
we can’t unilaterally disarm.

Mr. HECK. Thank you. Fair enough.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from New Mexico, Mr.
Pearce, for 5 minutes.

Mr. PEARCE. Thank you, Mr. Chairman.

And thank you, Mr. Secretary, for being here today.

Mr. Secretary, you had written in your comments on page 2 that
we learned from the 2008 financial crisis that regulators should
have asked more, not fewer, questions about the institutions and
the activities they oversaw.

So why do you think that we weren’t asking enough questions
going into this 2008 time period?

Secretary LEW. I can’t go back and tell you exactly why different
institutions and individuals behaved the way they did, but I think
we saw the results, that there was a financial crisis—

Mr. PEARCE. No, I am—

Secretary LEW. —that took everyone by surprise.

Mr. PEARCE. I think it wasn’t the institutions themselves. It is
that regulators should have asked more. Why were the regulators
not asking more questions?

Secretary LEW. There was no regulator that had broad responsi-
bility for looking across the financial horizon and asking about fi-
nancial stability. Regulators each had their siloed areas of regu-
latory authority. And in their areas, they asked questions the way
they had in the past.

Mr. PEARCE. There hadn’t been anything in the past that had
caused people to say, hey, we need to start asking more questions,
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we ought to work back and forth across these silos? Nothing had
come up about that?

Secretary LEW. In retrospect, there were people saying that there
were questions about that which needed to be asked, but the sys-
tem didn’t respond. And—

Mr. PEARCE. When you say the system didn’t respond, what does
that mean?

Secretary LEW. I think that in the 1990s, there was the debate
about derivatives, and in the early 2000s, there was a run-up in
the housing market and development of highly leveraged—

Mr. PEARCE. What system was not responding?

Secretary LEW. Depending on the issue, it was different regu-
lators. You had relatively lax regulation in some of the banking
regulators. You had—

Mr. PEARCE. Was anyone calling attention to that?

Secretary LEW. Was anyone calling attention to it?

Mr. PEARCE. Yes, sure. Anyone in your field of interest, your
sphere of interest.

Secretary LEW. I was not in Washington at the time, so I don’t
want to pretend to have been participating. But the build-up in
mortgage credit on riskier and riskier terms was viewed as a nar-
row housing issue, not a systemic issue.

Mr. PEARCE. But nothing in your experience gave you cause
where you would elevate the concerns?

b Secretary LEW. It was not my set of responsibilities at the time,
ut—

Mr. PEARCE. If T would take a look back at 1994 to 1997, you
were Deputy Director of OMB, and in 1998, you were made the Di-
rector. And when I take a look at the Web page for OMB, it says
that it is oversight of agency performance, oversight of all agency
performance, measures quality of agency programs, policies, and
procedures.

Now, it was exactly during that period that long-term capital did
almost exactly the same thing. They almost collapsed the world
economy, according to the leading articles of the day. And, under
your watch, you had the ability to see that this extremely dan-
gerous thing was occurring in the markets.

And what they were doing was ramping up their asset—or they
were taking their asset value down as low as 3 percent. That is ex-
actly what Bear Stearns did 10 years later, down to 3 percent. And
it was one of the original partners at Long-Term Capital who was
the head of Bear Stearns.

So, we had 10 years to assess. And the system knew exactly
what was going on. You were the one in charge of the OMB; you
were the one in charge at the White House. And yet, you make the
statement here that regulators should have asked more, not fewer,
questions. You were the one who should have been saying to the
regulators, “Your system is not working.” This is a very dangerous
thing that went on.

And, yet, now and today, we are sitting here, and on page 3 you
say, “As the distance in time since the financial crisis grows, we
must not forget the financial and emotional pain endured by mil-
lions of American families who lost their homes or retirement sav-
ings or jobs.”
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It would be nice if that same perspective had been kicked out
after the Long-Term Capital failure, saying, let’s not let this hap-
pen again, but instead, 10 years later, the same thing happens
again. And I find your statements to be surprising.

I yield back, Mr. Chairman.

Secretary LEwW. Congressman, if I could just respond briefly.

Mr. PEARCE. If I have time, sure.

Secretary LEW. First of all, when I was at OMB, the Office of
Budget and Management has relatively limited insight into inde-
pendent regulatory agencies, their rules, and the actions they
make. They are independent regulators.

One of the reasons FSOC was created was to have a place where
there was an ability to look across all of the independent regulators
and work together. I think FSOC actually is an important solution
to that problem.

Mr. PEARCE. Again, the warning sign was there. We almost col-
lapsed the world economy. You were the guy in charge of checking
the economy.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from California, Mr.
Sherman, for 5 minutes.

Mr. SHERMAN. Thank you.

Mr. Secretary, the last 2 or 3 times you have come here, I have
focused your attention on the worldwide unitary system of taxation.
Last time you were here, you said that your Assistant Secretary for
Tax Policy had reviewed that and was anxious to talk to me about
it. He hasn’t reviewed it.

I would hope that you would commit now that your Department
would devote some serious high-level time to reviewing what would
be a system that would increase our tax revenues by over $1 tril-
lion over 10 years and is the system that has been used by the 50
States to deal with multi-jurisdictional income taxes long before
globalization occurred and multi-jurisdictional income tax meant
international rather than multi-State.

Can I get a commitment that you and your Department are going
to look at the—

Secretary LEW. Congressman, he has reviewed it. If he hasn’t
been in touch with you, I will make sure he gets in—

Mr. SHERMAN. Oh, no, he was in touch. He basically—we talked
for a few minutes, but he had not looked at the issue.

Secretary LEW. My understanding is that there are people in his
office who have looked at it. I will make sure they contact you.

Mr. SHERMAN. They are streamed on other things.

I have read Ayn Rand. Ex-Im Bank is not mentioned in any of
her books. I dream of a world in which all competition is fair and
as uninfluenced by government as possible.

Do you think you could be successful in getting Germany and
France and Japan to eliminate their analogs to the Ex-Im Bank if
we would just eliminate ours first?

Secretary LEW. I don’t know the answer to that question. Obvi-
ously, the engagement that is under way is aimed at trying to an-
swer that question.

What I do believe is that it would be wrong for us to unilaterally
withdraw from the Export-Import Bank while other countries are
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providing export subsidies, putting our manufacturers and export-
ers at a disadvantage. There needs to be a level playing field.

Mr. SHERMAN. It is strange, because I am on the Foreign Affairs
Committee, where sometimes Members of our party are accused of
being in favor of unilateral disarmament, and then I come here and
it is folks on the other side in favor of—or at least some, in favor
of unilateral disarmament.

Secretary LEW. And I don’t disagree with the notion that it
would be a good thing if there were no export subsidies. The two
positions are not inconsistent.

Mr. SHERMAN. Right. But if we eliminated the Ex-Im Bank,
wouldn’t our foreign trading partners have absolutely no incentive
to eliminate theirs?

Secretary LEW. I think if we did it on a unilateral basis, yes. If
it was part of a negotiation, that would obviously be very different.

Mr. SHERMAN. Right. That would be like doing missile control
with the Soviet Union by eliminating all our missiles and then
going to the missile control—

Secretary LEW. I am not sure I would want to compare the
stakes, but I understand the analogy.

Mr. SHERMAN. Okay.

You have to define SIFIs. The tendency is to define SIFIs based
on the size of their assets. I want to urge you instead to look at
the size of their liabilities.

What causes a SIFI to bring down the entire economy is that
people were expecting that they would meet their obligations and
they are unable to do so. For example, if you had a company with
a great name but modest assets that went out and incurred a tril-
lion dollars of contingent liabilities by writing a bunch of credit de-
fault swaps, that entity would be a SIFI, assuming defaulting on
a trillion dollars of credit default swaps would bring down the econ-
omy—maybe the number would be bigger—regardless of the size of
its assets. As a matter of fact, the smaller its assets, the worse sit-
uation we are in, if they are engaging in more than a trillion dol-
lars of credit default swaps.

With that in mind, as to mutual funds, they don’t have liabilities,
except if they are leveraged, except for one thing, and that is they
have the contingent liability that if the custodian function is not
handled correctly and you open the safe and there is nothing there,
then they have a liability.

So I would hope that when you are dealing with an unleveraged
mutual fund with extremely strong custodian functions that you
would not be designating that as a SIFI.

I don’t know if you have a comment?

Secretary LEW. As I have said a number of times this morning
and afternoon, we have not made a decision yet, but we definitely
understand that there are different kinds of assets in asset man-
agement funds, custodial funds. I understand the important dif-
ference between leveraged and unleveraged funds.

We will complete this process and reach a determination as to
whether or not there is a basis for designation. But asking the
question does not mean we decided to designate.

Mr. SHERMAN. Okay.
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And, likewise, insurance companies seem to be well-regulated. It
is when you let the unregulated portion of AIG write credit default
swaps that you have a SIFI problem.

I yield back.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Illinois, Mr.
Hultgren, for 5 minutes.

Mr. HULTGREN. Thank you, Mr. Chairman.

And thank you, Secretary Lew, for being here.

I want to follow up on how we can work together in a bipartisan
and constructive manner, as Subcommittee Chairman McHenry
had questioned a few minutes ago.

As he noted, we have passed a couple dozen bills by super-ma-
jorities out of this committee, including many by voice vote, and
many of those have passed the House, as well, that made sensible
reforms to Dodd-Frank.

Notably, even former Fed Chairman Ben Bernanke, in his last
appearance here, when asked where Congress should focus and
where the Fed would be interested in engaging, he stressed a cou-
ple of different things: first, he stressed swaps push-out, which cre-
ates more systemic risk and impacts end-users’ ability to hedge;
second, he mentioned end-user margin, which Congress never in-
tended and where regulators need clarity; and third, he said regu-
latory relief for banks, especially smaller financial institutions.

I wonder, does the Administration intend to support any of these
sensible reforms? And does Treasury have a list of bipartisan re-
forms that we can work on?

Secretary LEW. Congressman, as we have indicated, we think
that many of these issues are premature, that regulators are deal-
irllg with these issues and that the need for legislation is not yet
clear.

And as I mentioned in my response to an earlier question, the
idea of going in and amending Dodd-Frank, if it is a question of
truly technical fixes that don’t open other issues, obviously is dif-
ferent than if it is part of an effort to take a broader look at Dodd-
Frank.

We have not thought that the legislation was appropriate up
until now. That continues to be our view. But we look forward to
working with you going forward.

Mr. HULTGREN. I would say, please hurry. People are suffering
under these things. Again, as Chairman Bernanke recognized,
these do have an impact. And further delay is absolutely impacting
the economy and many of these institutions that are just trying to
get answers and trying to figure out how to work.

And, again, when these are done in a super-majority way, to me,
it would seem like it would draw light to the Administration and
to the Treasury that this is important, that this isn’t just some-
thing that we are tinkering with or pushing on, but instead this
is what we are hearing from people who are trying to respond in
a very difficult climate already. And I would say delay and confu-
sion is making it worse.

Let me move over a little bit to oversight function of FSOC. I be-
lieve oversight is extremely important, that this committee has to
be engaged in this because of the design of FSOC, which really
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makes it much more opaque and unaccountable than other regu-
latory agencies.

Certainly, this includes broad statutory discretion that the FSOC
has to designate certain companies as SIFIs. We have talked about
that a lot today. That is why I am a cosponsor of Chairman Gar-
rett’s bill, the FSOC Transparency and Accountability Act, which
would implement commonsense reform measures to the FSOC that
would improve the SIFI designation process.

One example of FSOC’s inadequate structure is how it con-
stitutes who a voting member is. I wanted to ask you some ques-
tions on this. The FSOC is dominated by the heads of bank regu-
latory agencies: the Chairman of the Federal Reserve; the Comp-
troller of the Currency; the Chairman of the National Credit Union
Administration; and the Chairman of the Federal Deposit Insur-
ance Corporation. Not surprisingly, these regulators have a
bankcentric view of the world.

Secretary Lew, I wondered, can you explain to the committee
why it is that the expertise and judgment of bank and credit union
regulators should be substituted for that of the SEC in the case of
asset managers, or State insurance regulators in the case of insur-
ance companies, when determining how these firms should be regu-
lated? Are these persons really qualified to vote on whether to des-
ignate nonbank financial institutions as SIFIs?

Secretary LEW. I think the statute was set up quite correctly to
require all of the members of FSOC to look across our financial sys-
tem and look at risks that cut across the responsibilities of dif-
ferent regulators and that might not be visible if you looked at it
just in one channel.

The view of each member of FSOC is important. And I think that
the nature of the debates, the discussions within FSOC are very
collegial and very respectful. And if you look before FSOC existed,
there were barely relationships between many of the regulators.
So, we have come a long way in terms of closing a gap that was
part of what contributed to the financial crisis.

Mr. HULTGREN. I think the problem is so much of it is
bankcentric-focused and not seeing that there are very different
risks out there, depending on the group that we are talking to.

And let me, in the last few seconds that I have, shift over to ask
aboSut the possibility that certain mutual funds could be designated
as SIFIs.

Mutual funds use little or no leverage. In fact, the 14 largest
U.S. funds had an average leverage ratio of 1.04 to 1, compared to
U.S. commercial banks, which had an average ratio of 9 to 1.

Does the fact that mutual funds are not leveraged make it impos-
sible for them to fail in the same way that banks do?

Secretary LEW. Look, we are in the process now of looking at the
asset management industry and the products of the industry, and
the answer to your question will come at the end of our inquiry,
not now.

Mr. HULTGREN. My time has expired, and I yield back. But I do
want to say, this has an impact on industry, and the sooner, the
better. This is taking a long time.

Thank you. I yield back.

Chairman HENSARLING. The time of the gentleman has expired.
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The Chair now recognizes the gentleman from Nevada, Mr.
Horsford, for 5 minutes.

Mr. HORSFORD. Thank you, Mr. Chairman, and Ranking Member
Waters.

Mr. Secretary, thank you for being here today.

I want to ask a question about the effect of the housing crisis on
the majority of U.S. homeowners who are still struggling to re-
cover.

I am from Nevada. Unfortunately, our State is still the third
highest in the country for foreclosures, with 1 in 717 housing units
currently in or pending foreclosure filing, and some 34 percent of
Nevada homes are still seriously underwater, the highest in the
Nation.

As part of the Administration’s response to the housing crisis,
the Treasury, under TARP, established two central programs, the
Making Home Affordable and the Hardest Hit Fund. And I noticed
your media advisory yesterday about an announcement that you
will be making this Thursday at the Making Home Affordable An-
niversary Summit on new housing initiatives. It is my under-
standing that you plan to announce additional policies to assist
struggling homeowners, provide more affordable housing options
for renters, as well as expand access to credit for borrowers.

Can you provide any further details about these initiatives or the
announcements that you plan to make on Thursday?

Secretary LEwW. Congressman, we have been looking hard at all
aspects of the authorities we have and that regulatory agencies
have that affect access to credit and relief that might be available
to homeowners.

I would refer back to the announcements made by the FHA and
the FHFA to deal with this issue of put-back risk that is closing
down the credit box so that people who are fully creditworthy are
not getting access to mortgages. I think that is going to make a big
difference.

We need to finalize the risk retention rules so we eliminate any
remaining uncertainty as to what the final rules are.

And we are constantly looking, in the Making Home Affordable
program, at what can we do with authorities we have to, based on
the current situation in the market, provide appropriate relief to
homeowners. And I hope to be able to make some more comments
about that on Thursday.

Mr. HORSFORD. Wonderful. I am eager to hear about the Treas-
ury’s efforts in this regard, particularly for struggling homeowners,
as you said, like those in my home State of Nevada.

And I would like to ask if I can meet with you and members of
your staff following your announcement on Thursday so that I can
make sure that these initiatives are helping the people who need
the relief the most at this time.

Secretary LEW. I am happy to have our staff follow up with
yours.

Mr. HORSFORD. Thank you very much.

Mr. Secretary, as well, are there any other areas that you see,
particularly around the housing area, where this committee should
be working with you and other leaders to help provide the relief
that homeowners are seeking?
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Secretary LEW. Congressman, that is obviously a very important
question. If we look at the recovery to date, we are doing pretty
well in most areas, most sectors of the economy. The place that has
not been recovering where it should is construction and housing.

Some of that is a question of market conditions. We had a finan-
cial crisis with a huge overhang of inventory and credit-stressed in-
stitutions and investors and borrowers. I think, as we now get to
the point of a more healthy economy, we have to make sure that
creditworthy people have access to credit and that we don’t have
the pendulum go to the point where it is blocking out of the market
people who are not a risk.

It is certainly not that we need to return to the days of before
the crisis when we had low-doc, no-doc loans, people who got into
mortgages they couldn’t afford. But if you have somebody with a
FICO score of 740 who can’t get a mortgage, then the system has
overcorrected. And the put-back decisions, the announcements on
put-back risk, should have an effect on that. I have talked to CEOs
of banks who think it will have a material effect.

As we go through the process of seeing what the effect of what
we have done administratively is, I would look forward to con-
tinuing the conversation as to whether there are other actions,
other tools that we don’t have the authority to do on our own.

Mr. HORSFORD. One other area, in my concluding time, that I
would like to have a conversation about is the review of the criteria
that credit reporting agencies use in which to measure consumers.
That is an area that I think needs review. This committee has not
had a hearing on that in well over a year. And we are in a different
landscape and setting today than we were pre-2008.

Secretary LEW. I think that is correct. And I think it is also the
case that there are many people for whom the credit rating agen-
cies miss the test of their true creditworthiness because they are
paying their utility bills and other things on a regular basis.

Mr. HORSFORD. Thank you.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Florida, Mr. Ross,
for 5 minutes.

Mr. Ross. Thank you, Mr. Chairman.

Mr. Secretary, let me ask you quickly, if I can, because I know
your time is coming to a close here, companies are notified under
Stage 3 of the SIFI designations that they have been designated as
a SIFI, correct?

Secretary LEwW. That is correct.

Mr. Ross. And there is really no other opportunity to be notified,
though, other than Stage 3?

Secretary LEW. We all know notification is Stage 3, and there is
plenty of time in Stage 3—

Mr. Ross. The SIFI designation states, “In general, this analysis,
Stage 2, will be based on a broad range of quantitative and quali-
tative information available to the Council through existing public
and regulatory sources, including industry- and company-specific
metrics beyond those analyzed in Stage 1 and any information vol-
untarily submitted by the company.”
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It just seems kind of odd that if they are not aware until Stage
3, how would they know to volunteer any information at the Stage
2 level?

Secretary LEw. The—

Mr. Ross. I guess what I am getting at is it is almost like a
“gotcha” situation. Because they don’t want to be a SIFI if they
don’t have to be, and so they would like to work with you—

Secretary LEW. Companies know if they meet the Stage 1 stand-
ard, because the Stage 1 standard is a publicly available—

Mr. Ross. But they are not notified that they are being reviewed.

Secretary LEW. No, but the companies know that if they are in
the group of companies that meet the threshold, that they can vol-
untarily provide information.

Mr. Ross. Yes, but they don’t know if they are in Stage 2. Don’t
you think it would be better and more transparent if there was an
opportunity for notification in the Stage 2 level of a company that
is under review for SIFI purposes?

Secretary LEW. The process was actually set up in a very careful
way to try to get information that was available to use to make
preliminary determinations before engaging a company in a process
where—

Mr. Ross. And it should be a cooperative process, I agree.

Secretary LEW. But if a company is notified, that creates all
kinds of other issues, which—

Mr. Ross. But it could cause self-correctness.

Secretary LEW. It could what?

Mr. Ross. It could cause self-correctness. In other words, they
could—Ilook, they would want to cooperate, I would think. And not
only would they want to cooperate, but I think other companies in
the same industry may also want to have the opportunity to pre-
vent them from being under that review.

Wouldn’t that be a more transparent, a more cooperative proc-
ess?

Secretary LEW. I think the tension—the transparency of the proc-
ess is very high, because Stage 3 is where the detailed back-and-
forth with the company and FSOC goes on.

Mr. Ross. I do agree. All I am saying is, if they can have some
opportunity to avoid Stage 3, wouldn’t that be better and enure to
the benefit not only of the company but also—

Secretary LEW. I am not sure it would benefit the company. 1
think that, for many companies, if there was a kind of preliminary
designation they were notified of, that would create a sense that
they were about to be going through Stage 3. They may have to
disclose it; it could have an effect on their business.

Mr. Ross. But most companies don’t know really that they are
even going to be Stage 3.

Secretary LEW. I think the financial firms that are at the Stage
1 threshold level do understand that they are there.

Mr. Ross. Let me change topics here. Just recently, the Inter-
national Association of Insurance Supervisors came out with their
plan to implement capital standards for insurance companies,
hopefully on a global basis. Unfortunately, they seem to be rushing
things. And I think that the NAIC’s head, former Senator Ben Nel-
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son, has expressed his dismay and concern that they are going at
breakneck speed.

My question to you is, if the United States doesn’t participate in
these global standards for capitalization for insurance companies,
really they don’t become global. And, in fact, there may be other
countries that may follow our lead.

Can you give us some assurances from the Treasury and the FIO
that everything is being done to make sure that the interests of do-
mestic insurance carriers are being advocated and protected as we
go through this process of assessing—

Secretary LEW. Congressman, there is robust participation by in-
surance commissioners and others who are expert in the U.S. in-
surance industry in that process. And I can tell you that it is with
a great deal of input from the United States that the discussion
goes forward.

Mr. Ross. And with regard to statutory accounting procedures
and generally accepted accounting procedures, those two being at
odds, too, most insurance companies now having to potentially
have to keep two sets of accounting principles, which would be very
duplicative, very costly.

Can we get some assurances from Treasury that we will focus on
not a duplication but rather a continued streamline process for ac-
counting principles such as the SAP, or statutory accounting prin-
ciples?

Secretary LEwW. I will have to get back to you on the specific issue
regarding the insurance accounting principles.

I can tell you, as a broad matter, my view has been, if we can
in international conversations eliminate some of the noise between
different systems—

Mr. Ross. And duplication.

Secretary LEW. —it would be a good thing. The problem is that
it is not always as easy to accomplish as you would like.

Mr. Ross. I agree, which is why we would like your advocacy in
that regard.

Secretary LEW. Yes.

Mr. Ross. With that, Mr. Chairman, I will yield back.

Chairman HENSARLING. The Chair intends to recognize the gen-
tleman from California, followed by the gentleman from Kentucky,
and then we will excuse the Secretary.

The Chair now recognizes the gentleman from California, Mr.
Royce, chairman of the House Foreign Affairs Committee.

Mr. RoycCE. Thank you, Mr. Chairman.

At the outset, I would just like to set the record straight on an
issue that I think was raised twice today, and that is the story of
AlIG.

If I could submit for the record, Mr. Chairman, the story that ran
in last week’s American Banker?

Chairman HENSARLING. Without objection, it is so ordered.

Mr. RoycE. Thank you.

It is by Hester Pierce. It is entitled, “AIG’s Collapse: The Part
Nobody Likes to Talk About.” And that part, of course, is the secu-
rities lending portfolio run for the benefit of the State-regulated life
insurance subsidiaries of AIG.
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And if I could briefly quote from the article: “Government rescue
money was critical to the recapitalization effort of AIG. Taxpayer
funds were also critical in meeting securities borrowers’ demands
for cash. Securities lending counterparties received $43.8 billion in
the last quarter of 2008, comparable to $49.6 billion in collateral
postings and payments to AIG’s derivatives counterparties.”

The record is pretty clear here. The taxpayer bailout associated
with AIG, which I opposed, by the way, applies both to its Finan-
cial Products unit in London and to its State-regulated insurance
arm right here in the United States.

But on to my question here for the Secretary.

Secretary Lew, as you know, the U.S. and the EU are currently
engaged in trade talks as part of the TTIP negotiations. And with
regard to banking and securities regulation, the EU has put forth
a limited but reasonable proposal to strengthen U.S.-EU regulatory
cooperation and to create a more results-driven dialogue that
avoids market disruption and regulatory fragmentation. It is fo-
cused on consistency of regulation, limiting extraterritorial impact,
and laying the foundation for recognition where appropriate.

So the EU has made this a top priority. Do you not believe that
enhancing this dialogue is an important objective and could lead to
a high-standard comprehensive regulatory regime?

Secretary LEW. Congressman, I believe that both TTIP and TPP
are very important trade negotiations. And I have spent a great
deal of time working with my counterparts on the aspects of those
trade negotiations that fall in my area.

I do think there are challenges in TTIP, particularly with regard
to financial services, that we have not yet reached an agreement
on.
Mr. Royck. Right, right, but this would be a way to get there.
If you feel that financial services regulatory issues being part of
TTIP discussions would be important, this would be a way to
bridge that.

Secretary LEW. Our view—my view is that, to the extent that the
question is should financial regulatory standards, prudential stand-
ards, be subject to a trade negotiation, the answer there, I believe,
has to be “no.” We can’t be in a place where we are subjecting our
financial regulatory standards to trade remedies.

We have to regulate to make sure we have a sound financial sys-
tem and drive through the G-20 and other bodies to have the inter-
national standards reflect our high standards.

I think competition in the marketplace for financial service com-
panies ought to be part of a discussion, and we ought to have open
access subject to our national authorities.

Mr. ROYCE. Here is a point. The Wall Street Journal article re-
cently, in which Acting CFTC Chair Mark Wetjen takes issue with
the process and policies with the CFTC cross-border guidance, here
is his quote: “I don’t think that was the right decision. If you have
equally comparable comprehensive regulations in Europe, as an ex-
ample, then what’s the reason why we wouldn’t allow for sub-
stituted compliance in that situation?”

There’s the question, and if you can have that dialogue in order
to substantiate that.
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And the second would be an article I am going to quote here,
“Transatlantic Swap Liquidity Split Persists,” which highlights two
polls that show concrete evidence that “regulators have failed in
their attempts to tackle a liquidity split by two swap market re-
forms in Europe and the United States.”

Now, the Administration has pointed to the current regulatory
dialogue, the financial management regulatory dialogue, as an ap-
propriate forum. But what success has that produced? It hasn’t, in
terms of regulatory cooperation and consistency.

So I think you have an opportunity here. Many of the challenges
we have seen today—uncertainty, market disruptions, which we
talked about—could be avoided if we go down the road of this dia-
logue.

Secretary LEW. Mr. Chairman, if I may just very briefly respond?

I think that in the area of substitute and compliance we have
made a good deal of progress, but the challenge is what is true
comparability. And that is something that I believe is being worked
through in the derivatives area with the CFTC and their counter-
parts both in Europe and in Asia.

And if it is true substitute and compliance on a basis of com-
parable standards, that is one thing. I just don’t believe that a
trade context is the appropriate place to resolve those matters.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Kentucky, Mr.
Barr.

Mr. BARR. Thank you, Mr. Chairman.

And thank you, Mr. Secretary, for your patience. It looks like I
may be the very last questioner, so I appreciate your patience.

Mr. Secretary, you have repeatedly said that an institution can
appeal its SIFI designation if it disagrees with the FSOC deter-
mination that it poses systemic risk.

But the first appeal is to FSOC itself, an appeal that seems use-
less, given that the institution is not appealing to an independent
arbiter but instead to the same agency that is making the original
designation.

And then the second appeal would be to the courts, but that ap-
peal would also seem fairly useless, given the fact that FSOC has
not promulgated some objective standards to guide its termi-
nations, and the court couldn’t effectively review those designations
and would have to defer to FSOC’s original judgment.

And, secondly, the institution wouldn’t challenge the regulators’
judgment anyway, for fear of retaliation in the supervisory process.
Just last month, Former Assistant Treasury Secretary Michael
Barr pointed out that institutions may refuse to appeal these des-
ignations precisely because they fear regulatory retaliation.

So my question is this: Given the substantial flaws in the ap-
peals process, both the original, initial administrative appeal and
then the judicial appeal, does the designation process really give in-
stitutions a meaningful opportunity to challenge their designa-
tions?

And, given these flaws, would you support an alternative process
which would create an independent ombudsman or arbiter as an al-
ternative to review the initial designation?
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Secretary LEwW. Congressman, I actually don’t agree with that as-
sessment of the current process. I think that the engagement at the
Stage 3 level is robust and it does affect the thinking at the staff
level and the principal level. I think that when we had the one
face-to face hearing, it was actually a very substantial exchange of
questions that were responded to.

And I think that as far as recourse to judicial resolution, it has
not been the case that financial institutions or others are afraid to
challenge judgments that they don’t agree with when the regu-
lators make them.

Mr. BARR. So you would not reform the current statutory proc-
ess?

Secretary LEW. I think the current process is actually working
pretty well.

Mr. BARR. Okay.

In regard to Ex-Im reauthorization, you have said that every
other developed country has an export credit agency, and we
shouldn’t go it alone, we shouldn’t unilaterally disarm, regarding
export support.

But, given the fact that we have unilaterally burdened financial
institutions with the Volcker Rule while the rest of the world does
not have a similar regulatory regime, since we have unilaterally
burdened our manufacturers with greenhouse gas standards not
imposed by other countries, since we have unilaterally subjected
our financial institutions with higher capital standards than the
rest of the world, since we have unilaterally subjected the United
States business community to the highest corporate tax rate in the
world, what is the difference?

Secretary LEW. Congressman, I would actually counter on two of
those issues and on the third agree with you.

I think, when it comes to Volcker, you have processes going on
through other international processes, Liikanen and Vickers, where
they are looking to put in similar kinds of systems.

I think if you look at climate rules, the agreements made in Co-
penhagen were very important. We are complying, meeting our
standards; other countries are doing the same.

On the tax rate, I agree with you; we need to do business tax
reform. We should not have a statutory business tax rate as high
as we do, and I would look forward to a bipartisan effort to do that.

Mr. BARR. I am glad you at least agree on that point. And I take
it you take my point on the others, particularly with respect to the
greenhouse gas rules, which other countries, developed countries,
China, India, certainly are not adopting.

Really quickly, final minute, I do want to ask you about the lost
IRS emails. We knew that targeting of conservative groups by the
IRS began in February-March 2010. Despite repeated inquiries
from Congress in 2011, the IRS responses did not mention knowl-
edge of the targeting.

In fact, in February of 2012, Commissioner Shulman was aware
of the inappropriate targeting, but in March of 2012, the Commis-
sioner said, “I can give you assurances”—this is to the Ways and
Means Committee—that there was absolutely no targeting.”

There was further stonewalling. The Administration said this
was a rogue office in Cincinnati. As it turns out, we know that was



59

not the case. There was also the story that this was targeting of
both progressive and conservative groups. TIGTA George confirmed
that the progressive groups were not targeted.

And then we find out about these lost emails, and there was
stonewalling, when Commissioner Koskinen knew about the hard-
drive program in February and when Treasury knew about the
hard-drive program in April of early year. We didn’t find out until
11 days ago that there were these lost emails.

So when the President says there was not a smidgeon of corrup-
tion and when we find out that the hard drive crashed 10 days
after Chairman Camp first sent a letter inquiring into this matter
back in 2011, do you agree with this assessment that there is,
maybe not corruption—I am sure you don’t agree with that—but
that the stonewalling is inappropriate?

Chairman HENSARLING. The time of the gentleman has expired.
If the Secretary wishes to give a brief answer.

Secretary LEW. If I can just responsd briefly.

Congressman, I don’t believe there is any evidence of any polit-
ical interference to date. And I don’t think any of the issues that
have come up undermine that view.

I think if you look at the reaction that we had when the TIGTA
report came in, the first step we took was to replace the top leader-
ship. Danny Werfel came in. All the leadership between him and
the program was changed at a Senior Executive Service level. Pro-
cedures were put in place so that it was a very different process
going forward.

I think the fact that a hard drive broke is only evidence that a
hard drive broke.

Chairman HENSARLING. The time of the gentleman, again, has
expired.

I would like to thank the Secretary for his testimony today.

The Chair notes that some Members may have additional ques-
tions for this witness, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to this witness
and to place his responses in the record. Also, without objection,
Members will have 5 legislative days to submit extraneous mate-
rials to the Chair for inclusion in the record.

This hearing stands adjourned.

[Whereupon, at 1:10 p.m., the hearing was adjourned.]
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The Honorable Jacob J. Lew
U.S. Department of the Treasury
Hearing on the Financial Stability Oversight Council Annual Report to Congress
House Committee on Financial Services
June 24, 2014
Chairman Hensarling, Ranking Member Waters, and members of the Committee, thank you for
the opportunity to testify today regarding the 2014 annual report of the Financial Stability

Oversight Council.

Nearly four years ago, President Obama signed into law the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank Act), the most comprehensive set of reforms to our
financial regulatory system since the Great Depression. As a result of the implementation of
these new rules, consumers have access to better information about financial products and are
benefiting from new protections. Financial markets and companies have become more resilient.
Regulators have become better equipped to monitor, mitigate, and respond to threats to financial
stability. And today, our financial system is better capitalized, more transparent, and better

prepared to withstand shocks.

As many of you know, one of the important reforms in the Dodd-Frank Act was the creation of

the Financial Stability Oversight Council (Council). Before the Council, no single authority was
accountable for monitoring and addressing risks to financial stability, and each regulator focused
on the institutions, functions, or markets under its purview. As we learned, without a mechanism

to look at the entire financial system, risks to financial stability can spread quickly across



63

institutions and markets. This siloed approach allowed certain risks to fall through the cracks of

the regulatory system and failed to protect us in the lead-up to the crisis.

Congress changed that. With the establishment of the Council, senior regulators from across the
system now meet regularly to facilitate a more coordinated approach to monitoring, identifying,
and responding to potential threats to financial stability. Today, the Council provides a forum to
foster regular and close collaboration among its members at both the federal and state levels.
This collaboration features frequent meetings between senior officials, as well as dedicated and

ongoing engagement among staff on a near-daily basis.

Independent regulators continue to be responsible for regulating the markets and institutions they
oversee. But they are now also part of a process that enables them to look across markets and
institutions to monitor the entire financial system and identify potential risks to U.S. financial
stability. Some now suggest that this function should be curtailed, but hindering the Council’s
ability to analyze information regarding particular sectors, fitms, or activities runs the risk of
missing the next threat to our financial system and the U.S. economy. This is an important

responsibility that the Council must fulfill.

Today, there are even some who challenge the notion that the Council should ask questions about
whether certain activities or companies might pose risks to the stability of the U.S. financial
system. But asking questions does not equal regulatory action. We learned from the financial

crisis that regulators should have asked more, not fewer, questions about the institutions and
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activities that they oversaw. And today we should ask these questions equally prepared to find a
reason fo take action or not. But if we avoid or are discouraged from asking questions all
together, our financial system will be more exposed to unseen risks, potentially leading to large

scale problems.

There are many possible outcomes to the Council examining a particular risk. If the Council
determines there is a risk that requires action, Congress provided the Council with a broad range
of authorities and potential remedies. But the Council may conclude that it does not need to act,
that it needs to examine and issue further, or that it must gather additional data. What the
Council should not do is cordon off any sector or activity without even considering it. That
would be a dereliction of Council responsibilities and a complete disregard for the very purpose

of the Council.

Some also claim that the Council’s processes are opaque and its outcomes are predetermined, but
that is simply wrong. The Council has voluntarily adopted a robust transparency policy and put
in place a comprehensive, deliberative approach to its evaluation of risks, and it solicits public
input and carefully considers all points of view. Its report, which I will be discussing today as

the subject of this hearing, describes the work of the Council.

As the distance in time since the financial crisis grows, we must not forget the financial and
emotional pain endured by millions of American families who lost their homes, their retirement

savings, or their jobs. We cannot return to a regulatory environment that failed to detect risks to
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financial stability and was unequipped to mitigate those risks and prevent the damage to our

financial system and economy.

In this context, the Council’s annual report stands as a testament to how the Council is executing
on its statutory duty to identify and respond to potential threats to financial stability. The report
reflects the collective judgment of Council members regarding the key risks to financial stability
and provides an important example of how the Council shares information about its work with
Congress and the public in a clear and transparent manner. Each annual report is the product of a
highly collaborative analysis conducted by the Council’s member agencies to document for the
public the Council’s sense of the risks present in all corners of the market, its assessment of how
those risks might be transmitted to the broader financial system, and its recommendations for

specific actions to mitigate those risks.

The Council’s annual report also provides a roadmap for the Council’s agenda for the upcoming
year — what areas it will focus on, what areas will likely require additional attention, and how it
expects to address them. The 2014 annual report focuses on nine areas that warrant continued

attention and possibly further action from the Council’s members:

» First, regulatory agencies and market participants should continue to take action to
reduce vulnerabilities in wholesale funding markets, including tri-party repo and

money market mutual funds, that can lead to destabilizing fire sales.
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Second, regulators should continue to work with policymakers to implement the
significant structural reforms that are needed to reduce the taxpayers’ exposure to risk
in the housing market.

Third, cybersecurity threats, infrastructure vulnerabilities, and other operational risks
remain a top priority for the Council, and regulators should continue to take steps to
prevent operational failures and improve resiliency.

Fourth, as the financial system evolves in response to technological, competitive, and
regulatory changes, regulators should remain attentive to financial innovations and the
migration of certain activities outside of traditional financial intermediaries that could
create financial stability risks.

Fifth, U.S. regulators should continue to cooperate with foreign counterparts to
address concerns about benchmark reference rates such as LIBOR.

Sixth, regulators and institutions should remain vigilant in monitoring and assessing
risks related to interest rate volatility, particularly as investors seek higher yields in a
low interest rate environment.

Seventh, Council member agencies should continue to work with the Office of
Financial Research (OFR) to fill financial data gaps and address related issues of data
quality and comprehensiveness.

Eighth, regulators should continue implementation of Dodd-Frank reforms to reduce
risk-taking incentives of large, complex, interconnected financial institutions.

And finally, there is a need for continued monitoring of adverse financial

developments abroad and their potential impact on the U.S. financial system.

A
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Activities of the Council

Since its 2013 annual report, the Council has continued to fulfill its statutory responsibilities to
identify risks to U.S. financial stability, promote market discipline, and respond to emerging
threats to the stability of the U.S. financial system. The Council regularly examines significant
market developments and structural issues within the financial system. For example, over the
past year, the Council considered issues such as market volatility, the government shutdown and
debt ceiling impasse, interest rate risk, economic developments in Europe and emerging
economies, housing finance reform proposals, the NASDAQ trading halt in August 2013, and
risks to financial stability arising from cybersecurity threats. Recognizing the need to be vigilant
in responding to new and emerging challenges, the Council will continue to monitor potential

threats to financial stability and to facilitate coordination among its member agencies.

In addition, last year, the Council made its first designations of nonbank financial companies.
The Council’s designations authority addresses a key weakness brought to light by the financial
crisis: the existing regulatory structure allowed some large, complex nonbank firms to pose risks
to financial stability that were not subject to adequate supervision. As a result, the Dodd-Frank
Act allows the Council to designate nonbanks whose distress or activities could pose a threat to
U.S. financial stability, and subject them to supervision by the Federal Reserve and enhanced

prudential standards. The Council has used a thorough and transparent process when considering
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these companies for designation, giving each company numerous and extensive opportunities to

engage with the Council and its staff and to understand the detailed reasons for any designation.

The Council voted in July 2013 to make final determinations regarding American International
Group (AIG) and General Electric Capital Corporation. In September 2013, the Council voted to
make a final determination regarding Prudential Financial. The Council had notified those
companies in the fall of 2012 that they were under review for potential designation, and the
companies submitted information for the Council to consider in its evaluations. The lengthy and
careful analyses conducted by the Council included frequent and substantive interactions with

the companies under consideration.

Let me give you an example. For one of the companies that has been designated, Council staff
spent over a year conducting an analysis that considered more than 200 data submissions from
the company that totaled over 6,000 pages. The Council or its staff met with the company 20
times. Prior to a final determination the Council prepared and shared with the company an
approximately 200-page document outlining the Council’s analysis and rational for a proposed
determination. The company responded to this document and discussed it with all the members
of the Council before the Council made a final decision. This determination — and any others
made by the Council regarding nonbank financial companies — are based on the standards set
forth by Congress in the Dodd-Frank Act and follow the process laid out in the Council’s public

rule and guidance.
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One final point I would like to make here is that given the global nature of the financial system,
the United States has made strong commitments to international efforts to institute financial
regulatory reforms comparable to and consistent with ours. Such efforts are important to
safeguarding the U.S. financial system from threats resulting from weaker regulation abroad, as

well as to promoting a level playing field for U.S. firms that operate internationally.

The Council’s Governance and Transparency

The Council is committed to conducting its work publically. Indeed, as I noted publicly at our
May meeting, the Council’s annual reports will continue to serve as a key tool for

communicating our activities to the public and Congress.

However, much of the Council’s work — particularly in regards to companies under consideration
for potential designation — relies on sensitive company and industry data and information that
would not be shared by firms or regulators without an expectation of confidentiality.
Accordingly, the Council is committed to conducting its meetings in public whenever possible
and to releasing minutes for all its meetings. Though no statute requires the Council to do so, we
believe taking these steps helps provide the public with insight into the Council’s work. We
have kept those commitments over the past three and a half years, including holding twelve open

meetings and releasing minutes for forty meetings.
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The Council also understands that it can always improve upon its commitments. To that end, the
Council has undertaken a review of its governance and transparency policies, beginning in 2013,
to determine whether it can even better enhance its openness and accountability to the public
while still protecting sensitive information. This review included consideration of the practices
of other organizations with similar structures, memberships, or responsibilities as the Council.
For example, during a public session in May, the Council revised its transparency policy to
incorporate several enhancements to improve communication with the public. Additionally, the
Council adopted bylaws for its Deputies Committee that will provide further visibility into some

of its staff work.

The Council understands that its analysis is enhanced by the perspective of the public.
Accordingly, it actively seeks input from outside parties to inform its work. For example, in
December 2013, a representative from the banking sector joined a public meeting of the Council
to discuss cybersecurity. And in May, the Council hosted a public conference on asset
management to hear directly from industry representatives, academics, and other stakeholders on
topics related to asset management. The Council continues to work with state and foreign
regulators in the course of its analysis on nonbank financial companies. The Council continues
to benefit from this type of engagement with external stakeholders and expects to continue to be

informed by outside experts on its work going forward.
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Progress on Financial Regulatory Reform

The 2014 annual report discusses the significant progress that Council member agencies, both
individually and collectively, have made implementing Dodd-Frank Act reforms. As a result of
the implementation of these reforms, consumers have access to better information about financial
products and are benefiting from new protections. Financial markets and companies have
become more resilient and transparent. And regulators have become better equipped to monitor,

mitigate, and respond to threats to the financial system.

Over the past year, the regulators reached a number of key milestones in financial reform

implementation, including:

e finalization of the Volcker Rule, bank capital rules, a supplementary leverage ratio for the
largest banks and bank holding companies, enhanced prudential standards for the U.S.
operations of large foreign banks, and the development of clearing, trading, and
registration requirements for certain swaps markets;

* proposed rulemakings on money market mutual fund (MMF) reform, risk retention for
securitizations, and requirements for short-term liquidity coverage for large banking
organizations; and

e significant reductions in intraday credit exposures in the tri-party repo market and
significant progress on the strategy for financial institution resolution under the orderly

liquidation authority.

10
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On a related note, there has been continued progress towards achieving an international
minimum standard that would allow national authorities in the majority of the world’s largest
economies to wind down failing global banks without the use of taxpayer money. We also
anticipate progress on a framework for cross-border cooperation in the future resolutions of

global banks.

Now let me provide greater detail about the nine areas of focus covered in the report.

Areas of Focus of the Council’s 2014 Annual Report

Wholesale Funding Markets

The Council has highlighted run risks associated with MMFs and the tri-party repo market since
our first annual report in 2010. Regarding MMFs, in June 2013 the SEC proposed rules to
reform the structure of MMFs in order to make them less susceptible to runs. This proposal
includes a number of the same principles and concepts, such as requiring a floating NAV, that
were part of the proposed recommendations for reform issued by the Council in November 2012.
The Council recommends that the SEC move forward and adopt meaningful structural reforms
designed to address MMF run risk. The Council also recommends that its member agencies

examine the nature and impact of any structural reform of MMFs that the SEC implements to

11
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determine whether the same or similar reforms are appropriate for other cash-management
vehicles.

In the tri-party repo market, there has been significant progress in reducing market participants’
reliance on intraday credit from the clearing banks. The share of tri-party repo volume funded
intraday by the clearing banks fell from 92 percent in December 2012 to under 20 percent in
December 2013. But vulnerabilities to fire sales remain, particularly with respect to borrowers,
such as broker-dealers, that rely heavily on these markets for financing. The Council
acknowledges the work that has been done in the past year to reduce the reliance on discretionary
intraday credit, which is forecasted to be less than 10 percent by the end of 2014. Yet, a default
of a broker-dealer remains a key vulnerability that could lead to fire sales of repo collateral, and
may lead to the disruption of certain asset and financing markets. The Council recognizes that
regulatory reforms implemented since the crisis, such as increases in the amount of capital,
liquidity, and margin changes for U.S. broker-dealers, may help to mitigate the risk of default.
However, the Council advises all U.S. regulators of firms that rely on this market for funding to

assess whether additional steps may need to be taken to protect borrowers from funding runs.

Housing Finance Reform

The housing finance system continues to require significant reform to enhance financial stability.
The residential mortgage market relies heavily on government guarantees, while private

mortgage activity remains muted. Increasing the presence of private capital and reducing risk to
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taxpayers in housing finance remains a priority. Fannie Mae and Freddie Mac achieved their
targets for risk-sharing transactions and reductions in their mortgage investment portfolios.
Member agencies also made progress on the risk-retention rule, and infrastructure reforms such
as the development of the Common Securitization Platform are moving forward. The annual
report outlines the ongoing need for market participants, regulators, and Congress to work
together to create structural reforms that will help reduce uncertainty in the housing finance
market, provide access for creditworthy borrowers, and protect taxpayers. In the past year,
progress was made towards establishing a new framework for housing policy, but ultimately

Congress must pass legislation to achieve comprehensive housing finance reform.

Operational Risks

Cybersecurity remains a top priority for the Council, as deliberate attempts to disrupt institutions,
markets, and commerce continue, as seen in the high-profile cyber-attack on Target that resulted
in the theft of bank card and customer information. While companies and financial markets
become more dependent on complex technologies and networks, the frequency, severity, and
sophistication of such incidents are likely to rise. The Council recommends that financial
regulators continue their efforts to assess cyber-related vulnerabilities facing their regulated
entities and identify gaps in oversight that need to be addressed. In addition, the Council
recognizes the importance of removing legal barriers to information sharing between public and

private sector partners to enhance overall awareness of cyber threats, vulnerabilities, and attacks

13
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in a manner that continues to protect privacy and civil liberties, including the passage of

comprehensive cybersecurity legislation by Congress.

Market continuity and confidence were also challenged this past year with an increase in outages
and failures resuiting from technological and infrastructure vulnerabilities. Some of these
incidents led to the temporary suspension of trading. Other incidents involved software failures
that sent involuntary orders through automated trading systems, leading to large losses. The
vulnerabilities that are associated with such incidents may be heightened, particularly in
fragmented markets, by high-frequency or low-latency automated trading activities. The Council
recognizes that alternative trading venues and methods may present operational and other risks
by magnifying system-wide complexity. As such, the Council recommends that regulators focus
not only on centrally traded products, but also on a broader set of financial products and trading

methods off exchanges.

Financial Innovation and Migration of Activity

The financial system is constantly evolving, with the development of new products, services, and
business practices. These changes can provide a number of benefits to the financial system, but
they may also present new risks. While new products or services are often developed as a result
of technological and competitive forces, sometimes they are created to circumvent regulation. In
other instances, the migration of some activities may move a regulated activity outside of the

regulatory perimeter. The changing landscape of the post-financial crisis world has fostered
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many innovations which should be monitored for the potential to create risks to financial

stability.

Reference Rates

Beginning in the second half of 2012, investigations uncovered multiple instances of systematic
false reporting and manipulation of widely used survey-based benchmark interest rates, such as
LIBOR and EURIBOR, by reporting banks. More recently, concerns have been raised about the
integrity of certain foreign exchange (FX) rate benchmarks. One important insight from the
recent allegations in FX markets is that transactions-based benchmarks can also be subject to

manipulation and adversely impact related markets.

While some progress has been made to find viable alternative interest-rate benchmarks, more
work is needed. The Council recommends U.S. regulators continue to cooperate with foreign
regulators and international bodies to identify alternative interest rate benchmarks anchored in
observable transactions and supported by appropriate governance structures, and to assess market
practices and benchmarks in the FX markets. The Council also recommends development of a

plan to implement a smooth and orderly transition to any new benchmarks.

15
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Resilience to Interest Rate Volatility

The prolonged period of low interest rates and low volatility has provided incentives for
investors and financial institutions to search for yield by extending the duration of their
portfolios, investing in lower-quality credit, increasing leverage, or easing underwriting
standards. Such strategies may increase short-term profits, but at the risk of potentially large

losses in the event of a sudden yield curve steepening or a large rise in rates.

Despite the relatively benign impact on financial stability of last year’s sharp rise in interest
rates, volatility remains a potential threat to financial stability. For this reason the Council
recommends that supervisors, regulators, and financial firm management continue to monitor
and assess the growing risks resulting from search-for-yield behaviors as well as the potential

risk of severe interest rate shocks.

Data Quality and Comprehensiveness

High quality and readily available access to financial data is critical for regulators, supervisors,
and financial firms, but access to comprehensive data is limited. For example, regulators lack
sufficient data to thoroughly analyze all repo markets, and they are still unable to effectively
monitor securities lending transactions and the reinvestment of cash collateral. In addition, some
regulators still face difficulties in accessing data stored at swap data repositories. However,

regulators have made significant progress in addressing financial data gaps in recent years. They

16
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now collect real-time data from various markets and institutions. There has also been progress in
improving the standardization of certain financial data, including the legal entity identifier (LEI),
which will help to identify parties to financial transactions. The widespread adoption of LEI
both domestically and globally, together with the work to enhance the consistency and
availability of swaps data reported by swaps data repositories, would improve the ability of
regulators to monitor emerging risks in the financial system. The Council supports these efforts
and recommends that member agencies and the OFR continue to work together to promote high-

quality data standards and fill data gaps where they exist.

Risk-taking Incentives of Large, Complex. Interconnected Financial Institutions

Historically, when large, complex, interconnected financial institutions became distressed,
official authorities often intervened to maintain financial stability. The Dodd—i?rank Act
addresses the incentives and abilities of large, complex, interconnected financial institutions to
engage in excessive risk-taking that could result from implicit expectations of future official
sector intervention. Financial regulatory reforms have created much stronger financial
institutions, with capital levels doubling compared to pre-crisis levels, significantly reducing the
likelihood of failure. Reforms have also been designed to minimize the damage that any single

firm’s failure would have on the broader financial system.

During 2013, the largest U.S. financial institutions continued to reduce their complexity in some

dimensions. Additionally, credit rating agency assessments of potential government support to
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U.S. bank holding companies reflect declining expectations of the likelihood of government
support. However, rating agency opinions continue to explicitly factor in the possibility that the
government will provide support to the largest banks if they become financially distressed. The
full implementation of the orderly liquidation authority, and the phasing in of enhanced
prudential standards in coming years, should help reduce remaining perceptions of government

support for large, complex, interconnected financial institutions.

Foreign Markets Risks

In 2013, domestic market participants remained concerned about the adverse consequences of
financial developments abroad. However, the areas from which these risks emanate have
changed considerably. In previous years, stability in peripheral Europe was a key area of
concern for global financial markets. Over the past year, economic and financial conditions in
the euro area have stabilized. At the same time, potential risks emanating from emerging
markets have become more prominent. Beginning in the late spring of 2013, emerging market
economy exchange rates and asset prices became much more volatile, and economic growth
subsequently slowed in some of these economies. The potential spillover effects on the United
States from emerging markets® stresses appears limited, but a substantial worsening of these

stresses is a risk.
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Conclusion

In summary, the Council plays a critical role in our financial regulatory system by bringing
together federal and state financial regulators to identify potential risks across the system and
prevent problems from falling through the cracks. The annual report is a reflection of the
collaboration and collective judgment of these officials. And its findings and recommendations

are a critical statement that guides action, promotes transparency, and creates accountability.

Indeed, I strongly believe that the actions of the Council and its member agencies have made the
financial system more stable and less vulnerable to future economic and financial stress. Yet, the
Council must continue to remain vigilant to new risks while focusing on the risks highlighted in

the annual report.

1 want to thank the other members of the Council, as well as their staffs, for their work over the
last year and their efforts in preparing the 2014 annual report, as well as their ongoing
contributions to the important work of the Council. We look forward to working with this
Committee, and with Congress as a whole, to continue to make progress in creating a more

resilient and stable financial system.
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The Financial Stability Oversight Council (Council) was established by the Dodd-Frank Wall
Street Reform and Consumer Protection Act (Dodd-Frank Act) and is charged with three

primary purpose

1.

o

3.

Pursuant to the Dodd-Frank Act, the Council consis

To identify risks to the financial stability of the United States that conld arise from the
al distress or failure, or ongoing activities, of large, interconnected bank

material financ
holding companies or nonbank financial companies, or that could arise outside the

financial services marketplace.

To promote market discipline, by eliminating expectations on the part of shareholders,
creditors, and counterparties of such companies that the U.S. government will shield
them from losses in the event of failure.

To respond 1o cinerging threats to the stability of the U.S. financial system.

ts of ten voting members and five

nonvoting members and brings together the expertise of federal financial regulators, state

regulators, and an insurance expert appointed by the President.

The voting members are:

.

.

the Secretary of the Treasury, who serves as the Chairperson of the Council;
the Chairman of the Board of Governors of the Federal Reserve System;

the Comptroller of the Currency:

the Director of the Bureau of Consumer Financial Protection;

the Chairman of the Securities and Exchange Commission;

the Chairperson of the Federal Deposit Insurance Corporation;

Trading Conym

the Chairperson of the Commodity Futures ion;

the Director of the Federal Housing Finance Agency;

the Chairman of the National Credit Union Administration; and

an independent member with insurance expertise who is appointed by the President

and confirmed by the Senate fora

year term,

The nonvoting members, who serve in an advisory capacity, are:

-

»

The state insurance commi

the Director of the Office of Financial Research;
the Director of the Federal Insurance Office;
astate insurance commissioner designated by the state insurance commissioner

a state banking supervisor designated by the state banking supervisors; and

a state securitics comumissioner {or officer performing like functions) designated by

the state securities commis

ioner, state banking supervisor, and state securities commissioner

SETVE LWO-year terms.

Financial Stability Ovarsight Councit
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Statutory Requirements for the Annual Beport
Section 22N} of the Dodd-Frank Act requires that the annual report
address the following:
1. the activities of the Councily
it significant ial market and regulatory develog s i
nsurance and accounting regulations and standards, along with an

el

1

ut of these de on the stability of the financial
system;

potential emerging threats to the financial stability of the United

i
States;
all determinations made under Section 113 or Title VITL, and the

=

basis for such determinations;
v all recommendations made under Section 119 and the result of such
recommendations; and
vi. recommendations~—
1. to enhance the integrity, efficiency, competitiveness, and stability
of United States financial markets;
1. to promote market discipline; and
TH. o maintain investor confidence.

Approval of the Annual Report

This annual report was approved unanimously by the voting members of the
Council on May 7, 2014. Except as otherwise indicated, data cited in this report is
as of March 81, 2014.

Abbreviations for Federal Member Agencies of the Council
»  Department of the Treasury (Treasury)
+  Board of Governors of the Federal Reserve System (Federal Reserve)
»  Office of the Comptrolier of the Currency (OCCY
*  Bureau of Consumer Financial Protection (CFPB)
*  Securities and Exchange Commission (SEC)
*  Federal Deposit Insurance Gorporation (FDIC)
*  Commodity Futures Trading Commission (CFTC)
*  Federal Housing Finance Agency {FHFA)
*  National Credit Union Administration (NCUA)
*  Office of Financial Research (OFR)
¢ Federal Insurance Office (FIO)
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Over the past year, the 1L, financial system continued to recover from the damage sustained during

the financial ¢ Tie regulatory reforms requived by the Dodd-Frank Act and contemplated in The

Group of Twenty (G-20) agreements moved meaninglully owards completion. Although significant

risks remain, financial markets, instinutions, and investor confidence showed resilience over the past

¥

year amid challenging market conditions, including a period of heightened volatility in fixed income
markets, concerns about the U.S, debt ceiling, and pressure on emerging markets (EMs).

The regulatory community reached a number of key milestones in financial reform implementation,
including finalization of the Volcker Rule, hank capital rules, a supplementary leverage ratio for

the largest banks and bank holding companies (BHCs), enhanced prudential standards for the U
operations of large foreign banks, and the advent of clearing, trading, and registration requirements
for

aps markets. Policy development continued with proposed rulemakings on money market fund
{MMF) reform, risk retention for securitizations, and requirements for short-term liquidity cove

rage for

in

targe banking organizations. Also, there have been significant reductions in intraday credit exposur

the trisparty repurehas ent {repo) market and significant progress on the strategy for resolution

under the orderly liquidation authority (OLA). In addition, the Council designated three nonbank

financial companies for enhanced prudential standards and supervision by the Federal Reserve,

In what follows we summarize some of the key potential emerging threats and reforis identified by
the Council that are further described in this year®

s annual report. In some cases, we call attention to

threats and reforms identified n previous reporis.

Short-Term Wholesale Funding Markets
The influx of customer deposits in recent years has afforded banks the opportunity to reduce their

dependence on short term wholesale funding. Although the usage of commercial paper (CP), repo, time

and other sources of wholesale funding fell this past vear, financial institutions without ace

deposil
to customer deposits and prohibited from using customer cash and securities for proprietary purposes,
such as broker-dealers, remain dependent on wholesale markets for funding. Since the Council’s

inaugural annual report nearly three years ago. the structural vulnerabilities of the tri-party repo

mark
For
and market participants to greatly improve oper

ets have been highlighted. This past year witnessed important progress in tri-party repo reform,

ample, through supery

sory authority, the Federal Reserve hias worked with the two clearing banks
tional efficiencies and controls in the management
and transfer of tri-party repo collateral. As a result, intraday credit exposure was reduced below the

10 percent goal for one clearing bank while the othe
exposure by the end of 2014

is expected 1o have less than 10 percent of this

In addition, reform efforts continue for MMFs, with the SEC releasing a proposed rulemaking in June
2013, Currently, the SECis a
the best approach 1o prevent possible runs on MMFs in the event of a severe liquidity or credit shock to
MFs
for run risk remahis significant, Similarly, the pos

ing comment letters and other data and information to determine

such as occurred during the financial crisis. Until siructural reforms are adopted, the potential

ihility of tri-party repo collateral five sales still poses
significant visks for the financial system. Policymakers continne 1o examing ways 1o minimize potential

tri-pay des were to oceur.

y repo spillover effects if such fire
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Developments in Financial Products, Services, and Business Practices
The financial systemn is constantly evolving with the development of new products, services, and business
practices. These changes can occur for a variety of reasons, including improvements in technology, new
regulations, and competition. Financial evolution provides a mumber of benefits 1o the financial s

stem.

However, along with these benefits come new challenges o supervisors and regulators. New products or
ity
outside of the regulatory perimeter either by moving the activity offshore or by moving it from a heavily

services are sometimes developed to circumvent regulation, New practices may move a regulated acti

regulated entity to an entity that is less regulated. It is important to be alert to the potential adverse effects
that may arise with these changes. This is particularly relevant in the current environment, because the
changing financial landscape of the post-crisis world has fostered many developments in financial products,

services, and business practices.

Risk-Taking Incentives of Large, Complex, Interconnected Financial Institutions

Historically, when large, complex, interconnected financial instititions became distressed, official anthovities
often intervened to maintain financial stability. Past support can engender expectations of future support,
and such expectations provide incentives for further increases in size, interconnectedness, and complexity.

They also can lead market participants o discount risk
The Dodd-Frank Act addresses and attempts to mitigate the incentives and abilities of large,

giving these institutions incentives to take on

excessive ri

complex, interconnected financial institutions to engage in excessive risk-taking.

During 2013, the largest U.S. financial institutions continued to reduce their complexity as well as their

interconnectedness in some dimensions. Additionally, rating agencies lowered their assessments of the
likelihood of government support. However, credit rating agency opinions continue to explicitly factor in the

possibility that the government will provide support (o the largest banks if they become financially distressed.

The full implementation of the OLA, and the phasing in of enhanced prudential standards in coming
years, should help reduce remaining perceptions of government support for large, complex, interconnected
financial institutions.

Reforms of Reference Rates

Beginning in the second half of 2012, investigations reported multiple instances of systematic false reporting
and manipulation of widely used survey based benchmark interest rates, such as the London Interbank
Offered Rate (LIBOR) and Euro Interbank Offered Rate (EURIBOR) by reporting banks. Since the

activity.

additional financial institutions have been linked to manipulati

Council’s 2013 annual repor
T

benchmark interest rates.

1weial firms have paid fines and penaldes in e of 86 billion globally 1o settle charges related 10

More recently, concerns have been raised about the integrity of certain foreign exchange (FX) rate
benchmarks. One important observation from the recent allegations in FX markets is that transactions-based
benchmarks can also be subject to improper behavior that distorts the benchmarks and adversely impacts
related markets, highlighting the need for stronger governance and oversighL These revelations erode public
confidence in benchmark nterest rates and introduce potential visks to financial stability. Concerns about

manipulation in a range of markets show that a sigaificant conflict of interest can exist between the private
individuals and firms operating in these markets and the need for fair benchmarks to promote financial
stability and efficient market functioning. The international community continues to move to reform the

governance process for financial benchmarks and enhance the integrity of related markets.
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Financial System Vulnerability to interest Rate Volatility

The prolonged period of low interest rates has led investors to extend maturities, purchase lower quality
credit, and increase leverage in a search for yield. As a result, higheryielding strategies have experienced
substantial inflows of funds. Financial instirutions also have responded to the low interest rate environment.
Banks have eased loan underwriting standards, while insurance companies and MMFs have moderately
increased the duration of their portfolios. Although interest rates have risen from historic lows, rates could
rise further and imposc losses for the holders of fised income dssets. Additienally, since the majority of
leveraged lending is Joating rate and borrowers are highly leveraged, a sharp increase in interest rates could
increase the risk of default of these borrowers and impose costs on their lenders, Of course, a continued low
rate environment also has risks. It continues to weigh on earnings of banks, insurance companies, pension
funds, and retirement funds, putting further pressure on them to pursue riskier investments in order to meet
their targeted returns.

Operational Rigks

Market continuity and confidence wi
resulting from technological and infrastructure vulnerabilities. Some of these incidents, as in the case

of the NASDAQ securities information processor outage which led to the suspension of trading, resulted
mainly from hardware and network connectivity problems, Other incidents involved software failures that
sent involuntary orders through automated trading systems, leading to large losses on trades that were never
intended to occur. Deliberate attempts to disrupt institutions, markets, or commerce also occurred, as in the

e challenged this past year with an increase in outages and failures

recent high-profile cyber-attack on Target that resulted in the theft of bank card and customer information.
As interconnected firts and financial markets become more dependent on complex technologies and
networks, the frequency, severity, and sophistication of such incidents are likely to rise.

Foreign Markets Risks

In 2013, domestic market participants remained concerned about the adverse consequences of financial
developments abroad. However, the areas from which these risks emanate have changed considerably. In
previous years, euro area stability was a key area of concern for global financial markets. Over the past year,
economic and financial conditions in the euro area have stabilized. At the same time, EMs have become a
focus of concern. Beginning in the late spring of 2013, emerging market economy (EME) exchange rates
and asset prices became much more volatile, and economic growth subsequently siowed in some EMEs, The
potential spillover effects to the United States of current levels of EME stress appear limited, but a substantial
worsening of EME stress is a risk.

Data Gaps and Data Quality

High quality and readily available access to financial data is critical for regulators, supervisors. and the
financial services industry. Access and comprehensiveness of data is limited and gaps exist. For example,
regulators lack sufficient data to thoroughly analyze all repo markets. They ave still unable to effectively
monitor securities lending transactions and the reinvestment of cash collateral. In addition, some regulators
in accessing data stored at swap data repositories (SDRs). However, regulators have made
in addressing financial data gaps in recent years. They now collect real-time data from

still face difficulties

significant progre:
various markets and institutions. There has also been progress in rolling out the legal entity identifier (LEI)
to identify partics to financial transactions as well as in the creation of SDRs or sccurity-based swap data
repositories (SBSDRs). The widespread adoption of LEI both domestically and globally, together with the
work to enhance the consistency and availability of swaps data reported by swaps data repositories, would
improve the ability of regulartors to monitor ecmerging risks in the financial system.

Executive Summary
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Housing Finance Reform

Conditions in the housing and housing finance markeis showed signs of improvement in 2013, although
challenges remain. House prices nationally experienced strong increases in the heginning of the year
. while loan performance

ng more moderately. Home purchasing levels rose modestly

with recent levels ri
also improved as fewer borrowers fell behind on their mortgages or missed their monthly payments. Amid

these improving market conditions, home equity lending also rose, The government-sponsored enterprises
(G$
investment portfolios. In order to attract more priv:

) still provide the majorit

s of financing for borvowers, though they continue to reduce their morigage

ate capital, the GSEs completed ri aring transactions

associated with 575 billion in mortgages. Addidonally, the GSEs worked 10 create significant infrastructure
improvements to support the securitization market. Legislative reformn efforts also have comtinued with

legislation under consideration in the Senate and the House.
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31 Reforms fo Address Structural Vulnerabilities
311 Reforms of Wholesale Funding Markets

ety Repo

annual report, the

uncil highlighted three voloerabilities in the trisparty repo marken:

¢ Heavy reliance by market participants on intraday eredit extensions from the dlearing banks.

* Weakness

in the ereditand lquidity risk management practices of many market participants.

+  Lack of a mechanism to ensure that tri-party repo investors do not conduct disorderly,
uncoordinated sales of their collateral immediately following a broker-dealer’s default.

am progress has been made over the past year in reducing market participanis’ relianee on
intraday credit from the clearing banks. The share of volume funded intraday by the clearing banks

fell from 92 percent in December 2012 1o under 20 percent in December 2018, and is projected to fall
ri-Party Repo Infrastructure Reform Task Force's goal of 10 percent by December 2014, Both

below the ]
clearing banks have re-engineered the settdement process in ways that require much less intraday credit

extension and have increased the price of credit they stll provide. Market participants now face stronger

hted-ave

incentives to manage their risk prudently; many dealers have extended the weig ge marurity of

their tri-party repo funding thereby sharply reducing their rollover risk exposure.

General Collateral Finance {GCF) repo activity, which settles on the ti-party repo platform, is still
velatively reliant on clearing bank intraday credit to facilitate settlement, Improving the resiliency
of GUF repo settlement is a key focus ol industry reform for 2004, The Council urges that market
participants work to extend improvements in the tri-party repo settlement process to GCF repo

settlement as soon as possible.

The risk of fire sales of collateral by creditors of a defautied broker-dealer, many of whom may

themselves be valnerable to runs in a stress event, remains an impaortant financial stability concern given
the destabilizing effect such sales may have on markets and their potential to transmit risk across a wide
range of participants. The Council recognizes that regulatory reforms implemented since the crisis,

such as increases in the amount of capital, Hquidity, and margin changes for U.S. broker-dealers, may

of default. However, the Council advises alt L

help to mitigate the 1) s regulators of firms that rely

on this market for funding to ass

ss whether additional steps may need to be taken to further increase

tri-party repo borrowers’ protection against funding runs in the broader context of Hquidity regulation.
The Council also urges coordination between market participants and financial regulators to address

the risk of post-default fire sales of a

Annual
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Transparency
The Council recognizes that while activity has become more transparent in some areas of the wholesale

funding markets, such as GCF repo and wi-party repo, improvements are needed in other segments of the
market, notably bilat

al repo and securities lending. Regulators and policymakers will have a growing need
for information as they atiempt to monitor and assess how regulatory reforms are affecting wholesale funding
market functioning and how risks evolve in these markets. The Council recommends that all member

agencies continue 1o collaborate with the OFR to improve transpavency in this area of the financial system.

Money Markat Funds
In June 2013, the SEC proposed rules to reform the structure of 3

MFs in order to make them less susceptible
to runs. The SEC's proposal includes two principal changes that could be adopted alone or in combination.
One alternative would require a floating net asset value (NAV) for prime institutional MMFs, The other
alternative would allow the use of liquidity fees and redemption gates in times of stress. The proposal also

includes additional diversification, disclosure, and stress testing measures that would apply under either

alternative. The SEC's proposed reforms would supplement the MMF reforms adopted by the SEC in 2010
that were designed to improve the risk-limiting conditions on MMFs by, among other things. instituting
minimum hquidity requirements, reducing MMFs” weighted-average maturities, and enhancing the credit

quality of holdings.

In November 2012, the Council, under Section 120 of the Dodd-Frank Act, issued a proposed
recommendation that the SEC implement structural reforms to mitigate the vulnerability of MMFs o runs.
ton: (1) a floating NAV; (2)
a stable NAV with a NAV buffer of up to 1 percent and a minimum balance at risk of roughly 3 percentof a

That proposed recommendation ir

cuded three alernatives for public conside

shareholde:

account value; and (3) a stable NAV with a 3 percent NAV buffer in addition to other measures,

including more stringent diversification, liquidity. and disclosure requirements,

When making the proposed recommendation, the Council stated and reiterates today that the SEC, by virtue

o

institutional expertise and statutory authority, is best positioned to raplement reforms to address the

risk that MMFs present to the economy. The Council does not expect that itwould issue a final Section 120
recommendation to the SEC, if the SEC moves forward with meaningful structural reforms of MMFs. The

Council understands the SEC s currently in the process of reviewing public comments on i

s proposed
reforms, and the Council recommends that the SEC move forward and adopt structural reforms designed to
address MMY run risk.

The Council recommends that its member agencies examine the nature and impact of any structural reform
of MMFs that the SEC implements to determine whether the saime or similar reforms are appropriate for
other cash-management vehicles, including non-Rule 2a-7 MMFs. Such an examination would provide for
sets to vehicles that are

consistency of regulation while also decreasing the possibility of the movernent of 2

susceptible to large-scale runs or otherwise pose a threat o financial stabitity.

31.2  Housing Finance Reform
In the past year, there were signs of considerable improvement in the residential housing market. Home

prices inereased, delinquency rates declined, and home sales strengthened. However, the housing finance

system remains highly

reliant on federal government support, with nearly 80 percent of newly originated

mortgages in 2013 carrying some form of government backing. The development and implementation of
broad rcforms for the housing finance system that fosters the involvement of more private capital is critical.
Congress is actively debating the issue. The House Financial Services Committee approved legislation in July
2013, and members of the Committee have released additional proposals for consideration. In the Senate,

members of the Senate Banking Committee intraduced legislation in June 2013; and leadership of the
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Commiuee released a draft proposal in March 2014, which builds upon the earlier legislation. The Council
recommends that the Treasury, U.S. Deparunent of Housing and Urban Development (HUD), and FHFA
continue to work with Congress and other stakeholders 1o develop and implement a broad plan to reform
the housing finance system. These efforts, along with some of those deseribed below, should help to reduce
s, and protect raxpay

9)

unceriainty in the housing finance market, provide aceess for creditworthy boryow

Raview of 2013 Recommendations and 2014 Goals
Since the Council’s 2013 annual report, member agencies have advanced reform in many ways, including:

*  The GSEsachieved FHFA's targets for risk-sharing transactions and reductions in their morig:

e
investment portfolios in 2013, The GSEs engaged in multiple types of risk-sharing transactions

ssociated with §

billion in mortgages. In addition, the GS
of the less-liquid portion of their mortgage investinent portfolios, while meeting the overall goal of 15

s met the target of disposing of 5 percent
percent reduction.

5

*  Member agencies made progress on {inalizing the risk-retention rule, reguired by the Dodd-Frank Act,

by reviewing and inviting comments on a revised proposal in August 2013,

*  FHFA and the GSEs continued to make progress on the development of a Common Securitization

ing functions,

Phatform (CSP}. These efforts incJuded analy esting capabilities, and establishing an

operating structure,

Notwithstanding the above, further progress needs to be made in 2014, Outlined below are steps Councit

maembers plan o take in 2014 in order to help meet the Council’s housing finance goals.

Reducing the GSEs' Footprint

In 2014, FHFA plans 1o continue encouraging the development of risk-sharing transactions in terms of

size, depth, and types of transactions. In addition, FHFA plans 1o continue efforts to reduce the size of the
iquid assets. The Council recommends that FHFA

GSEs’ retained investment portfolios with a focus on le;

continue these efforts in order to help bring more private capital back into morigage finance.

Facifitating Increased Private Mortgage Market Activity

New issue nonguaranteed mortg sed compared to historical

gnificantly depr

age issuance remains

averages. A significant amount of work remains to foster increased levels of private activity in the mortgage
finance market. To help facilitate this, the Council recommends that the relevant agencies continue their
work to finalize the riskretention rule, including the qualified residential mortgage (QRM) definition. More

broadly, FHFA, Treasury, HUD, CFPB, and Congress must continue o address the weaknesses that became

evident in the recent housing crisis by promoting the development of standards and best practices in the

mortgage market. While some testing of different approaches 1o betier clarify representations and warranties,
enforcement mechanisms, and other terms has begun, the Council recommends continuing collaboration

and standardization among market participants and regulators in these areas.

Building a New Housing Finance Infrastructure
toward developing and improving infrastructure through the CSP and
finance market. In October, the

The GSEs have made proge

ablished a

standardization in vavious aspects of the mortgage
Jjoint venture, Common Securitization Solutions, LLC, which will own the CSP and related business and
operational functions. In 2014, FHFA plans to complete the scoping of the CSP's functional requirements
and develop GSE/CSP integration plans. The Council recommends FHFA continue to explore changes to the

GSEs’ operations that would lead to a more cfficient and sustainable mortgage market,
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3.1.3 Reforms Relating to Reference Rates

In its 2013 annual report, the Council recommended international cooperation for the development of high-
level principles for financial benchmark governance. controls, data sufficiency, and oversight, The Council
also recommended U.S, regulators cooperate with foreign regulators, international bodies, and market
participants to promptly identify alternative interest rate benchmarks anchored in observable transactions
and supported by appropriate governance structures, and 1o develop a plan to accomplish a transition to new

benchmarks while sueh alternative benchmarks were being identificd. While some progress has been made,

more work is needed to achieve these recommendations.

In addition to achieving the aforementioned efforts, the Council recommends that regulators continue

o cooperate with foreign regulators and official sector bodies in their assessment of market practices and

benchmarks in the FX markets. The Council also recommends that U.S. agencies consider the International

Organization of Securitics Commissions (FOSCO} principles into their ongoing assessment of financial
benchmarks in the United States. Finally, the Council recommends development of a plan 1o implement a

smooth and orderly transition to any new benchmarks,
3.2 Heightened Risk Management and Supervisory Attention

3.21 Developments in Financial Products, Services, and Business Practices

gnificant changes resulting from technology,

In recentyears, the financial system has undergone s

competitive forces, and new regulations, While such changes and advancements can create significant

tially arise in new forms and venues. The Council recommends that

benefits, unforesceable risks

can pote

members and member agencies remain attentve to the potential iraplications for financial stability that may

jon of activities in the

arise from developments in Gnancial products, business practices, and mig
financial system.
age servicing companies, a large amount of mor

Specifically in the case of nonbank mort age servicing

rvights {MSRs) have been sold to nonbank morigage servicing companies in recent years. These companies are

subject 1o regulation by the CFPB under federal consumer financial lay

to the GSEs. Prudential standards at the state level consist of bonding and net worth requirements. The

s and are mportant counterparsies

Council recommends that, in addition to continued monitoring, state regulators work together to collaborate
on prudential and corporate governance standards to strengthen these companies, in collaboration with the

PB and FHFA, as may be deemed appropriate.
3.2.2  Capital, Liquidity, and Resolution

Capital and Liguidity

nsiderable progre

is being made on rebust capital and liquidity planning at U.S, fimancial institutions,

The Federal Reserve continues (o conduct its supervisory stress

tests to ensure that the largest LS. BH

have sufficient capital and rigovous forward-looking capital planning processes 1o enable banking firms

s. NCUA recently finalized a stress testing and

1o continue operations throughout periods of severe stre
ets. The Federal Reserv

capital planning requirement for credit unions over $10 billion in also recently

finalized enhanced prudential standards, including enhanced capital and liquidity standards, for the largest
domestic BHCs and foreign banking organizations (FBOs) with a U.S. banking presence. In July 2013, the
federal banking agencies finalized regulatory capital rules that implement Basel 11 reforms. The Council
recommends that the agencies continue to promote forward-looking capital and liquidity planning at large
BHCs

.S. operations of FBOs, and other depositoties,
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While many different forms of funding are an turegral part of the vadidonal banking modcl, firms should

diversify their funding base and place prudent limits on the volume of credit-sensitive, shore-term liabilities.

On Hquidity risk management, the Council recommends that supervisors and private sector risk manager:

closely monitor the visks inherent in short-tern finding of longer-term assets. In 2013, the federal banking
agencies proposed a liquidity coverage ratio (LCR) that would strengthen the liquidity position of large

ommends that the agencies continue w work expeditiously o finalize the

banking firms. The Council re
LCR and continue work on potential quantitative rules that would address longer-term liquidity needs for

hanking organizations.

are critical elements of

Resolution plans and the OLA, in conjunction with enhanced prudential standards
Dodd-Frank Act reform. E
ool 1o address the aperational and legal complexity of these fivms on an ongoing basis Al BHCs with otal

financial instintions i

resoliution planning for the Tar

AN imporiant

50 hillion or move and nonbank financial companies designated by the Council for

consolidated assets of

supervision by the Federal Res ubmit resolution
plans that would facilitate these entities” resolution under the Bankruptey Code. H the Federal Reserve and

the FDIC jointly determine that a resolution plan is not credible or would not facilitate an orderly resolution

erve are required to develop, maintain, and periodically s

under the Bankruptey Code, then the company must resubmit the plan with revisions. H the company fails to
i

intly impose more stringent capital, leverage, or liquidity requirements; growth,

resubmit a credible plan that would result in an orderly resolution under the Bankruptey Code, the Fede

Reserve and the FDIC may jo

activities, or operations reswrictions; and, after two vears and in consultation with the Council,

divestiture requirements.

50 billion, submited

In 2013, 11 financial institutions, inclnding those with nonbank assets greater than $2

the second submission of their resolution plans, including information responding o guidance provided
(o the firms by the Federal Reserve and FDIC, Also in 2013, 120 additional firms submitted their inigal

.

solution plans. The Federal Reserve and FDIC are veviewing and analvzing all submissions received during

the vear, The Council recommends that the Federal Reserve and FDIC continue to implement their autbhority
i amanner that fosters sound resolution planning and better prepares firms and anthorities for a rapid and

orderly resolution under the Bankruptey Code.

heen working diligently to develop the capabilities needed for an orderly resolution
itution (G-SIFD) using the QLA provided in the Dodd-Frank

The United States has

of a glabal systemically important financial ins

Act. The FDIC sssued a Federal Register potice for comment on the single point of entry (SPOE) strategy.

ablish a framework for

An important part of this effort has involved working with foreign counterparts o e

ective cro;

« bhorder cooperation in the event a G-SIFI requires resotution. The Council reconnmends that

the FDIC and Federal Reserve continue 1o work with international counterparts to identify and address issues

of nutual concern as the FDIC develops strategies for the orderly resolution of G-SIFIs.

3.2.3 Risk of Increased Interest Rate Volatility

nd Bank Holol

Depository institutions, Broksr-Dealers,
While financial markets experienced asignificant rise in interest rates this past y

Companies

ar, the overall levels of rates

remain quite fow by historical standards. The extension of the low interest rate period continued (o weigh
on earnings of banks, credit unions, and broker-dealers, further incentivizing risk-seeking behavior such as
extending the duration of assets and easing lending standards. Duration extension and increased credit risk-

taking may increase short-ierm profits, but at the risk of potentially Jarge losses in the event of a sudden yickd

cury rnificant widening of credit spreads. The Council recommends

teepening. a large rise in rates, or
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that supervisors, regulators, and firm management continue to monitor and assess the growing risks resuliing
from the continued search-for-yield behaviors as well as the risks {rom potential severe interest rate shocks.

insurance Gompanies

Despite a significant risc in longerterm interest vates this past year, the insurance indusiry continued to
report investment margins that were below historic averages. If historically low interest rates persist, insurance
tment returns that are sufficient to mect the cash flow

companies could face a chalicnge gencraring inv
demands of liabilities. Some insurers have extended portfolio durations or invested in lower credit quality

fixed income assets, or hoth. Some have also increased investments in contmercial mortgage loans, equity
real estate, and alternative assets such as private equity funds and hedge funds, all of which are generally less
liquid than investment-grade fixed-income investments. Movement inio longer-duration, lower-quality, and
fess liquid assets increases the vulnerability of insurers o surges in interest rates. Life insurers, which rypically
have investments in longer-duraton fixed-income assets that are held to maturity to match jong-tail Habilities,
are vulnerable to interest rate volatility if they have to sell such assets prior to maturity to meet lability cash
flow demands. The Council recommends that FIO and state insurance regulators continue 1o monitor and
assess interest rate risk resulting from severe interest rate shocks.

3.24  Operational Risk
Cybersecurity

The vulnerabilities posed by cross
and service providers can lead to significant cybersecurity risks. These risks could impact economic security,

sector dependencies and interconnected systems across firms, markets

demanding a coordinated and collaborative government-wide commitment and partnership with the private
sector to promote infrastructure security and resilience.

The Council recommends that the Treasury continue to work with regulators, other appropriate government

o develop the ability to leverage insights from across the
stinstitutions, market

agencies, and private sector financial entities
oht of the financial sector and to a

government and other sources to inform ovel
utilities, and service providers that may be targeted by cyber incidents. The Council recommends that

regulators continue to undertake awareness initiatives to inform institutions, market utilities, service
providers, and other key stakeholders of the risks associated with cyber incidents, and assess the extent to
which regulated entities are using applicable existing regulatory requirements and non-regulatory principles,

including the National Institute of Standards and Technology (NIST) Cybersecurity Framework.

The Council recommends that financial regulators continue their efforts to assess cyber-related
vulnerabilities facing their regulated entities and identify gaps in oversight that need to be addressed. The
Council also recognizes the overarching contribution the private sector makes to infrastructure cybersecurity
and urges continued expansion of this work to engage institutions of all sizes and their service providers.

The Council recommends that the Finance and Banking Information Infrastructure Commitiee, financial
institntions, and financial sector coordinating bodies establish. update, and test their orisis communication
protocols to account for cyber incidents and enable coordination, and with international regulators where
warranted, to assess and share information.

In addition, rhe Council recognizes the importance of removing legal barriers to information sharing
between public and private sector partners to enhance overall awareness of cyber threats, vulnerabilities, and

attacks, including through Congress’ passage of comprehensive cybersecurity legislation.

2014 FSOC // Annual Report




97

Warket infrastructure and Market Gontinuity
Operational risk includes the risk of malfunctions in the technology of automated markets. While such

malfunctions can have varying degrees of market impact, they can potentially erode market confidence and
tem, In the past year, there wei

affect the strength and resilience of the financial s

several disruptions

in market infrastructure systems that are designed to facilitate the transmission of data and support other

automated trading systems.

During 2013, regulators took various approaches to continue to address infrastructure and antomated-
wrading system vulnerabilities. The Council notes that, although most of the concerns raised relate to

activities occurring on public and centralized exchanges and venues, such technology issues can bave similar

ramifications in ather markets, each of which rely on automated systems. The Council also recognizes that

alternative rrading venues and methods may present operational dnd other risks by magnifying system-wide
complexity. These vulnerabilities may be heightened, particularly in fragmented markets, by high frequency

or low latency automated trading activities, As such, regulators should focus not only on centrally-traded

products, but alse on a broader set of financial products and rading methods that wade off exchanges.

3.25 Data Quality and Comprehensiveness
Data standards are critical because they facilitate the sharing, exchange, comparison, and aggregation of
data for analysis and risk management, and because they reduce costs. Standards are particalar}

s important

to assure quality in data collections, Data should he precis
Als

stability authorities should be facilitated in a manner that safeguards the confidentiality and privacy of such

v defined and appropriately stored and protecied.

, domestic and cross-border exchange of supervisory data among supervisors, regulators, and financial

information. The Council recommends that l‘t’gul'dl()l‘ﬁ and market pL\FUClpL\H‘S continue o work mgelher o
ted Stat

improve the quality and comprehensiveness of financial data in the s well as globally.

The LELs a valuable tool Lo precisely identify the parties to particular financial transactions, which is

[ sk management and related purposes. The Council recommends that

ential for effective counterparty

members and member agencies continue to evaluate the use of the LEI and promote, where appropriate,

its use in reporting requirements and rulemakings. The Council notes that several of its member agencies

actively participate in the global Regulatory Oversight Council, which currently governs the LET initiative.

The development of financial product identifiers, such as the unique mortgage identifier (UMI) is another
important siep in improving the quality of financial data. The Council recommends that this imporrant

work continues.

For derivatives markets, swaps must now be reported to new entities known as SDRs and SBSDRs. It
sh
appropriate aggregation and protection for public dissemination. In addition, regulators’ access to these data

is important that these data be sufficiently standardized for effective analy regulators and with

remains a challenge both in the United States and globally. The Council recommends that members and

member agencies work with internadonal regulators to promote high standards in derivatives data reporting

and recommends that impediments to authorities” access 1o data stored at repositories be resolved.
Addressing data gaps also is critical. While regulators have broadened the scope of data they collect since

the crisis, significant gaps remain. Specifically, with respect to the repo and securities lending markets,
member agencies still do not have complete data encompassing these markets. The Council recommends that
members, member agencies and the OFR continue 1o work together o ill these data gaps. Also, following on
the OFR’s study on Asset Management and Financial Stability, which was prepared at the Council’s request,
the Council recommends that member agencies and the OFR discuss additional sources of data for that

industry, particularly with respect to the management of separate accounts.
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41 U.S. Economic Activity

411 Real Gross Domestic Produet
Economic growth picked up somewhat in

2013, with real gross domestic product (GDP)
expanding an estimaied 2.6 percent following
win of 2 percentin 2012 (Chart 4.1.1). Some

of this modest acceleration owes to factors likely

10 be temporary, such as an increased pace of
inventory investment. More persistent sources
of final demand strengthened in the second

half of the year. Consumer spending stepped

ap modestly, vellecting hmproving labor market

conditions and rising equity and house pr

hadd
a dampening effect on demand: the expiration

Incontrast, ¢h

ages in fedeval fiseal polic

of the temporary payroll tax cut and income tax

increases for high-income bouseholds lhmited
consumer spending. together with sizable
reductions in federal government purchases,
particadarly for defense, weighed negatively on
domestic demand. Additionally, by mid-vear the

on-going recovery in the housing market slowed

in response w0 a ri

in mortgage rates.

~

[Baisth

ion and Residential Investment

onal consumption expenditures

Real pers

increased at a moderate pace of 2.33 percent
in 2018, supported by improvements in
labor market conditions, continued growth
in household net worth, improvements

in credit availability, and move optimis
fevels of consumer sentiment {Chart 4.1.2).

o

Nevertheless, consumer sentiment remains

s norms, labor under-utilization

below pre-cris
continues to be elevated, and credit availability

remains limited for many households with

constrained financial resources or eredit
history. Growth in real disposable income was
modest in 2013, in parereflecting the rise in
pavroll and income taxes at the start of the year.

Housing activity continued to step up through
she first three guarters of 2013, supported by
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411 Change in Real Gross Domestic Product
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4.1.3 Private Housing Starts
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4.1.4 Net Change in Nonfarm Payroll Employment
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improving labor market conditions, pent-up
demand from depressed household formation
rates during the recession, and historically low
mortgage rates. Between June and August,
mortgage rates rose about 1 percentage point
and remained near this level for the rest of
2013. Following this increase, housing starts
{Chart 4.1.3) and sales of new and existing
homes all turned down in the fourth quarter,
although some of this may be due to adverse
weather conditions towards the end of the year.
For the year, housing demand was still likely
restrained by more conservative underwriting
standards, especially for individuals with lower
credit scores {see Section 5.1.4).

Business Fixed investment
Real business fixed investment rose moderately
in 2013. Growth in business investment was
stronger in the second half of 2013 than in

the first half, supported by the acceleration in

business output and general economic activity,
and with earlier uncertainties around the

debt ceiling having faded (see Box A). Also,
supportive of business investment for the year
were favorable corporate financial conditions,
with high profitability, historically low interest
rates on corporate bonds, and improving
financial terms for business loans, However,
high vacancy rates and relatively tight financing
for building investment continue to weigh on
business investment in new structures.

Government Purchases

The contraction in real government purchases
at the federal level more than offset the small
gains in purchases at the state and local levels.
Real local and state government purchases
edged up slightly over the year, after declining
sharply in 2010 and 2011 and flattening out in
2012, mainly owing to improving budgetary
conditions driven by increases in tax revenues.
Real federal government purchases fell at a rate
of 6 percent over the year, after decreasing 2
percent in 2012, with large declines in defense
and nondefense spending reflecting the budget
caps, the sequestration, and the ongoing
drawdown in overseas military operations.
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imports and Exporis
Real exports of goods and services strengthened

4.1.7 tLong-Term Unemployment

in 2013, boosted by improving foreign GDP Pesrgem As OF Mar-2014 Percz(r)\t
. . i .
growth in the second half of the year and by i .
strong sales of petroleum products—associated 40 { 40
with the boom in U.S. oil production—and |
of agricultural goods. Imports increased for 30 | 3
the year as well, consistent with the pickup in { \ :
domestic aggregate demand. Altogether, net 2 N /m’v\i\\j\w\’w 2
: {
exports made a small but positive contributi RRANEE
p ! but po 1tion 10 '[ N 1
to real GDP growth in 2013, i
o ‘
412 The Labor Market 1982 1987 1992 1997 2002 2007 2012
. arket conti i e Source: BLS, Note: Longterm unemployment as & percent of total
The labor market continued to improve in 2013, Haver Analytics Unemiployment. Gray bare signity NBER recessions

although it is far from having fully normalized.
Nonfarm payroll employment increased at an
average monthly rate of 194,250 jobs in 2013
{Chart 4.1.4), similar to the pace over the
previous two years. The private sector added

4.21 Debtto Assets for Nonfinancial Corporations

on average 197,000 jobs per month, while Percent As O 2013 Q4 Percent
government payrolls dropped at an average rate B = o PRt B
of 3,000 per month.

26 o 2
These job gains helped reduce the \ . o
aunemployment rate from 7.9 percent at the 24 \ \//" ™~ . 24
end of 2012 to 6.7 percent in December 2013 s ’_\
{Chart 4.1.5). Nonetheless, the unemployment 2 : ) " o 2
rate remains elevated. Additionally, labor ‘
force participation has continued to fall, 20 8 -
dropping another 0.6 percentage points since 2000 2003 2006 2009 2012
the end of 2012 and bringing the decline since Source: flow of Funds,

s . \ - Haver Analytics Note: Gray bars signify NBER recessions.
the beginning of 2008 to just less than 3.25 W Y anty "
percentage points {Chart 4.1.6).

In December 2018, 38 percent of unemployed
workers had been out of work for more than six 4.2.2 Bank Business Lending Standards and Demand
months {Chart 4.1.7). Much of the declining Percent As OF Jan-2014 Percent
trend in the labor force participation rate 100 100
. . Feparting Strong R

may be due to ongoing demographic changes Demand trom Lar
refated to the retirement of the baby boomers. 50 50
However, some may also be due to cyclical
factors, such as discouraged job seekers leaving o 0
the work force.

. . -50 -50
The high rate of unemployment in the current
economic expansion has raised concerns that y < Sien Firm g
the natural rate of unemployment may have 100 = 100

atura pioy ay ha 2000 2002 2004 2006 2008 2010 2012 2014
risen over the past few years in the United Source: SLOOS,

Haver Analytics Naote: Gray bars signify NBER recessions.

States. However, the continued decline in the

Macraogconamic Environment
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4,2.3 Nonfinancial Corporate Bond Default Rate

Percent As Of: 2013 Q4 Percent
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i
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: AN Wy :
o My g
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Source: Moody's
Investors Service

Note: Default rates are annual rates calculated on a
quarterly basis. Gray bars signify NBER recessions.

4.2.4 Noncurrent Commercial and Industrial Loans

Percent As Of: 2013 Q4 Percent
4
3 3
2 2

! ‘,‘ ‘ '\M,J/
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Note: Percent of total G&1 {oans.
Source: FDIC, Haver Analytics

Gray bars signify NBER recessions.

4.2.5 Noncorporate Assets

As Of: 2013 04

Percent of Totat Assets

2008

2010

1990 1994 1998 2002

Source: Flow of Funds, Haver Analytics
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Percent of Total Assets

rate of unemployment suggests the natural
rate may be normalizing. Wage growth for
those employed remains subdued by historical
standards.

4.2 Nonfinancial Balance Sheets

421 Nonfinancial Corporate Sector

In 2013, corporate balance sheets remained
strong as profits grew. Conmtinued growth in
earnings supported further rises in the share
prices of nonfinancial corporations and allowed
them to boost capital {see Section 5.1.3).

Tmproved credit quality and corporate profits,
as well as the low level of interest rates and
declining spreads on corporate debt, supported
substantial gross borrowing in corporate bond
(Chart 4.2.1).
Refinancing accounted for a record share and

nonfinancial firr

market

volume of corporate leveraged loans, more than
doubling to $682 billion in 2013 from $283
biltion in 2012. Total outstanding bank and
nonbank loans to the nonfinancial corporate
sector increased modestly in 2013, Commercial
and industrial (C&I) loans funded by banks
continued to rise. Bank respondents to the
Federal Reserve’s Senior Loan Officer Opinion
Survey on Bank Lending Practices (SLOOS)
reported stronger demand for C&I loans by
large and medium-sized firms for twelve of the
last seventeen quarters as well as some easing of
underwriting standards for sixteen of the last
seventeen quarters (Chart 4.2.2).

Available indicators of corporate credit
quality point to continued improvement. The
default rate on nonfinancial corporate bonds
continued to decline in 2013 (Chart 4.2.3), as
did delinquency rates on C&I loans

{Chart 4.2.4).

4.2.2 Noncorporate Business Sector
Compared to conditions in the corporate
sector, financial conditions in the noncorporate
business sector have improved at a slower

pace. This sector, composed primarily of small
businesses, accounts for slightly less than
one-third of total nonfinancial business debt
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outstanding. However, since small businesses 426 Net Borrowing by : y ate
generally have access to a narrower range
of financing options than corporations, the ?giaons otuss As O 2013 94 Bilions of ggg
majority of small business debt is composed of
bank loans. Therefore, developments in the 400 400
noncorporate business sector affect the health
of many banks’ balance sheets, especially for 200 .4 200
smaller banks. : \/j\ /
0 o

Real estate represents the majority of assets 200 e G 200
owned by noncorporate businesses {(Chart E . S
4.2.5). The decline in real estate collateral 400 - A, 400
values since the beginning of the financial crisis 2000 2002 2004 2006 2008 2010 2012
has hampered noncorporate borrowers’ ability f,g:;i:;ﬁzl Reserve, z‘z:é:?sb??g;ﬂ;f&egg ":gcz::%av:sv
to borrow from banks. However, there are signs
that credit conditions are gradually improving,
supported by rising real estate values and
improving business conditions. Net borrowing - -
by nonfinancial noncorporate businesses, 4.27 Bank Business Lending Standards and Demand
which had dropped dramatically through 2010, Percent As Of: Jan-2014 Percent
was slightly positive for most of 2013 except oo o : 100
immediately following the federal government S Reportifg Stronger
shutdown (Chart 4.2.6). Respondents to the 50 L Demand from Smail Fing 50
SLOOS noted some easing on loan standards
for small firms, while demand for loans by small 0
businesses generally continued 1o be tepid
(Chart 4.2.7). Additionally, according to the 50

tional Federation of Independent Businesses
{NFIB), the number of small businesses 100 . o »
indicating difficully in obtaining credit 2000 2002 2004 2006 2008 2010 2012 2014
continued its downward trend in 2013 ggsfecregr?;%s& 'Sé’éemfﬂi:i fréc:aes tirms with annual safes of fess than
(Chart 4.2.8). y bars signify NBER recessions.
423  Househoid Sector
Household debt increased sharply in the years
leading up to the financial crisis, reaching a 4.2.8 Small Businesses’ Difficulty Obtaining Credit
high of 185 percent of disposable personal Percent As O 2014 Q1 Percent
income in the third quarter of 2007. Since then, 16 : 18
households have been deleveraging. By the “ G
end of last year, the ratio of household debt to 12 i : = /‘ \ 12
disposable income had declined to its 2003 level et Paroant Reporting Credity. \ A
of roughly 104 percent (Chart 4.2.9), mostly 8 . Harder to Gbtain : \\/x 8
due to decreases in outstanding mortgage debt, A S A~ : \\/
which accounts for about three-fourths of all 4l /\/\/‘g\/\/\/ J\/’N i 4
household debt. The contraction in mortgage S
deht appeared to halt in the third quarter of o :
2013 (Chart 4.2.10). The apparent bottoming 2000 2002 2004 2006 2008 2010 2012 2014
out of mortgage debt follows continued Source: NFIB, Haver et e o e st
housing-market activity and a pick-up in home Anaytics e montfs, Gray bars sy NBER recessions

Macroeconcmic Environment




103

4.2.9 Household Debt as a Percent of Disposable Personal income

Percent As Of: 2013 Q4 Percent
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Qther Housshold Credit H
TR -Corsumer Cradit
125 e Mortgages : 3125
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Source: BEA, Flow of Funds,  Note: Other Household Debt includes
Haver Analytics debts of both households and nonprofits.

4,210 Private Nonfinancial Debt

Percent of Nominal GDP
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4.211 Household Debt Service Ratio
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Note: Ratio of deb service payments o disposable
personal income, Seasonally adjusted. Gray bars
signity NBER recessions.

Source: Federal Reserve,
Havar Analytics
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prices last year, aided by low mortgage rates and
improving labor markets. Borrowers with high
credit scores and equity generally bave access to

conforming GSE-backed mortgages, and federal

programs have exiended refinance assistance to
borrowers in agency-guaranteed loans without
equity, but access to credit by other borrowers
remains tight relative to pre-crisis levels.

Slow debt growth, historically low interest
rates, and modest increases in employment

and income have reduced the household debt
service ratio {the ratio of debt service payments
to disposable personal income) to 30-year

lows (Chart 4.2.11). Reduced debt burdens
have allowed households 10 slowly but steadily
become more current on their debts. Since
2009, the percentage of household debt that

is delinquent has decreased from 12 percent

1o 7 percent, but still remains significanly
above pre-crisis levels. The share of seriously
delinquent debts also remains at roughly 2008
levels (Chart 4.2.12). Moreover, while aggregate
measures of the debt burden have improved, a
Targe number of households continue to face
difficulties meeting their financial obligations,
and many are still underwater on their

mortgages.

Aggregate household net worth (the difference
between assets and labilities) rose about $10
trillion in 2013 to a historical high of nearly $81
erillion (Chart 4.2.13). The ratio of household
net worth to disposable personal income alse
increased. Capital gains from rising asset prices,
especially corporate equities, accounted for
most of the increase in net worth, though active
saving, and the decline in outstanding debt
noted above, also contributed in smaller part.
Owners’ equity as a share of household real
estate continued to move up with rising house
prices and falling morigage debt, although

it still remains about § percentage points

below its 1990 1o 2005 average (Chart 4.2.14).
As discussed in Section 5.1.4, the share of
mortgages underwater declined.



Unlike mortgage debt, non-mortgage conswmer
credit, which accounts for slightly more than

20 percent of total household debt, has been
During 2013,
consumer credit outstanding increased about

6 percent to $3 tritlion. Auto loans and student

growing over the past three yea

loans accounted for almost all of this increase
{Chart 4.2.15). Costs of education rose, and
federal programs remained the dominant
source of education lending, continuing to
expand at a rapid pace in 2013,

The increase in auto loans reflects availabitity of
credit and rising consumer demand for motor
vehicles. About $75 billion of auto loan asset-
backed securities (ABS) was issued in 2013,
Subprime auto loan ABS issuance reemerged,
although reportedly with stronger credit
support than before the crisis.

Indicators of changes in the demand for

credit were mixed in 2013, Respondents to the
SLOOS reported stronger demand for credit by
consumers, especially for auto loans. However,
credit applications were little changed, on net,
over the year, and remained generally subdued
relative to the pre-crisis period {(Chart 4.2.16).

Although last year's delinquency rates on auto,
credit card and mortgage loans fell to 2008
Jevels, delinquencies on student loans and home
equity lines remained considerably higher than
their pre-crisis levels (Chart 4.2.17). Lower
delinquency rates for revolving credit and

auto loans in 2013 likely reflected, in part, the
composition shift toward borrowers with higher
credit scores. The delinquency rates on these
loans to consumers with prime and super-prime
creclit scores are currently near their historical

averages,

While households are becoming more current
on most types of debt, the delinquency rate on
student Joans outstanding rose 1o 12 percent
at the end of 2013, Large and growing student
debt burdens and continued weakness in labor
markets have pushed many younger borrowers
into delinquency, despite the longer grace
periods that typically accompany student loans.

104

4.212 Share of Household Debt by Delinguency Status

Percent As 01 2013 Q4 Percent
15 15
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8 120+ Days Late
12 80 Days Late 412
8N 60 Days Late
S 30 Days Late
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Note: Derogatory loans are foans for which
there are reports of a repossession,
charge offto bad debt, of foreciosure.

Source: FRBNY Consumer Credit
PaneiEquitax, Haver Anatytics

4.2.13 Househoid and Nonprofit Balance Sheets
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4,2.14 Owners’ Equity as Share of Household Real Estate

Percent As OF: 2013 Q4 Percent
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Source: Flow of Funds,
Haver Analytics Note: Gray bars signify NBER recessions.

Macroeconomic Environment




105

4.215 Components of Consumer Credit The risk to lenders is mitigated by the fact
that both federal and private student loans
:3;(‘;3"5 of uss As 012013 04 Billions of :’28036 are difficult to discharge in bankruptey, and
S . that the federal government has extraordinary
1000 R e e 1000 collection authorities. However, rising student-
800 800 joan debt burdens and delinquencies may
have implications for households. Despite
800 features of federal student loans that facilitate
400 flexible repayment and loan modifications,
high student-debt burdens may dampen
20 consumption and could impact household
0 S demand for housing purchases in coming years,
2008 2008 2009 2012 as heavily indebted and delinquent borrowers
gg:g%gﬁg: Lgfgsxr;;g: it ﬁggﬂiéi)és;;:ignjfies may be less able to access mortgage credit,

4,216 Applications for Credit
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4.217 80+ Day Delinquency Rate by Loan Type
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4.3 Government Finance

431  Federal Government

The deficit in the federal unified budget was
4.1 pereent of nominal GDP in fiscal year 2013,
a 2.7 percentage point reduction from the 6.8
pereent deficit posted in 2012. Outlays declined
modestly reflecting spending restraint from

the 2011 Budget Control Act and sequestration.
Revenue growth in 2018 was strong owing to
policy changes—the expiration of the payroll
tax cut, the reduction in bonus depreciation
allowances, and provisions applying to high-
income taxpayers in the American Taxpayer
Relief Act and Affordable Care Act—as well

as solid growth of taxable incomes of both
corporations and individuals.

The medium-term budget outiook is subject

to considerable uncertainty with respect to

the performance of the economy, the future
stance of fiscal policy, and other factors such

as the pace of health care cost growth. The
Congressional Budget Office estimates that the
deficit will continue to decline to 2.6 percent

of GDP in 2015, owing in large part to robust
revenue growth as the economy continues to
recover and changes in tax law provisions,
especially the bonus depreciation provision.
Starting in 2016, the deficit is expected to
gradually increase, reaching 3.7 percent of GDP
by 2024 (Chart 4.3.1). The rise in the deficitis
driven primarily by projected increases in Social

Security and health care costs due to the aging
of the population and the expectation that
per-capita health care expenditures will grow
faster than GDP, as well as increases in interest
payments (Chart 4.3.2). The ratio of debt held
by the public 1o GDP is expected to drift up

as the projected deficits are not low enough to
stabilize the debt-to-GDP ratio (Chart 4.3.3).
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4.31  Federal Unified Budget Surplus/Deficit
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4.3.2 Projected Spending in Major Budget Categories
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4.3.3 Federal Debt Held by the Public as a Percent of GDP
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4.3.4 Interest Outlays and Average Maturity of U.S. Public Debt
Percent of GDP As Of: 2013 Q4 Months
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4.3.5 State and Local Government Tax Revenues
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The increase in interest payments that is likely
to follow the high level of public debt projected
over the medium term may have imporiant
consequences for fiscal policy moving forward.
In the near term, however, net interest outlays
remain near historical lows and the average
maturity of outstanding debt continues to
lengthen (Chart 4.3.4),

All three major rating agencies maintained
their overall ratings {or the United States

in 2013, with Moody's and Fitch assigning

the United States their highest ratings and
Standard and Poor’s (S&P) assigning the
second-highest rating. Fitch placed U.S.
sovereign debt on negative ratings watch in
Qctober, citing political brinksmanship as a
concern for the LS. creditworthiness (see Box
A), but changed the outlook back to stable in
March 2014, Moody's and S&P also maintain a
stable outlook for the United States.
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The federal debt aeiing was ext ndeid on o separate
o&.casxom in 2013000 both oceasions uncertainties

surrounding: the debticaiingled o Dorarny dmruptfono :

HnSoms key shortterm markets: m\festor concerns about::

therisk-of 2 missed pa\fmem on some. Tfeasury securities
led fralempotary incrogse i torm borrowtnq costs for
the RIASK govemmeﬁ% v

On Deoen"bar ?6 201? Treasury Seoretary Geithner .
announced that the statulory debt caling wou i be
reachedon Deoember 31, 2012 and that Tr@dsur)
“wiollld begm taking certain ex?raordmary measuras fa
femporarily gostaons the date ﬁhai the United States
would otherwise default oniig ) legal obligations. I mid-
January 2013 Trea sury. :;ecr@ta(y Geithrier announced
that-ihe Treasury Wouéd exhaust its extraordinal ary:
meabures bewveen mid-Fabruary and mid-March of
that yedr ﬁxframd’nary measures are acmns, sibhas
suspanc*l NG mvesmems incerain fedeyai frust funds;
;that emporcm!y extend the Treasury'sabiity o meet ihe
‘g@x{emmer;t’ s obfigations: The ensuing politicat debate
with-regard 1o a debt celting incresse leo Some investors
o avoid owning Certain Tre"asu;y bilfs but:of concermn that
e principat wold ot be repaid ort tims; Accordingly,
viglds on bills maturing inlate-| Febmary and early March
bne&y sp;ked h!gher*han those ot surrounding Friaturities
Srthe ylold clrve: However, I late-, Jar\uaw an-agreement
wag eachod andon February 4, 2013 & law was enacted
that susperided the:dsht celling throt igh May-18, BO18;
AN COnditions in the‘ﬁ'easl;ry rharkel quickly Aormalized:

Atter May 18, with the debtlimit suspension period
endled: the Treastry was able 1o again take extradirdinary,
measures 1o lemporanly continte borowing wWithout
breaching the Celling: and pressures were largely absent
Homfinancial markets during the second arid third
Guarters ot 120‘%3_‘(3@\415 ‘on Treasi;:y bills remained at
nearzerd rates until the end of the third quarter. However,
iy late-September concerts began to reemérge aftér
Treasury Secretary Lew a-mounced Treasury's estimate
that exkraordmary mﬂaoures woutd be exhausied na later
than Qctober 1z, o013 and 88 it became apparent ihat: "
there wab Ho Clear plan for Congress 1o extend the.debt’,
ceiling in a dmely. Tanner THose Concems wers fater

compounded bv a-18:dayg govemmom vhuidown thaf
bega*} on chober 1 2013: o

in‘ea‘rly Qciober, the market began fo écmsid‘er a

| seendrio in which Congressiwould be Unable o réach an
‘agreement 1o raise the debt.celling before the Treasury,

sxhausted! its exiracrdinary measures: This led vislds 1o
rise on bills maturing arobngithat date as investors graw
contermed abiout the pot Hertial for & dslayed payment

n thedays (—,ad n(] {is} to Oﬁiober 17,2013 viel ds on

TrgasLiry bills with riaturities from mid-Ottober 1o late-
Qctober became extremely: volatilg relative boti 1o the
preceding monihs and h|skonra¥ averages, For example
the yisld on the Treasury DIl maturing o October 3 2013
rose froiy 3 basis points on Sep‘embe( 30 D016 B3
basis po(hb orOctober 1552013, 4 fan ger: rﬂactlor\ tHanin

simitary affected bil l> diiring ihﬂ 20711 debt ce ‘wg apisode
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Stress i the Treasury bill markétsoon spread to the repo:.
market 45 some cash lenders exciuided certain. Tréasuries

- as acoeptable collatrdl for tri-party repo fransactions. -
{Chart A2} Moreovér, some counterparties o0k
1emporév;y informal actions by requesting that Treasury.
sectrities mataring in 2013 nét be acdepted as callatéral
in repb and securities lending fransactions, In contrast to
the iliquidity eXperienced in the market for short-dated
bills, ovérnight repo markets remained iquid.

Additionally, some. investors publicly-stated that they did
not hold certain. Treasury securities that colld have been
aﬁec‘:ted‘by the debt celling. These factors widened big-
ask spreads for Treasury Bills, which Under normal market

conditions have minimal transaction spréads, Operational

risks about a missed Treasufy payrment were also &
concern, since. systerns that handle securities clearance,
settlement, financing, collatéral management; payments;
and pricing-could have required mantal workarounds and
advaniced payments 1o clierts o imit rharket distuption.

Once an agreement 15 suspend the debt-ceiling was
reachied; short-dated bills rapidly returned to near zero:
rates, Market participants have emphasized significant
strains in Treasury bill and mohey markets would fikely
ocour-sooner and with more séverity during future debt
céiling debates: 1. ST
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4.3.2 State and Local Governments

436 Growth of State and Local Government Employment
In general, the fiscal position of state and local

governments improved in 2018. State and local Percent Change AsOf 201401 Percent Change
@ax revenues increased, continuing the trend 30 b s 130
since 2009 (Chart 4.3.5). The improved revenue !
picture for both state and local governments a0 20
was accompanied by a stabilization of 1o : 10
employment during 2013 (Chart 4.3.6).

0.0 00
Net credit flows to state and local governments 8 [
were mixed in 2013. Long-term municipal bond o . b \\\/ o
mutual funds experienced outflows for 10 of the 20 i

- 20
last 12 months, and long-term bond issuance 2000 2002 2004 2006 2008 2010 2012 204

was down 12.6 percent to $332 billion (Chart
4.3.7). However, much of this decrease reflected

Source: BLS, Haver Analytics  Note: Gray bars signify NBER recessions.

a decline in refundings from the 2012 Jevels,
due in part to higher interest rates. In many
instances, municipal bond spreads, a proxy for
municipal yields relative to index levels, also

4.3.7 Municipal Bond Issuance

declined (Chart 4.3.8). Billions of US$ As OF: 2013 Billions of US$
600 600

SEE Refunding
In spite of the relative stability that the sector 500 | ESE New Capital 500

experienced during 2013, state and local
governments continue to face significant long-
term challenges. In some municipalities, the
slow pace of economic recovery has restrained
income and sales tax growth. Additionally,
home values remain below peak values in some
parts of the country, restraining property tax

B . o . *
revenue. Other challenges include increased 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
spending pressure from pension liabilities Source: Thomson Note: Excludes maturities of 13 months.
Reuters, SIFMA or less and private placements.

and other post-employment benefits, Thirteen
states contribute less than 80 percent of their

annual required contribution to their public

pension funds. In some municipalities, pension
and other post-employment benefits costs are 4.3.8  Municipal Bond Spreads
beginning to crowd out other services.

Basis Points As Of: 31-Mar-2014 Basis Points
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44  External Environment

4.41  Advanced Foreign Economies

GDP growth in the advanced econoniies
remained sluggish in 2013, atslightly below the
already subdued pace of the previous two years
{Chart 4.4.1}. However, the quarterly trajectory
was more {avorable, with most economies
seeing a notable pickup in growth during the
second half of the year. Growth in the euro
area resumed in the second quarter after six
consecutive quarters of contraction. Although
the region’s recovery remains subdued, the exit

from re ion removes what had been a major

drag on global activity.

For the major foreign advanced economies
(the euro area, Japan, the United Kingdom,
and Canada), real GDP increased 0.6 percent
in 2013 on a calendar year, GDP-weighted

basis. A slower pace of fiscal consalidation

and significant easing in financial stresses
helped recovery take hold in the euro area. In
Japan, additional discretionary fiscal stimulus,
improved sentiment, and strong corporate

profits helped support conswmner and business

spending wmid a reflationary monetary policy

program.

Thus far in 2014, activity in the major foreign
advanced economies appears to have held
close 1 the improved pace maintained during
the second half of 2013. The International
Monetary Fund (IMF) projects major foreign
advanced economies 1o expand 14 percentin
calendar year 2014, The IMF expects growth
in these economies to pick up to a pace of 1.6
percent over the medivum term, as headwinds

from fiscal consolidation and deleveraging after

the Great Recession continue to fade

(Chart 4.4.2).
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441 Real GDP Growth
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4.4.2  Advanced Economies Real GDP Growth
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44.3 Euro Area Real GDP Growth

Percent As Of: Apr-2014 Percent
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4.4.4 Peripheral Europe: Gross Public Debt

Percent of GDP As Of: Apr-2014
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445 Peripheral Merchandise Exports
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Euro Area.

Policy actions by euro area authorities have
reduced concerns about a systemic event in
the region, and since mid-2012, have helped
to substantially ease previously severe market
pressures, However, fiscal and financial
headwinds remain. After a year and a half of

recession, the euro area economy saw a tentative
rebound in the middle of 2013, with GDP
expanding over the second and third quarters.
However, euro area GDP growth remains about
2.5 percentage points below its vate in the first
quarter of 2008, and unemployment is running
ata near-record high of 12 percent. The pace of
economic recovery in the euro area is expected
to remain gradual. The IMF forecasts regional
real GDP growth in 2014 to track at roughly

1.2 percent, with growth in most periphery
countries expected to remain measurably below
1 percent {Chart 4.4.3).

The fiscal consolidation measures implemented
to date in the periphery have resulted in
progress in stabilizing fiscal deficits and
arresting the upward trajectory of public debt
burdens. Altogether, curo area governments are
estimated to have reduced fiscal deficits from
6.4 percent of GDP in 2009 to 3 percent of GDP
at the end of 2013. Euro area periphery public
debt Jevels are now projected to stabilize at high
levels over the coming few years (Chart 4.4.4).

The euro area’s overall current account
balance shifted from a small deficit in 2008 wo
a consistent surplus with the surplus reaching
2.4 percent of GDP in 2013, The Netherlands
and Germany have continued to run substantial
current account surpluses since 2011, while
the current account deficits of Italy and Spain
and the smaller economies in the periphery
have contracted significantly. Weak periphery
domestic demand due to deleveraging has not
been offset with stronger exports to the core
{Chart 4.4.5).
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Euro area copsumer price inflation has 44,6 Euro Zone: Consumer Price Infiation
declined to well below the European Central

Bank’s (ECB) 2 percent target rate. Inflation
readings (both headline, which includes 4 4
volatile items, and core, which excludes those

Percent As Of: Mar-2014 Percent

Headiine Cureent Target 3

w

items) were tracking near or below 1 percent
during the final months of 2013 (Chart 4.4.6).

2 2
With inflation dropping ro mulivear lows in
recent months, the euro area faces the risk of a 1 1
prolonged period of substantially below-target

o 0

mflation or outright deflation. This could slow

recovery, hinder the internal rebalancing that 1 . .
2005 2006 2007 2008 2010 2011 2012 2013

P . N . . Source: Statistical Office of the
increase the real burden of public and private European Communities, Haver Analylics  Note: Year-over-year percent change.

debts. IMF and ECB forecasts are for euro area

is needed between the core and periphery, and

inflation to stabilize.

Meanwhile, European authorities are pushing
forward with efforts to deepen regional
financial integrarion and enhance market
confidence in the capital adequacy of European
banks. A single supervisory mechanism for
euro area banks is in the process of being
established under the ECB (expected to be in
place by November 2014) and comprehensive
assessiments (by the ECB in cooperation

with the national competent authorities) of
approximately 130 of the largest banking

groups also are underway.

European policymakers also have reached
agreements to pass legislation harmonizing
banking rules and regulation across the
European Union (EU), including national
deposit guarantee schemes, bank recovery and
resolution frameworks and common baikin
rules
leg
finance ministers and the

and their new capital requirements
ation is now in force. In March 2014, EU

wuropean Parliament
reached a provisional agreement on the Single
Resolution Mechanism, which establishes

a common resolution authority and single
resolution fund for European banks.

Magcroeconomic Environment
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Japan

In 2013, Japan’s new Liberal Democratic Party
government launched an economic reform
program designed to revive the economy and
exit almost two decades of deflation. (The

program is popularly termed Abenomics,

in reference to Prime Minister Shinzo Abe))
The program consists of the so-called “three
arrows™: aggressive monetary stimulus; short-
term fiscal stimulus, paired with long-term

measures to reduce large, structural fiscal

deficits; and structural reforms, to boost the
economy’s fong-term growth potential. The IMF
projects that GDP growth will be 1.4 percent in
2014, down slightly from 2013,

Houschold spending picked up significantly
in 2018 partly in response 1o rising equity

prices and broader expectations of economic

growth under Prime Minister Abe’s policies.
Consumption is expected to further boost
GDP in the first quarter of 2014, ahead of the
April 2014 consumption tax hike, Temporary
fiscal simulus of 1 percent of GDP passed in
December will only partially offset the initial
impact of the consumption tax increase and

the overall fi

1 impulse in 2014 will he

contractionary.

Japan’s larger banks have begun to reduce

their sizeable Japanese government bond
(JGB) holdings in response to the Bank of
Japan’s (Bo]) asset purchase program. From
March 2013 through December 2013, banks'
holdings of JGBs dropped ¥29.474 billion and

4.47  Japan: Consumer Price Inflation deposits at the Boj went up ¥35.685 billion.
Percont As OF: Feb-2014 Percent Domestic lending began to pick up throughout
o A 2013, averaging 2.6 percent growth for the
year, There also are signs that Japan may be
8 3 moving from entrenched deflation to sustained
2 P 2 moderate inflation, The overall Consumer
1 1 Price Index was up 1.5 percent {rom its
0 0 ago level in February. Consumer price inflation
4 4 excluding food and energy reached 0.7 percent
» = in February 2014, the highest in roughly
15 years (Chart 4.4.7). Survey measures of
'31990 1995 2000 2065 2010 3 expected inflation have also risen somewhat.

Source: Ministry of Infernal Affairs and
Communications, Haver Analytics ~ Note: Year-over-year percent change.
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442 Emerging Market Economies 44.8 Emerging Economies Real GDP Growth

Emerging Market Economies Pi’ge’“ As OF Apr-2014 Parcent
Economic growth remained generally sluggish
in 2013 across the EMEs (Chart 4.4.8), Growth 10 10
for all EMEs was an estimated 4.4 percent
in GDP-weighted calendar year terms, down s 5
slightly from 2012 and roughly 2.5 percentage o R
points below growth during the 2003-07 global
boom. Growth for EMEs exchiding China was 5 5
3.1 percent in 2013, also down slightly from

-10

2012 and almost 3 percentage points below 10 . >

P P L 2005 2007 2009 2011 2013 2015 2017 2019
the 2003 1o 2007 average. Recent indicators—
including industrial production, exports, and Source: IMF, Haver Analylics g::z a‘;@?t&ﬁ;ﬁ‘fgg;?g:;?:gge‘
purchasing manager surveys—show that a

slight recovery may he underway. The IMF is

expecting a modest pickup in growth to 4.6

percent this year, and 3.4 percent ——
excluding China 4.4.9 EME Contributions to Global Growth

Percent As OF Apr-2014 Percent

The EMEs continue 1o act as the main source
of global growth, Last year, EMEs contributed
three-fourths of global GDP growth, and
according o the IMF forecast EMEs will
contribute some two-thirds of global growth
in 2014 (Chart 4.4.9). Importantly, estimates
suggest that trend growth has slowed across
the largest EMEs. The IMF now forecasts EME

¢ Emerging Econormies
.2} B Advanced Economies

real GDP trend growth at roughly 5.25 percent, 5
down some 1.5 percentage points from its 1992 1995 1998 2001 2004 2007 2010 2013 2016 2018
forecast just two years ago.

Source: IMF, Haver Analytics Note: Data after Aprit 2014 are projected.

EME asset prices came under pressure
beginning in May 2013, with EMEs

experiencing

duced capital inflows in the
second and third quarter, reflecting in part
changing expectations for Federal Reserve
policy, deteriorating longer-term EME growth
prospects, political unvest, and structural
vulnerabilities in some prominent EMEs. While
the market selloff in May and June (see Box C)
broadly affected EME assets, markets displayed
discrimination, putting countries with large
external financing needs, clevated inflation,
and more unpredictable policy frameworks
under greater pressure. Policy makersin a
number of EMEs

by tightening monetary policy and by taking

ssponded to market strains

steps to rebuild policy credibility.

Macroeconomic Environment
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4,410 China Real GDP Growth

Percent As Of: 2014 Q1 Percent
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4,411 China: Credit to the Private Sector
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Moving forward, tighter financial conditions
and weaker exchange rates across the EMEs
represent a kev question mark for both the
growth and inflation outlooks. EMEs gencrally

have hencfitred from strong capital inflow

over the past several years, something that has
helped support domestic credit growth and
financial system deepening. Nonctheless, such
rapid domestic credit growth across a number
of EMEs has increased asset quality risks and
funding vulnerabilities and could weigh on
growth prospects moving forward.

China

Developments in China remain particularly
important, as China contributed 35 percent of
global GDP growth in 2013, China’s econowmic
growth held steady in 2013 at 7.7 percent—the
same rate as the previous vear-—but showed
some signs of modest deceleration in mid-

2018 and in early 2014 (Chart 4.4.10). Growth
in China had slowed steadily from the first
quarter of 2010 through the third quarter of
2012, reflecting in part the govermuent’s desire
to slow the pace of credit growth and rein in
investment in some sectors of the economy,

as well as sluggish external demand in the
advanced economies. Chinese authorities
announced an important new economic reform
agenda in November 2013, which entails, among
other things, a hardening of budget constraints
for some state-owned enterprises and local
governments and enhanced supervision of the
noniraditional credit intermediation system.
China’s current account surplus declined

from 10.1 percent of GDP in 2007 (o about 2.1
percent of GDP for the four quarters ending

in December 2013, driven by factors such as
exchange rate appreciation, weak external
demand, and increased imports for domestic
investment purposes.

Private sector debt in China has increased
rapidly over tha past five years. From December
2008 to June 2013, private sector debt grew by
167 percent, over twice as fast as GDP growth
over the same period (which was 72 percent)
(Chart 4.4.11). Nonbank financing channcls
{off-balance sheet lending. trust loans, and



e bond issuance) account for an

corpors
increasing share of the flow of new credit,

The rapid growth of credit (Chart 4.4.12) has
raised questions about the efficiency of credit
allocation and the potential for defaults over
the medium term. Much of the funding for this
new credit has come via wealth-management
products {(WMPs), which may have increased
liquidity risk in the financial secror. Seld to
investors as higher-yielding alternatives to time
deposits, WMPs are largely off-balance sheet
investment vehicles offered by banks, trusts, and
securities companies. Increased competition for
funds has led to the rapid growth of WMPs—
10 10 percent of system deposits—as well as
increased reliance on interbank borrowing,
particularly at smaller banks.
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4.4.12 China: Annual Increases in Credit and GDP

Triliions of Renminbi As OF 2013 Trillions of Renminbi

SRR Additionat Sources of Credit
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Source: China National Bureau
of Statistics, The People's
Barik of China, Haver Analytics
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o
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Sote: Addtionat sauscas of ceedtt include the foltowing
components of “otal social financing® as reparted by the.
Paople’s Bank of Chin: frust Inens. antrustad lending,
undiscounted bankors’ atenptances. and net rew
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51 Asset Valuations 511 Treasury Yields

511 Fixed income Valuations Percent As Of: 31-Mar-2014 Percent
The past year was a year of trausition for ¢ ¢
dowmestic fixed income as market participants

perceived a reduction in the tail risk of 3 3
contagion from a Enropean financial crisis

and focused attendon on U8, fiscal and 2 2
monetary developments. Fixed income markets

experienced a general rise in nominal medivm- 1 1
to long-term yields and some periods of

elevated volatility. The increase in volatility was o

most notahle during late spring and summer dantl Jubtt Jani2 w12 Janitd Jubi@ Jamtd

amid changes in monetary policy expectations

. & . ¥ }‘ L P Sourge: U.8. Depariment of Treasury
and in October during the U.S. government
shutdown and debt ceiling debate, Although 512 Slope of the Treasury Yield Curve
vields rose in the majority of fixed income

Basis Points As Of 31-Mar-2014 Basis Points

sectors, they remain well below long-tenm 300 300

averages.

. 250 4‘
Treasury vields rose year over year across

~Wﬁd\’}\ 250
maturities as seen by the change in 10-year 2YI1EY Spread
yields from 1.86 percent to 2.73 percent 200 200
(Chart 5.1.1). Yiclds for five-year and seven-vear V J\{‘
maturities rose on average by 1.02 percent while 15 J‘m 150

shorter maturity yields remained unchanged

3

over the same period. The most significant 100 100
s X ; ;
yield increases were seen in the months of May G ST a2 T2 dands Guiie Jantd

ot 201¢ ori C considerable
through August 2013, a period of considerable Seurce: USS, Deparimentof Treassy

volatility (see Box €}, The Treasury vield curve

steepened (Chart 5.1.2), retracing to 201 levels, 513 Implied Volatility

reflecting a notable increase in long-term vields, Basis Points As O Mar-2014 Basis Points
250
While fixed income implied volatility remains
N . . . 200 200
at historically Tow levels, periods of elevated MOVE Index
volatility did oceur in 2013. Fixed income i 150
implied volatility, as measured by prices of %’\3
options on Treasury securities and interest rate 100
swaps, nearly doubled during May and June
2018 (Chart 5.1.3). ®
o . 9
Agency morigage-backed securities (MBS) 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
N D . . Note: IKOVE 1 the ekt e wesghted jgex ofhe
experienced significant price declines and Source: Bank of America Merrll Pt e wiatyco bt sy
higher yiekls resulting from interest rate Lynch, Haver Anaiytics ormafzad inpied wiatify on 1-monh oS,
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5.1.4 Agency MBS and Treasury Yields

Percent As Of: 31-Mar-2014 Percent
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volatility (Chart 5.1.4). The combination of
significant declines in MBS duration from
declining interest rates and increases in
borrower refinancing incentives since mid-2012
increased the possibility of a convexity event.
As noted in the Council’s 2013 annual report,
a convexity event is where an initial increase in
tong-term interest rates is amplificd by many
MBS investors actively hedging the duration of
their MBS, resulting in rapid increases in long-
term interest rates. While agency MBS suffered
sizeable losses mid-year, the market impact from
a rise in interest rates was not as severe as the
2003 convexity event, when 10-vear Treasury
yields rose by 1.4 percentage points in a six-
week period. By comparison, the 10-year yield
rose by 1.0 percentage point in about the same
time frame at mid-year 2013, There ave several
reasons why this convexity event was less severe.
First, unlike in 2003, the Federal Reserve held
a substandal portion of outstanding MBS in
2013, thus absorbing a significant part of the
overall MBS universe duration extensjon as
interest rates rose. Because the Federal Reserve
was not engaged in hedging activities that other
large-scale investors would be engaged in, this
lessened the impact of higher rates resulting
from hedges. Second, interest rate options, a
ates in 2003’ convexity

major driver of higher
event, experienced lower volumes due to less
participation in this market by the GSEs.

Lastly, the predominant holders of agency MBS
outside of the Federal Reserve are composed
of banks, investment funds, life insurance
companies and pensions (Chart 5.1.5). These
investors, which tend fo rebalance their
duration hedges infrequently, have increased
their holdings since 2003. While these investors
are sensitive to price fluctuations. they tend

to have fonger investment horizons and very
stable sources of funding compared to agency
real estate investment trusts (REITY) or hedge
funds.

Like Treasury securities, corporate bonds
experienced a significant increase in yields in
May and June 2013. Investment grade yields
year over year increased on average from 3.26



percent 1o 8.65 percent. Average yields for
higheyi

cld bonds remained relatively unchanged

VEAr Ove

year at 5.7 percent. Credit spreads
continued to tighten for both investment grade
and high-vield bonds (Chart 5.1.6). Issuance
of corporate bonds remained strong, with

over §1.4 trillion, nearly the same amount as
2012 (Chart 5.1.7). Some market participants
attribute this level of activity in the corporate
bond market to improved credit conditions and
low levels of default, while others cite greater
demand by a broader set of investors searching
for yield,

Leveraged loans, generall

ted to specutative
grade obligors, also had a very strong year

of issuance and credit spread performance
{Chart 5.1.8, Chart 5.1.9). Suong demand from
collateralized Joan obligations (CLOs) and from
private and public funds searching for vield
helped propel leveraged Joan growth, CLOs
witnessed stronger demand in 2013 than 2012,
83 billion
{Chart 5.1.18). As with leveraged loans, CLOs

with gross issuance rising almost

have seen a broadening of the investor base

as more instituwtions seek to find higher vields,

Analysts and market participants have raised

concerns that new investors may be unprepared
for the limited liquidity and potential {or large
credit losses that both markets could experience
as fivras may be aking on owsized risk in

exchange for incremental vield.
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5.1.6 U.S. Corporate Bond Option-Adjusted Spreads
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5.1.8 Institutional Loans Issuance and Market Size
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51.8 CLO and Leveraged Loan Spreads

Basis Points As Of: 31-Mar-2014 Basis Points
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The Shared National Credits {(SNC) Review

for 2013 indicates that while credit quality of
syndicated loans remains broadly unchanged
from the previous year's review, a focused
review of leveraged loans found material
widespread weaknesses in underwriting
practices, including excessive leverage, inability
1o amortize debt over a reasonable period, and
fack of meaningful financial covenants. The
review included an evaluation of underwriting
standards on SNCs that were originated in
2012, and examiners noted an increased
frequency of weak underwriting. This trend
heightened the agencies’ concern, and agencies
reiterated that they expect financial institutions
to properly evaluate and monitor underwritten
risk in leveraged loans, and ensure borrowers
have sustainable capital structures, consistent
with the updated leveraged lending supervisory
guidance issued in March 2013,
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Avokatvisk meéSurés of broker dealers helps:to betier
Uhderstand why broker-déalers pared posttions dufing.
the sefioff o PN Y

Broker-dedlsi teverage decliiad arkedty during the recent
financial crisis, suggesting that brokerdealer risk-taking has
moderated since the orisis {0hart C.8)-Ahother indicator
of risk-taking is valus-at risk (VaR), wh
worstloss at the 99 percehi;cbnﬂdence interval for'a daily.
“horizon. The'sum of fir
U.S, broker-dealers nas trended down sifce the financial
Crisial The decling in brokérdealer VaR refiocts the declive
i market volatilify: since the financial crisis as wel as the
smaller: bafanpe shaet capacity ot brokersdealérs: :

The daia presented in Chart €.§ suggests that ‘co‘mpames‘

prepération forefihanced regulatory caplial requirerents
was rm{a‘major con biiting factor in broker-dealers!
wilingnass 1o provide macket iguidity: In fact, Lok
stbsidiaries of BHGs withlass #égu!atory capital beforg:

ihe sellof reduiced their net positions less than other
Brokerdeaiers diring the shliolt stag

constraints at the consolidated BHC, Werg

éxacerbating factor: i particular, U.S, brokerdedlars with

& higher Val gas (Which risasures e diference Detweer -
abrokerdealer's VaRand its VaR imi), and U8, broker-
dsaler subsidiaries of BHCs with higher T
Tier 1 ievers e ratios-and Basel il commion equity. Tiet1
ratc Buffers (which measires the dif & betwasr a:
BHC'sreported ratic and jis proposed ratio requirement)
Defgre the selioft tended 1o reclics their net positions more
duringthe salioff. That is, bioker:dedler subsidiaries of
BHCs W?th higher capital levels actually sold off miote: Th
“relationship suggests that broker-daater bahavior durir»g the
selioft was diiven more by différences n risk a‘pp‘etize}han s
by‘énhanced regulaiory requiréments. :

The syidence dled suggests that Broker-daalers managed
their balance sheets move conservatively at a time when
investors were repricing interast rate visk rapidly. triggered.
by changes i1 expsctations about e futly pathy of the
“Federal Reserve's asset purchase program. Broker::- o
dealers” withdrawal of Squidity may: have amplified the shatp
“Hise in ratesand volatlity
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51.2  Sovereign/Foreign Corporate Debt and
Foreign Exchange

U1.S. Sovereign Debt
The total amount of outstanding U,

sovereign debt held by the public (including
Federal Reserve holdings, but not other intra-
governmental debt) rose to $12.6 willion

as of March 2014 (Chart 5.1.11). Long-term
Treasury viekls rose starting in May 2013, in

partin response o changing expectations
regarding Federal Reserve policy. The Federal
Reserve announced a modest reduction in the
monthly pace of asset purchases at its meeting
in December 2013, amid an improving U.S.
economic backdrop and labor market. As of the
end of 2013, 10-vear Treasury vields had risen
138 basis points since May 1o 3.04 percent, the
highest level since july 2011,

Foreign holdings of Treasury securities
continued 1o grow, Year over year ending
February 2014, they rose by $194 hillion to $5.9
trillion. The largest investors—investors from
China and Japan—coliectively accounted for
$2.5 willion of Treasury securities, while other
foreign accounts held $3.4 wrillion. Since the
end of 2012, the shares and holdings of euro
area and Japanese investors have risen, while
the combined share of other countries has
fallen (Chart 5.1.12).

European Severaign Debt

Serman and other core euro area sovereign
debt vields rose over the course of 2013 as
concerns about periphery country eredit risk
continued to abate and economic activity
improved, At the end of March 2014, the vield
on the German 10-year government bond
was 1.57 percent, compared to 1.29 percent
elds rose

a year earlier. Other core country

by a similar magnitude. The compression of
periphery spreads began following a July 26,
2012, speech in which ECB President Draghi
signaled the creation of the Owtright Monetary
Transactions (OMT) program, which allows the
ECB to make unlimited purchases of sovereign
bonds conditional on policy reforms, and vowed

to “do whatever it takes” to prevent the breakup
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5111 Publically Held Federal Debt Outstanding
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5.1.13 Euro Area 10-Year Yield Spreads to German Debt
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of the enro area. The spreads on Spanish and
Italian 10-year government bonds to German
equivalents were respectively 639 and 536 basis
points on the eve of the speech and by the end
of March 2014, Spanish and Italian spreads wo
German bonds were 166 and 173 basis points,
respectively (Chart 5.1.13). The spreads of
government bonds to German equivalents

in Ireland and Portugal also narrowed
substantially and these nations were able to
re-enter debt markets.

Ten-year sovereign yields in the United
Kingdom rose over the course of the vear,
ending March 2014 at 2.74 percent, compared
to 1.77 percent a vear earlier. Yields were
supported by the broader rise in advanced
economy interest rates as well as the economic
recovery in the United Kingdom.

Japanese Sovereign Dabt

in April 2013, the BoJ implemented a policy
known as Quantitative and Qualitative Easing.
Under the policy, the Boj is seeking to expand
the monetary base at an annual rate of about
60 ro 70 trillion yen. The policy seeks to achieve
an inflation rate of two percent in about two
years. As part of the policy, the Bo] increased its
purchases of government bonds, and extended
the duration of its purchases.

Emerging Market Debt

Beginning in May 2013, EM sovereign debt
spreads widened versus Treasury yields, as
measured by the Emerging Market Bond Index
Plus (Chart 5.1.14). Investors began 1o increase
their level of concern regarding economic
activity (see Section 4.4.2), credit conditions,
external financing needs and elevated inflation
rates in several EMs. Economic and credit
conditions in China in particular were a source

of concern regarding EMs. Political risks in
several EMEs further weighed on market

performance {Chart 5.1.15).

Foreign portfolio inflows o EMESs, which were
very heavy since mid-2009 due in part o carry
trade strategies, declined sharply in the second
quarter of 2013, and had a significant impact on



EME vields (Chart 5.1.16). Gross capital {lows to
EMEs declined in the second and third quarter
but remained positive with foreign direct
investment flows continuing to comprise the
largest component (Chart 5.1.17).

EM financial markets came under rencwed

pressure in early 2014, Unlike during stress

episodes in 2013, changes in expectations of

Federal Reserve policy did not appear to play a
leading role, as EM asset prices weakened even
as long-term Treasury yields declined. Instead,

EM market weakness appeared to be driven

3 s of conntry-specific developments in
China, Turkey, Argentina, Ukraine, and Russia.
Declines appeared to be amplified by a more
generalized reduction in global risk sentiment
in the aftermath of extended ratlies in some
risk assets (such as U.S. equities) and weaker
data from the United States and China.

In 2013, EMs issued a record amount of
corporate debt and the owstanding amount
reached its highest-ever share of GDP (Charts
5.1.18, 5.1.19). The issuance of U.S. dollar-
denominated (USD) corporate bonds, at $§422
billion, was almost four times that of the $111
bitlion issuance of sovereign bonds. This rise in
issuance comes as EMEs represent an increasing

share in global economic activity.

Asian firms were the most active issuers of
international debt securities in recent vears,
followed by Latin American firms. Astan
corporates currently account for 40 percent

of outstanding EM corporate bonds, with
Chinese firms doing much of the borrowing.
Brazilian firms account for the majority of Latin
Americ

n borrowing.

Growth of the EME corporate bond market

is generally seen as a positive development
reflecting the increasing global integration of
firms in EMs and an improvement in access

to funding. Portfolio diversification incentives
and risk-return preferences suggest an ongoing
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5.1.19 EME Corporate Debt Securities Outstanding
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demand for EM assets commensurate with
their ceonomic and financial growth, These

developments, however, come with risks:

*  Currency mismatch: The stock of EM
corporate debt reveals that dollar-
denominated liabilities stll constitute a
substantial share of outstanding labilities,
The debt burden of an EME corporate

borrower that has foreign currenc

liabilities but primarily local currency
denominated revenues will vise in the event

of depreciation in its local currency.

e Market illiquidity: Low wrading volume

in the secondary market and a lack of risk

management products {Le. corporate credit
default swaps (CDS)Y) could amplify the
market reaction in the event of a selloff,
Jeading to a sharp hike in corporate lending

rates.

*  Negative transmission linkages to banking
sector and real economy: Heightened
corporate default rates could generate Josses
for domestic banks—hoth in their loan
books, if they are large lenders 1o heavily
indebted corporates, and in their securities
holdings, if they hold corporate deht, This
could weaken bank

et quality and capital

adequacy and constrain credit availability wo

the domestic economy.

1 Exchar
13, the U

trade-weighted basis, appreciating the most

7

D appreciated modestly on a

against the Japanese yen and EM currencies
{Chart 3.1.20). The level of option-implied
volatility across major currency pairs has
remained near historic lows {Chart 5.1.21).
Market participants cited tmproved U.S.
economic data and the actual announcement

ol a decrease in the pace of

the Federal Reserve as supporting the dollar.
However, the USD depreciated against the ewro,
the Br
improving sentiment toward these economies
(Chart 5.1.22).

sh pound, and the Swiss franc, due to



The euro has appreciated 7.4 percent versus
the dollar since reaching year-to-date lows in
July, and implied volatility continues to trade
near multi-year lows. This was partly due to

an improvement in economic data across

the region, most notably GDP, Purchasing
Managers Index, consumer confidence. and 1o
a relatively benign political backdrop. Rising
short-term interest rates also contributed to the
appreciation of the euro.

The Japanese yen's recent performance has
been range-bound, as most of the currency’s
nearly 20 percent depreciation versus the dollar
from late 2012 to early 2013 had coincided with
aggressive fiscal and monetary policy changes.
Investors also remain highly focused on the
outcome of Japan's ongoing structural reform
efforts.

Year over year, ending March 2014, the British
pound appreciated against all major currencies,
including 9.4 percent versus the USD, on
improved economic data and expectations that
the Bank of England’s (BoE} unemployment
threshold of 7 percent could be reached earlier
than initially expected, and may result in a
reduction of BoE accommodation.

EM currencies have come under pressure

on tnvestor concerns about the longer-term
impact of less accommodative monetary policy
by advanced economy central banks and less
optimistic growth outlooks for many EMEs
{Chart 5.1.23). After the initial April 2013
selloff, some differentiation has occurred,
though depreciation pressures remain for

some EM currencies. After an initial sharp

depreciation, pressure:
and Indian rupee diminished over the Jatter
half of the year. Despite this trend, South

on the Mexican peso

Korea and China have seen their currencies
appreciate from April 2013 to March 2014,
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Even though the sconoimic recovery. has solidified over
the pasf‘yeax, attvityinmost advahceed Pconomies

Advanted Economy Base Money

still femams beiaw poiemax and inliationary press B
rermain subdued; with inflation well Below central bank;
-targets in some instances, In response; central ban 3
i the ddvariced econdmies h‘a\ze‘cominued fis} ad;ust
“heirpolicies to sustain their docommodative support
(Chért DAY The Bod substantially increased the size:
of g asset pun:hase pmgfam wehile the ECBfurther
Gt s main policy rate; ard both the ECB and the BeE
introduced forms of forwerd gusdame {ChantD.2). :
Although {He economic recovery it Unifed States
tech the Fadaral Reser to'begin o renuce e f)ac@ of
s asset pumhases it ha% reinforced its gwddf»re t?“at :
momfarv poi'cy will rerviain accommodqhve for some
‘hme

The: Bod has continued t pumue acmewng and

maintair HUJ a2 persents inflation rate. Targeting 4 range "
‘Stincreasei the monetary Hase:of ¥60 1o ¥70 trilion
“annudlly by purchasing JGBs and Also some riskier aszets
Such as exchange-taded funds (ETFS) and Japanese
REITs the BOJ's assets have grown rapidly. The yen
‘depraciated substantially in late 2012 through warly 2013
andJapanese sovereign. yxeﬂds remain at very low: !weh
‘evelas sove i other advanced econom
~have risen i So far the shift in policy seems totie:
SUG Ulin helping 1o stivtulate the Japanese econoniy:
a6 v ising: both-inflation and inflation expeciations;

Thougi yearover year inflation remains below the BoJ S0

pﬂrcent xarg@t

‘At its ‘August pciicy méeting: e BoB introducsd fiew
fbrwa{d guidancga o provide gredter clarity and 1o “kesp.:
market participants ratn révising up excesaiven” their
axpectations of future monatary policy. The BoE's.
Monetary Policy Com‘mi‘iiee (MPC) aringunced thatiit |
intended 1o Keep the ol ccv thte at fte current iavel of
06 percem and the stock of assets purchased at €375
‘bifion:at least untxi he uremp!oyment rate has fallen fo
Z:percent, noting that it expected this 1o otour. around
Mig-2016: The MPG snpulatmd thatits guidance wau!d
Cease o hold ifivexpected inflation 1o rise mors than.
0:5 percent above fig targetiof if it thought that mﬁatum
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expectations had Become upranshored or s bolibies
‘posed a significant tireat to financial stabllity. Foowing
a'Tiuch rore rapid drop in g unsmployment rate than
was anticipatad &t the tine that its forward guidence was
adopted; tha Bof recently revised its guidance, tying
fift-off of its policy rale ot just to-the unemploymen
But1o the MPO's overall assessient of spare capacity in

| the Ui economy:. Irvanottier sffort fo stimulate growth, -

thﬂ BoEand UK. Treasury. extended the !ﬁngth and
terms of their Furiding Jor Lending Scherne, which was
designed to'encoarage lending 16 housariolds and smail
and mediunt-sized enterprises; however, In Novermnber, in
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u@m of q‘:)mup in the houswg tnarket, he terms ot his
‘extensibnwerg changsed o remove sppporx for )zmuing o
househiclds while commumq o] Supoor* ‘@r»qu o grnall-
and mﬂdvum S\??d enterprises.

The ECB continue‘d io foer three-mqnti’) funds. throughis

tongerter telinancing operations; howevey, as finandial

coniditions improvad in the suro: erea; tany-banks began
to repay-funds borrowed from earlier, thrée-year, ECB
ican operaﬁohs; and pvernight interest rates began 10 drift
up somewhat. in ight o 4 stil-fragile sconomit recovery
and dediining nflation: thé ECB sought 1o provide further
monetary stimuius; tsing both conventional monetary.
policy-and forward gunda*ms This ECB ont ite banchma ik
polisy.rate by 25 basis points i both May and November,
foWerin the rate from 75 10 25 basis points: At its July
meetmg the Governing Council of the ECB issuied
forward guadan by announcirig that itexgects the key

ECB mteres* rates o remain at pfesem or Yower fevd% for: -

an thenfied penoa of time.”

Inithe United State 3 me Fedoral Qpen Market Committes:
{FOMC) rhaintained the gace of large-scale asset:
puithases through last year, continuing foraddto its
holdings ofagency MBS and langer-term Treastry
securities:at a pace ot $40 bilion ‘and $45 billion per
morithy respeoiiveiy. Atits Dec“emberéms meetmg‘

improve, the FOMG annourwed tmi &artmq e nm*y .
it would modesﬂy fedice the waceof s purrha i68 OF
agency MESand 1onger-ierm Treasury securities 10835
billion and-$40 bilioh per month, respectively. At the
sama time, the FOMO reinforced it forward guidanca on
the pa@h of the-federal- funds rate, indicating that it would

: mployment rate but slso. other -
indicators=inc! udwsq additisngl mea‘iures of fabor market:
conditions; indicators of infl ation pressures and mﬂaﬂon
“X{Debtﬂ}( 008, and read wgs ori ﬁnan developrients—in

detevmmmg how ongto maintaina Highly-accommiodative:

stance of monetary policy. Based on these factors: the
FOMC‘an‘ticipated thatit wouidi‘éke!y be appropriate to
maintain the n\u’r@r\t‘ federal fundsirate target wel past
the time that the unemployment rate de lhed 1o below
6.5 percent; especially ;)ro;ected inflation continued 1o

n balow s FOMOs 2 percent bngéhmh ‘goah
incofning information broadly supporting the FOMG's
| expe

fith

stetion Ghongbing impravenent in labor market
con:‘mona and inflation moving back toward xts longer--
rin‘abjective, the FOMC anncuriced further modsst
reductions in the gace of Asset purchases at its danuary
and March 6f.2014 ‘rr{eétings, bringing the pace of.
puichases to $28 billion' permontty frior agency MBS-and
$30:bitlion per monttyfor bnqewerm Treasuiry securities

The relatively rrodest EM c‘urrencij rv‘arkel reélctio*\“ ;
oihe FOMC'S December 2013 and:January 2014
announcemerits cotld te atfnbuied Toithe fau that
expecmino% forg reduwon in the pace ofpurchases: -
were-alieady priced into the ‘market.‘inde‘ed, therg

“ad been more market furrol in May and June of last -

year, when speculation that the FOMG would begin to
feduce the pacs of its asset purchases first intensified
(Chart D3y Long: I@!’ﬂ‘ interest rates inthe United Siates
and other foreign econcrmes increased substantialy.at
that time: nterest ra*es in sbme CMcs mcreas\,d however

“Ahe doliar apprecmed dgcvn st most other Gurrencies:

Some EME central banks alseintervened 1o support -
thair clirrencies: However, these responses were niot
uniform; central bianks in some of the EMES with stronger’
Tondamentals, incieding Mexico and-South Korea, had:
enaugh ‘eeway o'cut their policy:rates 38 economic:
growh moderated
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5.1.24 Selected Equities Indices

Index As OF: 31-Mar2014 index
160 160
10 b 140

Nikkei 225
120 120

100

80

60

40 ¢ N 3
Jui o8 Jut08 Jul10 Jubl Jubt2

Source: Haver Analytics

Jut1d

100

80

80

40

Note: 01-Jul-2008 = 100.

5.1.25 S&P 500 Key Ratios

Percent As Of: 3t-Mar-2014

30

Percent

(ieft axis;

K]
2002 2004 2008

Source: Bloomberg, LP.

2008 2010

2012

40

a5

5,1.26 Returns in Selected Equities indices

Change from Change from
1-Apr2013 10 5.Year Low to
31-Mar-2014 31:Mar-2014
Major Economies
U5, (38P) 20% 131%
Euro (Euro Stowor) 22% 67%
Japan (Nikkei) 22% 82%
UK (FTSE} 3% 8%
Selected Europe
Germany {DAX} 2% 131%
France (CAC) 18% 58%
taly (FTSEMIE) 41% 75%
Spain (IBEX} 31% 74%
Emerging Markets
Brazil (Bovespa) 20%
Russia (RTS) 79%
india (Sensex) 126%
China {Shanghai SE) 4%
Hong Kong {Hang Seng) 4%

Source: Capital IQ
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51.3  Equities and Commodities

Equities

Al major equity indices in advanced
economics exhibited significant gains in
2018 (Chart 5.1.24). The rise in developed
market equities was bolstered by an improved

est rates, and

global growth outlook, low inte
accommodative monetary policy (see Box D).
In the United States, the price performance of
equity indices continued to be positive, with a
gain ol over 20 percent for the S&P 500 Index
since April 2013, Corporate equity valuations
increased notably, as the price-to-earnings
ratio for the S&P 500 rose over the course

of the year (Chart 5.1.25). These increased

valuations reflected corporate earnings growth
that started to shift from cost savings 1o a rise
in sales and revenue. In the euro area, the
Euro Stoxx Index rose by approximately 22
percent since April 2013 (Chart 5.1.26). In the
Untted Kingdom, the FTSE 250 index rose by 3
percent. Finally, Japanese equity markets rose
by 22 percent.

In contrast, EM equities declined significanily

over the past year. The declines were led by
Brazil and Russia, which fell by 10 percent

and 15 percent, respectively, and were

reflected more broadly in the MSCI Emerging
Markets Index, which was down 4 percent.
Underperformance in EMs reflected concerns
regarding economic activity, credit conditions,
and exchange rate risk, Chinese equity markets
also weakened due to economic growth
concerns as the Shanghai and Hang Seng
indices fell 9 and 1 percent, respectively. In
Russia, equity markets fell sharply at the start of
March 2014 in r

purported annexation of Crimea from U

sponse to tenstons around the

wine,
political instability and violence in Eastern
Ukraine, and potential repercussions from 1.8,
and EU sanctions.

U,
measured by the Chicago Board Options

. equity market implied volatility, as

Exchange Volaiility Index (VIX), averaged
roughly 14 percent in 2013, This marks a return
of the VIX not only to pre-crisis levels, but also



toward the lowest levels of the past 20
(Chart 5.1.27). Implied and realized volatility

fluctuared significanty during the year, with the
VIX ranging between 12 and 21 percent. The
fhactuations were most acute in early May when
discussion of tapering by the Federal Reserve

fis
October 2013, and again in January 2014 when

incr

sed, around ULS, fiscal negotiations in
EM asset price volatility rose amid increasing

global growth concerns.

Commodities

Oil prices varied within a narrow band and
experienced le
as sharp U.S. domestic supply growth offset

volatility than in prior

vears

sanctioned Iranian exports, reductions in
Libyan supply, and shocks to the geopolitical
risk preminm due o the conflict in Syria.
Consequently, average retail unleaded gasoline
prices in the United States experienced more
muted seasonal price spikes in comparison with
prior years, The difference between West Texas
Intermediate, the principal U.S. oil benchmark,
and Brent, the international benchmark,
narrowed in 2013 but the spread between

the two pe;

with a backdrop of further
projected gains in domestic energy production.

ired

Growth of natural gas production in the U
States has slowed ¢

producers have shut down
projects or shifted their focus to oil and other
more high value liquids amid the low U.S.
natural gas prices of the last few years. However,
a surge in demand due to unusually cold
weather led to a spike in natural gas prices in
early 2014,

Industrial metal prices that are heavily

sia remain
s market

influenced by demand from

depressed relative to 2011 pea
participants coalesce around lower growth
expectations for Asia and the emerging world
more broadly (Chart 5.1.28).
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5.1.29 National Repeat Sales Home Price Indices
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51.30 Monthly Originations by Purchase and Refinance
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514  Real Estate Markets

Housing Market Overview

Housing prices in 2013 continued to recover,
though the pace of recovery slowed in the
second half of the year as morigage rates

rose following increased uncertainty and
anticipation around the timing of Federal
Reserve tapering. Home prices in January
2014 were up 7.4 percent over one year eatlier
according to the FHFA's repeat sales home
price index (Chart 5.1.29), which reflects sales
of single-family detached homes purchased
with conforming loans. From March through
October 2013, seasonally adjusted monthly
existing home sales remained the highest
since 2007 with the exception of November
2009. New single-family home sales continued
1o slowly recover, rising 4.5 percent over one
year earlier in December 2013, still well below
historical norims, as both sales and supply of
new homes remained muted. Housing starts
followed a similar pattern, rising 4.2 percent
over one year earlier in December 2013 to a
seasonally adjusted annual rate of 1.0 million
units, still well below the historical average rate
of 1.5 million units, Macroeconomic factors
such as unemployment contribute to the fow
demand for new housing units, as do low rates
of household formation that have averaged
around half historical levels since 2006,

Refinancing, which made up over three-fifihs of
the dollar volune of mortgage originations in
2013, fell considerably during the course of the
year (Chart 5.1.30). While morigage purchase
originations recovered slowly, climbing to a
two-year high of $30.9 billion in July, refinance
originations fell in each month of 2013 from a
high of $67.4 billion to $12.2 billion by year end.
Overall, total originations fell in each month
except May and purchases have outpaced
refinancing originations since October of 2013.

The performance of outstanding loans
improved significantly since 2012. Delinguent
loans declined from 3.1 million in December
2012 to 2.7 million in December 2013, pardy
due to reduced rates of negative equity and



improved macroeconomic conditions. As a
result of price increases, completed foreclosures
on underwater loans, loan modifications, and
the amortization of older Joans, the fraction

of morigages with negative equity declined
2012
10 13.3 percentin the fourth quarter 2018,

markedly from 21.6 percent at the end o

with the total value of negative equity falling
from $628 billion to $398 billion during the
same period (Chart 5.1.31). The backlog of
mortgages in foreclosure has also showed signs
of improvement (Chart 5.1.82). The share of
Ioans with payments more than 90 days past due
dropped from 3 percent 1o 2.6 percent between
December 2012 and December 2013 and the
share of all loans that were delinquent fell from
7.5 1o 6.7 percent. Over the same period, the
share of mortgages in foreclosure dropped from
3.7 percent to 2.9 percent.

Current credit standards remain more

conservative than prior 1o the financial crisis
The average FICO score of individuals receiving
purchase mortgages from Fannie Mae and
Freddie Mac reached a two-decade high of 766
in June 2013. Borrowers with credit scores of
760 and above make up an increasing volume of
all purchase mortgages. The portion of first lien
purchase mortgages that went to borrowers with
credit scores in this range rose from 47 percent
in December 2012 to 53 percent one year later
{Chart 5.1.33). However, there is evidence

of credit loosening in refinancing, with the
portion of refinance mortgage volume going 1o
borrowers with credit scores of 760 and above
falling from 57 percent to 45 percent over the
same period. With refinances making up the
bulk of mortgages for 2013, the percentage of
banks reporting looser standards in the SLOOS
exceeded the percentage reporting tighter
standards by 4.6 1o 8.7 percent throughout the
vear. While FHFA and the GSEs have made
progress in developing a new representations
and warrantes framework, lenders reportedly
continue to employ tighter standards above
minimum GSE credit standards, reflecting the
perception of increased put-back risk associated
with Jower-credit-quality and higher loan-to-
value ratio loans.
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51.31 Morigages with Negative Equity
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51.34 Servicing Growth: Banks vs. Nonbanks
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Over the next few years, the bulk of home
equity line of credit {HELOC) originations,
which were made in increasing volumes leading
up to the crisis, are approaching the end of
their draw periods, meaning that homeowners
face the beginning of repayment of the
principal borrowed and in sonie cases batloon
payments of their entire principal balances.

In 2014, roughly $23 billion in outstanding
HELOG halances are expected to reach the
end of their interest-only periods, Another
estimated $41 billion will reach the end of their
draw period in 2015, followed by $49 billion in
2016 and $54 billion in 2017,

Investor activity in home purchases increased in
2013, particula

¢ in regions that experienced

significant home price increases over this same

period. Investors purchased homes for rental.
The
REIT
securitization bond was issued in late 2013 with

Iso participated in this market via equity
. In addition, the first rental property

the potential for more issuance in the future.

U.S. commercial banks and thrifts continued to
transfer MSRs throughout 2013 (Chart 5.1.34).
By the end of the year, banks held $5.4 trillion
in unpaid balance, down $758 billion from
2012 as many banks sought to reduce holdings
subject 10 enhanced capital requirements that
hegin to go into effect in 2014. In contrast,
nonbank holdings increased by $806 billion 1o
$1.7 willion.

At their peak in 2006, prior to the financial

crisis, private portfolios and securitization
comprised nearly 70 percent of mortgage
originations. With the collapse of the MBS

market and the onset of the financial crish

pri

te capital dried up in mortgage markets,
leaving government and agency guarantees to
back over 90 percent of originations in 2004
{Chart 5.1.35). With the housing recovery, a
limited amount of private capital has taken
on credit risk, primarily in jumbo loans for
very high-credit-quality borrowers. However,
private capital still has less than a third of
the market share it had at its pre-crisis peak.
Today, the share of all originations through



S. Department of Veterans Affair
stands at 81 percent. There is evidence
that risk-bearing private capital is reentering
the market primarily via portfolio lending

and whole loans rather than securitization, in

part due to barriers to investor reviews of the
RN

underwriting of securitized loans that pers
Although private securitization volume doubled
in 2013, it still remains less than one percent of

all originations.

The GSEs completed nearly 4.1 million

refinancings in 2013 through December, with

the Home Affordable Refinance Program
representing 22 percent of this amount. In
addition, the FHA Sweamline Refinance
program completed nearly 5312 thousand
refinancings, With the uptick i interest vates
and depletion of vefinance-eligible homes, the
GSEs” refinance volume decreased in the fourth
quarter of 2013 by 63 percent over the fourth
quarter of 2012,

Government Sponsored Entitles

Through the third quarter of 2013, the

GSEs accounted for approximately 76

percent of MBS issuances, with practically

all remaining issuances coming from Ginnie
Mae (Chart 5.1.36). As market conditions
refovered, the financial healith of Fannie Mae
and Freddie Mac also improved. Fannie Mae
and Freddie Mac posted net incomes of $84.0
billion and $48.7 hillion, respectively in 2013
{Chart 5.1.87). While the health of these
enterprises has improved, their recent profits
are not expected to be indicators of steady
future profits, particularly because most of the
s such

2013 income came from one-time sourc

as the release of loan |

Feserves.

Tn 2013, under FHFA guidance, the GSEs
completed three ransactions which were
aimed at minimizing taxpayer risk by sharing
credit risk with private investors who pre-fund
collateral at the time of rransactions. These
wransactions accounted for the bulk of the

GSES credit risk-sharing transactions associated
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5138 Issuance of RMBS
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51.38 Commercial Property Price Indices
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with $75 billion in mortgages that were
completed in 2013, The remaining transactions
were based on Insurance structures.

Commergial Real Estate

Commercial real estate (CRE) markets
continued to improve in 2013, Price indices rose
in CRE markets (Chart 5.1.38), though price
appreciation for retail properties continued

10 lag the rest of the sector, Delinquency rates
on GRE loans at banks continued to improve,
falling from 4.12 percent in the fourth quarter
of 2012 1o 2.46 percent in the fourth quarter of
2013,

Commercial REITs issued almost $27 bitlion in
unsecured notes in 2013, higher than any year
in the preceding decade. Private commercial

mortgage-backed securities {CMBS) 1

SUANce
rose in 2013 to $81.6 billion, a level in Jine

with vears prior 1o 2005 (Chart 5.1.89). Market
participants expect issuance to slow due to

the rising rate environment. Meanwhile, the
recuction in CRE delinquencies at banks is
reflected it CMBS as well: the fraction of CMBS
{oan balances in Fitch-rated deals that were 60

or more da

elinquent or in foreclosure fell

from 7.99 percent in December 2012 10 5.98
percent in December 2013, This improvement is
also reflected in slightly lower CMBS senior debt
spreads (Chart 5.1.40). However, refinancing
risks for diese CMBS could be significantif
cash flows from the properties do not increase

enough to support higher rates in the fiture.



5.2  Wholesale Funding Markets

Shortterm wholesale funding markets provide
financial intermediaries with funds, on a
secured or unsecured basis, that supplement
other funding sources such as retail deposits
and long-term debt. Major short-term wholesale
funding types include federal funds, CP, repos,

ime

certificates of deposit (CDs) and targe
deposits. Financial institutions have varying
reliance on short-term wholesale funding.

U.S. branches of foreign banks and broker-
dealers tend to rely more on short-term
wholesale funding than domestic banks, which
have access to U.S. retail deposits. Sources of
short-term wholesale funding include cash

on balance sheets of nonfinancial companies,
MMFs, reinvestments of cash collateral obtained
from securities lending activities, and cash held
by mutual funds, pension funds, and sovereign
wealth funds. Domestic banking firms’ reliance
on short-term wholesale funding measured as

a share of retail deposits has decreased since

he decreased reliance on

the financial ©
wholesale funding primarily reflects growth in
retail deposits (Chart 5.2.1).

521 Commercial Paper, Asset-Backed
Commercial Paper, and Large Time Deposits

CP outstanding of $952 hillion in December
2013 was essentially unchanged from a year ago
(Chart 5.2.2). Asset-backed commercial paper
{ABCP) outstanding comtinued to decling over
2013, extending a trend since the financial
crisis. As of December 2013, ABCP accounted
for 28 percent of total CP outstanding, while
financial CP and non-financial corporate CP’
accounted for 52 and 20 percent, respectively.

Overall, domestic CP outstanding (excluding
ABCP and inchuding both financial and non-
financial CP), was generally stable over 2013
{Chart 5.2.3). Domestic financial CP issuance
declined to all-time low levels, which market
participants largely attributed to a reduction in
demand for short-term funding from domestic
banks, as noted above. In contrast, domestic
non-financial CP outstanding modestly
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5.2.4 U.S. MMF Holdings of European Entities’ CP, CD, and Repos
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increased, consistent with increased overall
corporate funding needs.

Foreign CP outstanding increased by
approximately 30 percent year-over-year in

2013, driven by increased issuance by euro area

financial institutions. This has generally been
atributed to improving investor sentiment
with regard to Europe and low U.S. money
market rates prompting some “search for
vield” behavior. Consistent with these trends,
U.S. prime MMFs increased the amount and
extended the average tenor of their unsecured
euro area exposures (Chart 5.2.4). However,
prime MMFs continue to have small direct

exposure to peripheral eure area institutions.

U.S. cominercial bank large time deposits,
which include wholesale CDs, modestly
increased in 2013 to reach §1.6 willion. Similar
1o dynamics in the CP market, growth was

led by deposits at foreign institutions, which
increased 14.2 percent. Large time deposits

at domestically chartered banks declined 4.1
percent.

Consistent with relatively benign conditions in
offshore USD funding markets, the premium
for borrowing USD via FX swap markets
remained small (Chart 5.2.5). Moreover, the
premium for borr

wing USD against euros

in the three-month tenor was negative in late
2013. This indicates the existence of a premium
for horrowing euros, which happened for the
first time since early 2008, reflecting cased
conditions in dollar funding markets and
tighter conditions in euro money markets.

5.2.2 Repo Markets
A repo is the sale of securities {or cash with

an agreement to buy back the securities at a
specified date and price. This arrangement
resembles a secured loan with securities as
collateral. Securities broker-dealers play a

significant role in repo markets. There are

three repo market segments: the tri-party
market, in which broker-dealers primarily
obtain funding (rom cash investors and transact
utilizing the collateral management and



settlernent services of the two tri-party repo
clearing banks {JPMorgan Chase and Bank of
New York Mellon); GCF repo, which is centrally
cleared by FICC over the tri-party platformy;
and bilateral repo, in which transactions are
executed without the services of the two tri-

party clearing banks.

Repos outstanding decreased in 2018, as
measured both in the tri-party repo statistics
and in the Federal Reserve Bank of New York
(FRBNY) primary dealer survey (Chart 5.2.6).
The decrease was particularly pronounced for

agency MBS and, to @ lesser extent, Treasury
securities. Many institutions reduced their
reliance on wholesale funding more generally,
both repos and other forms of wholesale
funding. in response 1o an influx of retail

darket ohservers also have cited

depaosit
other

actors in reference to the decline

in repo activity, such as the purchases of
Treasury securities and agency MBS by the
Federal Reserve, as part of its large-scale asset
purchases, as well as deleveraging by financial
institutions in anticipation of enhanced capital

regulations, notably the supplementz

ratio. The relative size of the primary dealer

term repo market compared to the overnight
repo market remained similar in 2013 versus

the prior year (Chart 5.2.7).

The majority of tri-party repo financing
remnains collateralized by assets that are
eligible for use in Federal Reserve open market
operations, such as Treasury securities, agency
debentures, and agency MBS, As of December
2013, these types of collateral accounted

for 75 percent of all wri-party repo collateral
{Chart 5.2.8). The remaining 25 percent

of collateral used in wi-party repos includes

corporate bonds, equities, agency and private
Iabel collateralized mortgage obligations, ABS,
CP, other money market instruments, whole
loans, and municipal bonds. Haircuts in the
tri-party market have been stable in the last few
years across all collateral classes, suggesting an
unchanged stance towards collateral quality
and potential price volatility,

leverage
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5.2.9 Share of Securities Lending by Lender Type While risks to financial stability remain in the
wri-party repo market. over the past two years,
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discussed above.

The global value of securities lending

transactions remained fairly flat in 2013, avan
5.211 Composition of Securities Lending by Security Type wverage value of around $1.8 trillion, effectively

unchanged from 2012, according to available

Percent of Lending As Of 30-Jan-2014 Pereent of Lending
70 70

estimates (Chart 5.2.10). The composition

of assets being lent, both globally and in the
Govemement Bonds United States, remained consistent with 2012,
with government bonds and equities continuing
to comprise the vast majority of securities

fent in 2013 (Chart 5.2.11). Ove;

20 commentary suggests littde change in lending

all, market

terms throughout 2018, which is further

supported by results of Senior Credit Officer
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Both securities lending on a cash-collateral
ba
some risks. In securities lending on a non-

cash collateral basis, a party usually swaps, or

s and on a non-cash collateral basis pose

temporarily exchanges their lower quality assets,
by posting them as collateral for higher quality
assets, such as Treasury securities, This process
is typically termed “collateral transformation.”
Risks of collateral transformation are twofold:
the value of the lower quality collateral could
decline beyond the initial margin such that
additional collateral must be posted to maintain
adequate overcollateralization, which can force
deleveraging if the borrower does not have

the additional collateral needed; and (inancial
institutions providing collateral swaps might
introduce additional counterparty and liquidity
risk exposure.

As is the case of non-cash collateral, loans
of securities against cash collateral also
pose risks. Before the crisis, cash collateral
was often reinvested in assets with longer

weighted-average maturities, causing significant

maturity and credit mismatches between their

invested assets and their Habilities (cash) that

hecame problematic when collateral needed

to be returned on a same-day basis. However,
despite recent data showing an increased
share of lending on a cash collateral basis, the

weighted-average maturity of cash reinvestment

remains well below levels seen in the pre-crisis
timeframe (Chart 5.2.12), which suggests that
the investment strategy of these cash collateral
reinvestment pools remains conservative, at

least with respect to duration risk.
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5212 Securities Lending Cash Reinvestment
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5.3.1 Aggregate BHC Pre-Tax Income
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5.3  Bank Holding Companies and
Depository Institutions

5.3.1  Bank Holding Companies and Dodd-
Frank Act Stress Tests

Performance

BHCs are companies with at least one
commercial bank subsidiary. Subsidiaries

of BHCs may also include nonbanks such as
broker-dealers, investment companies, or
insurance companies. As of the fourth quarter
of 2013, there were 1,054 BHCs in the United
States (excluding Puerto Rico) with greater
than $500 million in assets, whose aggregate
assets totaled $18.0 trillion.

The domestic banking sector in 2013 continued
1o face a challenging interest rate environment,
enhanced regulatory requirements, and a
shuggish, but slowly recovering, macroeconomic
environment. Beginning in May 2013 and
continuing for the remainder of the vear,
shifting expectations about the timing of the
Federal Reserve's reduction in asset purchases
resulted in higher Treasury yields that weighed
on capital markets and mortgage banking
revenues. Despite headwinds, earnings grew

in the sector in 2013, mostly as a result of
expense control measures and lower loan-

loss provisions as credit quality continued to
improve. Aggregate pretax income for all BHCs
increased 25 percent in 2013 o $199.1 billion
{Chart 5.3.1). Nevertheless, the return on assets
across BHCs remained lower than the levels that
prevailed in the 10 years before the crisis (Chart
5.3.2).

BHC net interest marging (NIM) continued

to decline through most of 2013, as they have
for more than a decade, although the rate of
compression decelerated (Chart 5.3.3). NIM
compression was driven by the run off of
higher-yielding securities amid relatively low
reinvestment yields and increased competition
across some Joan categories. In addition,
deposit costs remained near the zero-bound,
limiting the extent to which BHCs could benefit
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from lower funding costs. Moreover, some large 53.4 Total Residential Mortgage Origi
BHCs ook steps to increase holdings of lower-
yielding, high quality liquid assets to improve 2’3;;’"5 oruss As OF: 2018 Q4 Billions of US$
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e . . . 400 400
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53.7 Maturity Gap at Small Banks
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5.3.8 KBW Bank index and Implied Volatility
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5.3.9 Average P/B and P/E Ratios of 6 Large Complex BHCs
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Market Indicators

BHC share prices rose in 2013, As of the end

of March, the KBW bank index had increased
29 percent year over year and implied volatility
had declined (Chart 5.3.8). The market value
of the six Jargest BHCs increased 31 percent

in aggregate and the market-capitalization
weighted-average price-to-book ratio for

this group was slightly above 1.0 at vear end.
Valuations are at the highest level since early
2011, though they remain well below pre-crisis
levels (Chart 5.8.9). Five-vear CDS spreads

of these six BHCs tightened approximately

20 1o 50 percent in 2018, and finished the

VEAT NEAr pre- levels, due primarily to

continued strengthening of bank balance
sheets (Chart 5.3.10). Advanced systemic risk
measures, which attempt to gauge systemic risk
at the six largest BHCs in real time, continued
o decline in 2013 and remain well below crisis
fevels (Chart 5.3.11).

Capltal
Aggregate capital ratios. as defined per the

Federal Reserve's Capital Assessments and

Stress Testing reporting requirements (that is,
the Y-14A report) for BHCs increased modesty
in 2018 with the Tier 1 common capital ratio
increasing 25 basis points to 11.70 percent.
The domestic implementation of Basel 2.5 in
January 2013 led to a large increase in risk-
weighted assets (RWAs) in the first quarter of
2013 (Chart 5.3.12), negatively affecting Tier

1 common eapital ratios, particularly at the
largest banks with significant market risk and
wrading activities. Nevertheless, this decline was

offset by increases in retained earings, driven

ed their Basel

we BHCs, in agg

11l common equity Tier 1 capital in 2013 despite
the rise in interest rates during the second
half of the vear. The rise in rates led to a large
decline in net unrealized gains on available-for-

sale (AFS) securities portfolios.



During 2013, most BHCs increased their

capital distributions. Dividends paid by BHCs
that participated in the 2013 Comprehensive
Capital Analysis and Review (CCAR) increased
approximately 19 percent in the aggregate while
share repurchases increased approximately

76 percent from 2012. However, capital
distributions remain subdued relative to pre-
crisis levels.

Liguidity

Liquidity profiles continued 1o improve in
2013, As of the fourth quarter of 2013, the
consolidated liquidity ratio (liquid assets/total
assets) of all BHCs reached 22 percent, far
above historical levels (Chart 5.3.13).

The improvement in consolidated liquidity
ratios since the crisis is driven in part by
inclusion of two large broker-dealers that
converted to BHCs in 2009, as well as the
acquisitions of broker-dealers by BHCs in

2008. Broker-dealers typically have s
holdings of liquid assets, which are often

gnificant

encumbered and funded with shorter-term
wholesale funding (see Section 5.4).

i recent years, BHC liquidity profiles also
have benefitted from large inflows of deposits,
which have grown 29 percent since the first
quarter of 2009, compared to 4 percent growth
in total loans. The strong deposit growth,
amid subdued loan growth due to economic
uncertainty and an uneven recovery, has

resulted in BHCs increasing cash balances and

holdings of liquid securities.

The potential implementation of the LCR

in the United States as part of the Basel 11
liquidity framework has also been a driver

s. The LCR as
proposed by banking agencies, which would be
2017 if adopted, would
rutions to hold a sufficient

for improved liguidity profile

fully implemented &

require banking 1

amount of highly liquid assets to meet their
tiquidity needs during a short period of severe
Hquidity str
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53,10 CDS Spreads of 6 Large Compiex BHCs
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5.3.12 Change in Tier 1 Common Ratios for Aggregate U.S. BHCs
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§.3.13 Consolidated BHC Liquidity Ratio
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5.3.14 Nenperforming Loans (30-89 Days)
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et quality also continued (o mprove in 2013,

Nonperforming loans declined acros

all major

categories (Chart 5.3.14). Jed by declin

n
CRE. Residential loan delinquencies declined
sharply during the vear bui remain elevated, as
extended foreclosure thmelines in many states
keep longer dated delinguencies from being
resolved (Chart 5.3.15).

Net charge-offs (i.e., reductions o loan loss

reserves) also declined significantly during the
year, with declines across all loan categories,
and in aggregate reached pre-crisis levels. As

of the fourth quarter of 2013, the industry-

wide net charge-of{ ratio wa points,
a 37 hasis puint decline from the prior year
{Chart 5.3.16}. Provisions (e, additions to
loan loss reserves) as a share of loans also
decreased 10 historical Jows in 2013, Loan loss

reserves have fallen since 2010, but remain

slightly above pre-crisis levels. The ratio of loan
loss veserves to annualized net charge offs has
inereased sharply over the past three vears

as net charge offs (ratio denominator) have

Hned much more significantdy than toan lass
erves {ratio numerator) {Chart 5.3.17)

and CCAR

In March, the Federal Reserve released the
results of the 2014 annual Dodd-Frank Act
1) and the CCAR. A otal

830 billion or more in total

stress tests (1DF
of 30 BICs with

consolidated assets participated in the annual

stress tests and COAR, including 18 BHCs that

participated in 2013,

DFAST is a forward looking exercise conducted
by the Federal Reserve o evaluate whether
the 80 BHOs have sufficient capital to absorb

losses resulting from stressful economic and
financial market conditions, using hypothetical
supervisory scenarios designed by the Federal
Reserve. In the nine quarters of the planning
horizon covered in the stress test, the aggregate
projected tier I commeon rato for the 30 BHCs
fell to a minimun level of 7.6 percent under the

severely adverse scenario from 11.3 percent in



the third quarter of 2013 (Chart 5.3.18). The
summary resulis showed that under the severely
adverse scenario, projecied mintmum tier 1
common ratios for individual firms ranged
from 0.7 to 8.1 percentage points lower than
actual tier 1 common ratios in the third quarter
of 2013,

Through CCAR, the Federal Reserve evataates
the capital planning processes and capital
adequacy of the 30 BHCs, including the firms’
ch as dividend

proposed capital actions s
and is

payments and share buybac 1ances,

The Federal Reserve considers both qualitative
and quangitatve factors in analyzing a fivm's
capital plan. In 2014, the Federal Reserve did
not ohject to the capital plans of 25 of the 30
BHCs and objected to the capital plans of five
BHCs (Chart 5.3.19). Four of the objections
were based on qualitative concerns about

es, One of the

BHCs' capital planning proces

objections was on quantitative grounds, as

the firny's tier 1 common ratio fell below the 3
percent threshold ander the severely adverse
scenario. Following issuance of the initial CCAR
results, Bank of America Corporation disclosed
that it had incorvectly reported data used in
the caleulation of regulatory capital ratios in
the stress tests. Based on these ervors, the
Federal Reserve determined that the firm must
resubmit its capital plan and suspend planned
25 in eapital distributions, Bank of

increa
America must address the quantitative errors in
its capital plan as part of the resubmission and

undertake a review of its regulatory reporting to

ensugre there ave no further errors.

insured Commercial Banks and Savings
instiiutlons

As of the fourth quarter of 2013, the banking
industry was composed of 6,812 FDIC-insured
commercial banks, savings institutions and
BHCs with total assets of $14.7 wrillion. There
institutions with assets under $100

were 2,0
million and 666 institutions had assets over 31
billon. The number of institutions fell by 271

firms during 2013 due w failures and mergers.

Failures of insured depository institutions
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5.3.16 Credit Quality
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5.3.19 Federal Reserve’s Actions in CCAR 2014
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continuc 1o decline since the financial crisis,
as 24 institutions with $6 billion in total assets
failed in 2013 (Chart 5.3.20). This is the
smallest number of failures since 2007,

As of December 31, 2013, 467 institutions, or 6.9
percent of all institutions, were on the FDICs
“problem bank” list, which includes institutions
with financial, operational, or managerial
weaknesses that require corrective action in
order to operate in a safe and sound manner,
That total is more than 45 percent Jower than
the most recent peak of 888 problem banks at
the end of March 2011

Pre-tax income for all U.S. commercial banks
and savings institutions totaled $224 billion in
2013, representing a 12 percent increase from
2012. Continued improvement in credit quality,
with an associated reduction in Joan loss
provisions and other expenses, has been the
principal driver of the recovery in pretax net
income since 2009 (Chart 5.3.21). The positive
trend in asset quality indicators has been
accompanied by a reduction in overall portfolio

risk as evidenced by the post-crisis decrease in
RWAs relative to total assets (Chart 5.3.22).

5.3.2 U.S. Branches and Agencies of Foreign
Banks
Foreign banks also have a large presence in the
United States. Together, assets of U.S. branches
and agencies of foreign banks total $2.4 triflion.
By comparison, FDIC-nsured institutions—
which do notinclude U.S. branches and
agencies of foreign banks—hold $14.7 trillion
in assets.
Cash and cash equivalents, particularly
reserve halances at the Federal Reserve, have

grown sharply since the crisis and continue to

represent the largest asset category for foreign

branches and agencies (Chart 5.3.23).

U.S. branches and agencies of foreign banks
also dedicate a significant portion of their
balance sheets to loans. Direct C&1 loans
outstanding by these banks typically constitute

the largest portion of their loan portiolios.



The Hability structures of U.S. branches and
agencies of foreign banks also vary considerably.
These U.S. branches lack access to the stable
source of funds represented by households’
checking, savings, and other transaction
accounts, as they are not permitted 1o offer
deposits insured by the FDIC. Instead,
wholesale funding, particularly CDs issued
primarily to institutional investors, provides
the majority of funding for these institutions
(Chart 5.3.24).

Pre-crisis, U.S. branches and agencies of foreign
banks, in aggregate, obtained wholesale dollar
deposits in the United States and used those
deposits to provide dollar funding to their
parent organizations and related affiliates,
which in turn used the funds for lending and
investment. Beginning in 2011, this trend
reversed, For some institutions, flows from
parent and related entities into U.S. branches
and agencies served to stabilize U.S. branches
experiencing deposit withdrawals stemming
from European sovereign and banking sector
concerns. More recently, dollar inflows 1o U.S.
branches and agencies of foreign banks, in
deposit-

conjunction with an increase in U
taking (such as negotiable CDs) on the part of
these institutions, bave funded an accumulation

of reserve balances at the Federal Reserve.

533  Credit Unions

Credit unions

are member-owned depository
institutions. As of the fourth quarter of 2018,
there were 6,554 federally insured credit unions
with aggregate assets of nearly $1.1 willion.
More than three quarters of credit unions
{5,099) had assets under $100 million, while

426 credit unions had assets over $500 million.

Corporate credit unions—which provide critical
services to the broader credit union system-——
continue to consolidate and deleverage as they
refocus their business models on providing
operational support to consumer credit unions,

raising capital, and adjusting to the new

regulatory environment. As of December 2013,
there were 15 corporate credit unions with
$18.5 billion in assets serving conswmer credit
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5.3.22 Risk-Weighted Assets and Return on Assets
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5.3,23 U.S. Branches and Agencies of Foreign Banks: Assets
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5.3.24 1.S. Branches and Agencies of Foreign Banks: Liabilities
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5.3.25 Federally Insured Credit Union income
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unions—a decline from 27 corporate credit
unions with $96 billion in assets in
December 2007.

Aunnual netincome at credit unions was about
$8.14 billion in 2013 (Chart 5.3.25), a decline
of 3.8 percent from 2012, The amount of
outstanding loans at credit unions increased
by 8.0 percent (year-over-vear) during 2013,
This was an increase from 4.6 percent in 2012,
The credit union system experienced return
on average assets (ROA) of 78 basis points in
2018, a decrease from 85 basis points in 2012,
The decline in ROA reverses a fourvear period
of rising ROA. In 2011 and 2012 ROA increased

even as netinterest margin compressed. The

ROA growth during this fouryear period was

ons for

primarily driven by reductions in provi

's have

{oan loss

s provisions for loan loss

returned to their pre-crisis levels, the industry-
wide trend of NIMs is morve clearly reflected in
earnings. NIMs declined to 2.8 percent in 2013
from 2.9 percent in 2012 and are down 43 basis

points {rom 2010,

A key concern for the indust

ongoing
challenges related 1o the low interest rate
environment and the eventual ransition
process to a higher rate environment,
potentiatly with a flaver yield enrve. Although
interest rate sensitive deposits continue to
dechine as a share of total liabilities, they
remain well above pre-crisis levels and the

share of money market accounts and individual
retirement accounts continues to increase
{Chart 5.3.26). Net long-term assets continue 1o
increase as a share of assets despite the decline
in the share of mortgages maruring in five years
or longer (Chart 5.3.27). It appears that, having

exhausted other sources of earnings growth,

some credit unions are reaching for vield by
lengthening their term of invesuments to boost

near-term earmings.



Invesuments in total have incr

ased, rising from
19 percent of assets in the fourth quarter of
2006 1o over 28 percent in the second quarter
of 2013. Total investments et

a share of a

declined somewhat during the second hall of
2013 10 just under 27 percent. But over the year,

investments with a maturity of less than three

years fell 13 percent—a decline of almos
billion—while investments with a maturity of
more than three years rose by 31 percent—a
rise of $30 billion (Chart 5.8.28). The slight
increase in long-term interest rates in 2013
has already had a substantial effect on the
market value of these investments. At the end
of 2012, credit unions had an unrealized gain
of $2.8 billion from held-to-maturity and AFS
securities, By the end of 2013, this gain had

reversed to an unvealized loss of $2.4 billion
{Chart 5.3.29). In addition to federally insured
credit unions, there are 133 non-federally
insured credit unions operating in nine states.
These credit unions, which are insured privately

and not backed by NCUA share insurance, had
$13.4 billion in combined assets at the end of

2013 and served 1.2 million members,
5.4  Nonbank Financial Companies

5.4.1  Securities Broker-Dealers

As of the fourth quarter of 2013, there were
4,378 domestic and {oreign-owned securities
broker-dealers vegistered with the SEC. The
U.S. broker-dealer sector remains relatively
concentrated, with about 60 percent of industry
assets held by the wop 10 broker-dealers at

the end of 2018, the largest of which are
affiliated with domestic BHCs or foreign banks.
Aggregate annual revenues of broker-dealers

in

ed by approximately 3.4 percentin 2018

to $71.2 billion, with increa

in all categories,
except in trading and other revenues related to
the securities business (Chart 5.4.1),

Assets held within the U.S. broker-dealer
industry declined modestly in 2013 to $4.6
trillion (Chart 5.4.2). Broker-dealer leverage
similarly declined slightly in 2013, after
decreasing markedly during the crisis 1o a level
last seen in the early 1990s and remaining
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5.3.28 Credit Union Investments by Maturity
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5.3.29 Credit Union Unrealized Gains on AFS and HTM Securities
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5.4.1 Broker-Dealer Revenues
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5.4.2 Broker-Dealer Assets and Leverage

Trifions of US$ As OF 2013 Leverage Ratio
7 45
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Source: FINRA assets to equity.
54.3 Primary Dealer Securities
Billions of US$ As Of: 26-Mar-2014 Billiorss of US$
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refatively stable since the crisis. Measured as
total assets as a multiple of equity, broker-

dealers operate at 19 times leverage in

aggregate {well below the peak of 36 times in
2007); measured as total assets as a multiple of
regulatory capital, broker-dealers operate at 13

times leverage in aggregate.

Dealer assets consist primarily of securities

barrowed in securities financing (ransactions
and trading inventory held for market-making
and proprietary trading purposes. After the
financial crisis, there were significant changes
in the composition of net positions held by
large dealers operating in the U.S. For example,
primary dealers (dealers that have a trading
relationship with the Federal Reserve) increased

holdings of U

. government securities and
reduced holdings of corporate securities,

including ABS, agency MBS and agency debt,

reflecting changes in risk appetite and balance

sheet capacity (Chart 5.4.3).

In 2013, further changes occurred in the

positions held by primary dealers, which

pared pet positi § rate-sensitive assets,

such as Treasuries, agency MBS, and agency

debt. Dealer holdings of Treasuries declined
significandy in the second half of the vear,
These declines likely reflect a reduction

in dealer risk appetite and adjustments
regulatory changes. It also appears that dealers
were affected by events in May and june

2018 that caused uncertainty on the general
direction of monetary policy, and concomitant
volatility in bond prices and interest rates. In
response to these developments, dealers sold
aff bonds to cut their risk exposures and reduce

inventory (see Box C).

5.4.2
The U
over 3,700 operating insurance companies,

Insurance Companies

L insurance industry

composed of

which are broadly defined by the insurance
products they sell: Life insurers provide
coverage for human life contingencies such
as unexpected death and retirement savings
products like annuities, while property and



casualty (P/C) insurers provide coverage on

homes, cars, and businesses. All figures in this

section are from statutory insurance filings,
which only include operating insurance
companies and underestimate the total size of

the U.S. insurance industry because subsidiaries

such as asset managers and foreign subsidiaries
are excluded. According to statutory data, the

U.S. life insurance industry has approximately
$6.0 trillion in assets, which is more than
three times those of P/C insurers who hold

$1.7 wrillion. Approximately 80 percent

of life insurance assets are held in the &
largest companies, compared to a 67 percent
concentration for the P/C industry,

Life insurance revenue from insurance and
annuity products decreased 10 £583 billion in
2013 from the record $645 hillion set in 2012,
Expanded product distribution channels and a
more favorable interest rate environment led o
higher fixed annuity sales, but a number of one-
time transactions and increased reinsurance
cession overcame the improved fixed annuity
sales and led to the decrease in total revenues.
Despite rising siguificandy in 2018, interest

orical average

rates remained well below his
and continued to weigh on life insurance

investment yields. Life insurers’ investment
portfolios turn over at a slow rate because
the

matarity. Since market interest rates are still

ets until

mostly hold long duration a

below the yield carned on mataring assets, life
insurers’ average portfolio yields continued to
decline in 2013, albeit at a slower rate than in
2012, Nonetheless, the life sector’s net income
rose 6.8 percent to $41 hillion, a record high
{Chart 5.4.4). Rising equity markets benefited

life insurers as customers paid higher fees on

higher equity account balances.

P/C revenue from insurance products increased

44 billion in 2013, a record
to policyholders

3.9 percent to
high. Rates charged by insurers

increased moderately in most commercial
lines of business led by strong sales of workers’
comspensation and demand for personal aute
insurance. Net income increased to a record

tevel of $70 billion, or an increase of 91
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5.4.4 Life and Other Insurance: Capital and Net Income

Bilions of USS As Of: 2013 Billions of US$

80

40

A 330
20 ) /
0 300
. Capital (right axis)
270

-60 240
2006 2007 2008 2008 2010 2011 2012 2013
Source: NAIC Note: Includes accident and health.

Financial Devetopments




156

percent from 2012, as expenses and losses paid
on claims declined and there were no major
Biions of USS As Of 2013 Bifions of USS storms during the hurricane season in 2013

5.4.5 Property and Casually insurance: Capital and Net income

& {Chart 5.4.5). Improved profitability
. 650 increased capital held by P/C operating
50 600 insurance entities 10 $665 billion, or an increase
of 10.4 percent over 2012,
40 550
500 As noted above, low interest rates present
20 a challenge 1o insurers as net yield on
450 invested assets continued to decline in 2013
0 400 {Chart 5.4.6). Life insurance companies
2006 2007 2008 2009 2010 201t 2012 2013 are more sensitive to interest rates than P/C
Source: NAIC companies because investment income accounts
for a higher percentage of revenue (21 percent
in 2013) than for the P/C sector (9 percent in
2013). In addition, many life insurance and
annuity products are spread-based, and a
$48 Lite Insurers: impact of Low Rate Environment protracted low interest rate environment may
Percent As OL 2013 Percent stress Tife insurers’ profits as the spread berween
6.5 15

investment yields and the rate promised 1o

policyholders compresses. Legacy products in

6.0 13 . N . .
particular (including annuities, long-term care,
55 " and universal life insurance with secondary
guarantees) have been tess profitable in the
50 09 current interest rate environment, as they were

Required Interest Rate originally priced and sold under differing

4.5 axis) 07 market conditions. To adapt 1o current financial
M\\\/o conditions as well as changing demographic
4.0 0 trends, companies have redesigned offerings
2006 2007 2008 2008 2010 2011 2012 2013

and discontinuved product lines. The current
Source: NAIC, SNL Financial low interest rate environment also may affect
the use of captive reinsurance: the low rates
affect the present value of insurers’ contract
obligations (increasing the present values
of future obligations), and therefore may
encourage use of reinsurance for insurance
products with Hability valuations that are
interest-rate-sensitive (see Box E).
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Captive insurance entities were originally formed by
cbrporations’and. non=profit organizations seeking
10 selfinsure mew own insbrable business risks
suchiag general liabity, wo:kers‘compensatyom

: & Coverage.
Civer lime, commstaial ife nsurance tompanis
formed captive reinsurers (o relnsure policyholder
risks. A Wil primary insurers, captive éemswers
are régulated oy theirficen: (xg‘ state or courtry

of domiclle; Howsver; becauss captive reinsurers
Al Orﬂy provided %e!fwmurar\ce Coverage of
business immab‘e sk g opposedio po!myho der
risks; state captve regulation (mgma\ly sloped .

@

plc.ces miore erphasis-on solvency and policyholder
Protection: Althotigh captive reinsirance transactions
e e approved by Both the éaptiVe and-pri ihary
insurer’s reg{ﬂa tore; the cppovmnuy forregul afery
aobnraae arises of,cau seof slate-] by-state dm‘erenc@s
noversight, amomtmg) and capital *equxrements
for the two types of entities: I addition; in most
instances unlike primary insdrers: reinsurance
captives are required neither to file pablic statutory
“financlal statements nor. ic»;foli{)w the sgme regulaiory
accounting prac;tices: as primanyinsurers:

Somg Hife hsurance o%Qmﬂzatibns ha‘ye beenusing
captive teifsiurancs éompanie‘s‘for many years.io, .
alfeastin p‘an ‘obtain felief from Certain fegulatory
reguirements: Imporf tamiy, the tse of cqua
feinsurance by d it m‘:urer fipgleicie
ona regwatory accounting basis mthef *han U.s:
generally accepted, accounting przncxp s (GARP) s
accounting; For éxample, life insurance capiives
becartie popular for rem%‘mng level bremvum

termi e inslvance and universal’ e insuranice

with sécondary guérantees, Both products have
Statiiony liabiity reserver requirerments thiat exceed
the expected ec‘cnomx‘c“ri‘sks and ‘rbé usg of caplive
seinstirance transactions aliow for the reduction
“obreguired regulatory. capstal i e ladt decdde:

the tisé of captive remsur«nca by life insuirers fas
grown sighificantly andhas expar}qed toother types

eparately from orimary insurance ragulation; which -

~riskin & period of fina

e reported.”

of produtt vigks; the full @co‘be of which has yet to ba. 3

: detormxned Of particula.concernis e usa of capl;\res

o) (ernsure instrance producis with habm’fy valuations that
areivolatie; cyviscatly sensitive; or interest raté sensitive,
su ohas variable antities with guar;mteed fiving benefus

and o term care msuvance :

in aijdiﬁon. Capﬁve reinsurefs may fold riskier asset
portiolios, including higher exposures to dervatives; than
is generally permitted under state law for primary insurere:
Afso; instead of holding Righ-quality fiquid collateralin
1ISEIG cover reserves reinstired 1o captives,‘ insirdnce
COMmipanies can sometimes collateralize a portion of the
reserves held al captives with bank letters'of credit that

“are guarantedd by thelr parent holding companies or,

25 dliowed in some states, 1se A Tirect guarartse from
the parent holding company in iew ot any. third=party
coliateral. if the parent. 6bn‘p9ng" providing & gu‘aramtee‘
oa \,aphve were o experience fmzmcuqi disires% and
bem'ne driabié 1o woper apitalizethe Captive; the
fore imary ifistrer could 1ose credit for fhe reinstrance on ity
s(atu\o,fy balancs sheetand could experience a capital
shortfall as 2 resitt This could-complicats the orderly. -~
egotuhoq ofa arqe insurance oxganlzaixon Furthermaore,
an insurance org ton could face fundsng toliover
ncial distross 1o the extent that its
tiers of credu oy wppn!t ongeﬁ

capﬂv«, uses tiank g

duration flabilities.

/\H of these factors-can add complexity. and reduce
tanisparency around the financial condition-and

pidtential resovability, of Ceftain e Strancs companies:

Regulators-and rating agenciss have noted that the broad”
use of captive reinsurance by ife instrers mayresult in
reguiatory capital ratios ma} pqlemia& y‘undérsiate risk;
‘Diring times of financial market volatiity when reserve
and cay &l Tevels for somie proouds sholg i mcreasa an
instrance comparny that uses captnve reingrance may not
be raquired to hold higher reserves and capital This dould
become & inanciak gtaarlity oncemifa ‘arge comp

. insurance orqanxzaw@e} wer@ t() cxpenence ﬁnanuaS

distress:
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“Regulatory Develapments

work T address the challengas of state-|

“prnciples-b

“subjéct to the Federal Rederve's risk-based

State insurance regulators are contintiing
-
state ditferences in thi Sversight of captives.

Specifically, stats regulators; through the Natiohal

Associatﬁofw of Insurance Commissioners {NAICY;
are seeking o develop and then mplemant
consistent regulatory contrals for relnstring term
fe insurance and universal e insrance with:

“gecondary guarantees: proposing changes o the.
NAICs accreditation program for state reguiators

WHICH would réguirg U,S;reinskm'ar‘xce captvey

10 be subjectto the U.S: Solvency frariework:
nd-considenng 'fu!f?fiéfi;:, inements to collater

requirements for captiverreinsuraincs ransactions

invbivir)g letters of credit: Stale reguiators élré also

i the process of preparing for the implementatior

of& principles-based Teserve valuation svstem,
which would-allow ife insurers to frightsize”
ro56rves based o Creditle InSUrancs companny
expererice data; The implernentation'of = -

& resérving maly stiminat e nesd
fo ise captive relfisurance fo‘r‘the purpose ot
reduc;ing reserves that are significantly. i\igh;r than

sexpectad losses:

In‘addition 1o the work being dore by staté

:insur‘an«:‘e reguilaters; reporis Compisted By
“Councit membiers and metiber dgendies
Crinchiding the Treasury's FIO and OF R have!

identified concertis regarding fe insurers’ ise:
of Gaptives: The Federal Reserve also recently
issued g Supearvisionyand Reguiation Letter
qo:iceming thie sffects i risk transfer activities on

~capialadequacy; which would-apply o captive
reinsutancd risk trafisfer ransactions for instirance

campanias it supetvises When they becoms

pital
framaviork. Further, the FIOHs moritoring Both the
fole and impact of capiives in the sector and the
putental for regulatory improvements at the state
level: : i :
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54.3  Specialty Finance Companies 5.4.7 Consumer Loans Outstanding
Specialty finance companies provide eredit

: i - ;
o both consumers and businesses. Examples T:"‘ao"s oruss As Of Mar-2014 Toions of Uf:
of consumer credit include revolving credit :
and student, mortgage, and auto loans, while 1.8 b 15
examples of business credit include equipment 12 [ S R P
leasing, accounts receivable factoring and e i
other major capital asset financing. Specialty /‘.r‘f*\\wﬂ,..,m' o9
i ’ ! £ o e
{finance companies may be cither independent 06 | :  dae
companies, captives of vehicle or equipment . R
N R N . 03 Finance Companias . i 03
manufacturers, or subsidiaries of financial i i
holding companies. Credit activity in the 0.0 L . 00
specialy-lending sector continued to expand 2001 2003 2005 2007 2009 2011 2013
N < y Note: Loans vwned and securtized. Senes break i Decesiser 2010
in 2013, yet still remains below pre-crisis Jevels, Source: Federal RESBIVE, g, consumer vans outstanding at fnance companies due fo change
¥ Haver Analytics 0 it callecton methodolony. Gray bars sunity NBER recessions.

Overall, nonbank financial companies owned
approximately §855 billion of consumer
toans, $157 billion of real estaie loans, and
$402 billion of business loans at year end 2013
(Charts 5.4.7, 5.4.8).

5.4.8 Business Loans Qutstanding

Tritlions of US$ As Of: Mar-2014 Tritlions of US$

The securitization market for these credit types ' !
originated by both bank and nonbank financial 15 15
companies remained healthy in 2013, while
overall issuance volume declined approximately - 2

percent from 2612 due in part 1o a decrease 08 0.8
in securitization of government guaranteed os | R 08
student loans, In the auto ABS market, which e il :

. Finance Companies PO
comprises the largest share of consumer ABS, 03 R 03
many benchmark prime issuers reduced their 0o N X & . 0o
securitization volumes, electing to tap alternate 2001 2003 2005 2007 2009 2011 2013
funding sources, such as corporate bond Source: Federal RESEIVE, v pmans o borsranton o ionn s e meaon
markets. Subprime auto ABS issuance increased Faver Anaiyts 19018 GORCUST mERRodo, O1sy by SNy NEER rocessione
moderately year-over-year. Student loan ABS
ssuance declined in 2013 as the amount of
government-guaranteed issnance continues 1o
dwindle after the elimination of the Federal 5.4.8 ABS issuance
Family Education Loan Program in 2010 Bilions of USS As OF 2013 aifions of USS
(Chart 5.4.9). 2 Student Loans BRS Other l 20
Crixedit Card - B Housirlg Reiated
Senior credit spreads on credit card and 200 Auto § 200
auto ABS are slightly wider than they were 150 450
at the start of 2013, as the spread widening
that occurred following the june 2013 selloff’ 100 100
{See Box C) did not fully retrace due to more
50 50

moderate demand in anticipation of changes
to the interest rate environment. Subordinate

o . . . [
tranche credit spreads tightened moderately 2008 2000 2010 2011 2042 2013
during the second half of 2013, due o a
combination of reach for yield by investors and Source: Thomson Reuters, SIFMA
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5410 Selected ABS Spreads
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120
Auto Fixed
250 BBB 3-Year 100
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Source: Barclays Note: Spreads to Treasury securities.
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lower subordinate tranche supply relative 1o
senior tranches (Chart 5.4.10).

544 Agency REITS

Agency MBS REITs use shortterm debt, mainly
in the form of bilateral repos, to fund the
purchase of agency MBS. Most agency MBS
REITs also use derivatives to hedge at least a
portion of the inherent duration mismatch
between their assets and liabilities. However,
prepayment risk and basis risk limit the efficacy
of hedging with interest rate derivatives.
Consequently, agency MBS REITs invesument
strategy exposes them to interest rate risk
resulting from changes in the yvield curve and
convexity risks, or the risk of MBS prices falling
at an increasing rate when rates rise. Convexity
risk is particularly acute for agency MBS REITs
since their use of leverage can magnify the
negative effects of any material increase in
interest rate volatility. Additionally, agency MBS
REITs are exposed to rollover risk, or the risk
of an inerease in financing costs or a pullback
in the willingness of lending counterparties

to extend credit when their short-term repo
matures.

On net, REITs earn the yield on the underlying
MBS less the cost of financing and hedging

the portfolio. REITS earnings are not taxed at
the corporate level. They are only taxed when
equity holders receive the earnings in the form
of a dividend., To maintain their REIT status,
these entities must comply with various income
and asset tests, as well as distribute at least

90 percent of their taxable income to equity
holders. Given their tax status, dividend payout
requirements and use of leverage, REITs are
able to offer relatively high dividend yields
which some institutional and retail equity
mvestors find attractive.

The year 2013 proved to be a particularly
challenging year for agency MBS REITs as
rising interest rates and widening MBS spreads
weighed heavily on their portfolios. The
events that transpired throughout 2013 gave
observers insight into how these entities would
react to adverse market conditions. In the face



ol declining ¢
portion of their agency MBS holdings, reduced
leverage and bolstered hedges (Chart 5.4.11).

y MBS
RETs reduced their agency MBS exposure

sset values, many REITs sold a

The 12 largest publically traded agen

by roughly $111 billion, or 28 percent of

peak holdings, While it appears this REIT
selling may have exacerbated negative price
action in agency MBS, there were no major
market disruptions. The heavy Josses and
aforementioned defensive portfolio positioning
resulted in a significant reduction of net
income, which in turn inhibited their ability to

maintain dividend p:

outs. Correspondingly,
MBS REITs declined
notably, with many falling between 20 and
30 percent vear-over-year (Chart 5.4,12), The

shares of major agen

market value of equity for most REITs declined
10 1o 20 percent below their corresponding
book value, a rare occurrence for agency

MBS REITs. When the market value of equity
declines below the book value, agency MBS
RETTs will find it difficult to raise new equity
capital and purchase additional ageney MBS,
On these occasions, REITS have an incentive

to sell agen

1BS holdings and repurch:
shares in the open market, a wend that
materialized and persisted throughout the
second half of 2013, Lastly, despite heightened
MBS price volatility in Tast years’ selloff, agency
MBS REITs did not report any material changes

o funding conditions.
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5.4.11 Total Agency REIT Assets and Leverage

Bilions of USS As Of: 2013 04 Ratio
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54,12 Agency BEITs: Return on Asseis
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" recér}t Vears; cafr‘y irades Rave betoms 3 increasingh EE ittt Rate o G téénd g - B t‘éft‘e‘
popilar investment strategy. "Carry” broac?ly‘means ‘ : ieres ”"‘? 0‘@ e e an ‘va o

the difference between the yield or refurm.an'a financial |- Perant ' L AsonDecstos < Percent
contract orasset and the cost of funds. If the yield or-, i § ; o 7
rturn is higher fower] than the £ost of funds, the investor 8 : 6.
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0 260y and invest in Australian (AUD) dehominated :
government sacurities vielding over 5 percent. As long
asthe AUDAIPY exchiange rate remained stable or the! - -
Australian doflar strengthenad; the invesior wauld maintain | F:2.. - Real Effective Exchange Rate Returns
positive carry of about 5 percent ormore {Chart 1) ek . : ‘As O Do c~2508 o d;x
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: TR ‘ B p Sagansse Yen \\A 5 80°

Periods of low market volatiity: such as nrecent years; o1 78 o : \vvv'}\] 70
make tairy tradés poplilaramong investors. Persistentiy LR S o ; : : RO Ik S

low interést rates Can also incentivize a séarch for vield : ksgmm Jufoz R mm‘é s s
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lead 1o foreed séliing in which ong frade after ancther i
sxited. This could cause hegative spillover effects with
financial stability implications to-markets.and institutions:
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55  Investment Funds

551  Money Market Funds

MMFs are a type of mutual fund that inve

in certain high quality short-term securiti
defined by the SEC. Subject to compliance with
the investment restrictions, MMFs are permitted
to use the amortized cost method of valuation
and/or the penny-rounding method of pricing
to facilitate a stable NAV, commonly $1 per
share, for subscriptions and redemptions, There
s of MM
funds, which invest primarily in corporate

are three main categori

debt securith
funds, which invest primarily in U.S. federal
government securities; and tax-exempt funds,

government and Treasury

which invest primarily in short-term, tax-exempt
securities of local and state governiments. Prime
MMF assets increased slightly in 2013 from
$1.76 trillion 1o $1.79 wrillion, while government
and Treasury MMF assets increased from $949
billion to $981 billion (Chart 3.5.1). Tax-
exempt MMFs declined from $299 billion to
$281 billion. Taken together, MMFs held just
aver §8 willion in assets as of December 2013,
or about 18 percent of total mutual fund assets
under management (AUM), according to the
Tnvestment Company Institute.

The last two years have been a period of
persistent consolidation in the MMF industry,
with the number of MMFs

dropping from 629
5 at the end of 2013,

at the start of 2012 to
In the sustained low-interest rate environment,
competitive measures have led fund managers

w offer fee waivers to MMF investors to prevent

negative net yield, which contributed to fund

consolidation.

During 2013, 3
and increased the weighted-average life of
their fund portiolios (Charts 5.5.2, 5.5.8),
In particular, the weighted-average life of

MFs decreased liquidity levels

non-traditional repo held in MMF portfolios
lengthened from 17.7 days at the end of 2012 to
30.3 days at the end of 2018,
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551 MMF Assets by Fund Type

Trifliorss of USS As Of Feb-2014 Trifions of USS
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5.5.2 Liguidity of Prime MMFs
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5.5.3 Weighted Average Life of MMFs
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5.5.4 Growth in Assets of the investment Company Industry

Triflions of US$
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Source: IC Factbook 2013, Fiow of
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While the ranking changed slightly from 2012
10 2013, prime MMFs continued to have the

1 geographical exposures to the United
tanada, fJapan, France, and Australia/
New Zealand. Notably,

~

MMF exposure (o

Chinese banks has increased steadily since

exposures first appeared in portfolios in
November 2011, However, at $5.9 billion at the
end of 2018, it is still a very small percentage of
prime MMF assets (0.3 percent).

Another notable change for MMFs in 2013

was the introduction of the Overnight Fixed-
Rate Capped-Alotment Reverse Repurchase
Agreement Operational Exercise, which the
Federal Reserve has undertaken as part of

its effort to test potential tools for future
implementation of monetary policy. As a
consequence of this exercise, investors in shore-
term funding markets, including MMFs, now
have an additional, albeit potentially temporary,
high-quality liquid investment option. As of
December 31, 2013, prime MMFs held 44
percent of these repos, and all MMFs together
held over 78 percent.

552 Mutual Funds

The U.S. mutual fund industry has grown from
AUM of approximately $1 trillion in 1990 to
$17 witlion in December 2013 (Chart 5.5.4).
Long-term (equity and bond/hybrid) funds,
with assets of almost $12.3 trillion, made up 72
percent of total AUD

s of December 2013,

In the wake of the 2008 financial crisis there
was a significant flow of cash into bond funds,
accompanied by a lesser but still significant
flow of cash out of equity funds. From January
2009 1o December 2012, approximately §1.044
bithion of new cash flowed into bond funds
while approximately $300 hillion flowed out

of equity funds (Chart 5.5.4), This trend
veversed in 2013 as waxable bond funds had

net redemptions of §25 billion (compared to
net inflows of 5254 billion in 2012) while wax-
exempt bond funds had net redemptions of §38
billion {Chart 8.5.5). This contrasts with equity
funds, which had a net inflow of $161 billion

in 2013 (89 percent into international funds



and 11 percent into domestic stock funds) after
recording a net outflow of $133 billion in 2012
{Chart 5.5.6). Equity funds had not had net
inflows since 2007,

The month of June 2013 marked a turning
After

37 billion [rom

point in bond fund flow axable bond

funds had net inflows of §
January through May 2013, they had net
redemptions of $112 billion from June through

December, as markets anticipated that the

Federal Reserve would reduce its $85 billion-
per-month bond buying program and economic
conditions improved. Taxable bond funds had
net inflows for every week [rom January through
May and net outflows for all but three weeks
from June through December.

By far the most popular bond fund category

in 2013 was corporate short-term bond funds,
These funds, which primarily invest in lower-
rated bank loans, had net inflows of $62 billion
in 2018, or about five thmes the 2012 netinflow
{Chart 5.5.7). With interest rates still near
historical lows, investors who are reluctant to
take on interest rate risk in the form of longer
duration bonds have been attracted to this fund

category.

6.5.3  Pension Funds

As of the third quarter of 2018, the combined
AUM of private and public pensions, including
federal pensions and defined contribution
plans, were almost $16 willion (Chart 5.5.8).

Corporate defined benefit funded status—the
estmated share of fund Habilities covered by
current assets-improved in 2013 (Chart 5.5.9).
One estimate of the funded status of the 160
fargest corporate pension plans reached 94
percent in November 2013, and some large
plans reached {uil funding in 2013. The
improvement of the aggregate corporate
funded status resulted in part from the increase
in the corporate pension liability discount rate
over the course of 2013. Corporate pension
hiscount rates are closely tied o corporate bond
rates, which rose during the year in tandem
with the rise in Treasury yields. Additionally,
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55,7 Bank Loan Mutual Funds: Annual Flows
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bigh returns in equities and alternative assets
helped to improve funded status.

In contrast, based on 2013 data, several
important multi-employer plans have low
funding levels due to several causes, including
the structure of the multi-employer pension
system and changing demographics of plan
participams. The Pension Benefit Guaranty
Corporation multi-employer insurance fund
also faces a projected inability to meet its

obligations due in part to the combination of

insufficient premium paymen
funding status of a set of multi-employer plans.

U.S. public pension funds are also notably
underfunded with a roughly 74 percent
aggregate funding level. Of note, however, is
that these estimates are based on 2012 data
{the latest available} and do not include 2013
equity market gains. On the other hand, public
pension funds generally use a different set of
accounting rules than private pension funds,
enabling them 1o assume a discount rate based
on fong-run returns. These estimated long-run
returns are significantly higher than average

post-crisis returns, and could result in an

ially high funding status,

Several localities and states, such as Detroit,
Chicago, Vallgjo, Puerto Rico, Connecticut, and
linois currently face very low levels of public
pension funding. States and municipalites

may face important constraints in addressing
pension funding gaps. Detroit’s bankruptcy
5.5.10 U.5. Private Equity AUM case could become a precedent for other cash-

s {see Section 4.3.2).

strapped municipaliti

Trilfions of US$ As Of 2013 Q2 Triflions of US$
2 20 Also, pension benefits may be protected by
# Existing Investments <t o or constitational Tng, A stonallv. s
SR Undeployed Capital f“é statute or constitutional law. Addigonally, some
15 % 15 attempts by public pensions to curtail benefits
< have been challenged in court, and related
. itigation is ongoing.
1o ;if 10 tigation is ongoing
@ 554  Private Equity
0.8 08 . - N .
ULS. private equity AUM increased to
approximately $2 trillion in 2013 (Chart 5.5.10).
0.8 - g 00 Sponsor-backed debt issuance remained strong
2001 2003 2006 2007 2009 2011 2013 ) i i o
Qz in a historical contexr, with refinancing being
Source: Pregin the main use of proceeds in the first half of

2014 FSOT /4 Annual Report



2013, and debt related to new leveraged buyouts
increasing notably in the latter half of 2013,
The issuance of sponsor-backed payment-in-
kind bonds, which are financing vehicles used
by privaie equity fivms that are typically viewed
y for investors, spiked in the third

as highly ris
quarter 2013, Nonetheless, both the volume of
payment-in-kind bonds and their percentage of’
total issaance remain substantially below pre-
crisis levels (Chart 5.5.11).

5.5.5 Hedge Funds

Hedge fund industry assets grew to an
estimated $2.6 willion in 2018, a 17 percent
from 2012 (Chart 5.5.12). The growth
mainly driven by positive investment

increas
in 2013

performance {(Chart 5.5.13). Large funds

continued to receive the majority of aggregate
net inflows in 2018 (Chart 5.5.14), Meanwhile,
funds of hedge funds continue to lose
popularity relative to standalone funds, as 2013
was the sixth consecutive year of net capital

outflows for these types of funds.

Responses to the Federal Reserve’s Senjor
Credit Officer Opinion Survey on Dealer
Financing Terms conducted in June 2013
indicated that hedge fund financial lev

was roughly halfway between the pre-

erisis trough. The findings differed

somewhat by hedge fund strategy: about one-

fifih of dealers reported that equity-oriented

and macro-oriented funds were ntilizing levels

of leverage near to or at the pre-crisis peak.
According 1o form PF data from year-end 2012,
the mean financial leverage of the top 100
funds—measured by gross asset value divided
by NAV—ranges from Ix to 18x for funds in
the first and fourth quartile of the distribution,
. The

€po transactions

of financial leverage, respectiv

SOUrce

of this leverage is primart

and prime broker financing. For gross leverage,
defined as gross notional exposure divided by
NAV, the corresponding measures range from
1x to 57x. Gross notional exposure includes
synthetic leverage provided by derivatives,
measured as the sum of absolute notional valaes

of long and short positions.
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5.5.11 Sponsor-Backed Payment-in-Kind Bonds
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5.514 Hedge Fund Net Asset Flows by AUM
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5.5.6 Exchange-Traded Products
Exchange-traded products (ETPs) include
ETFs, exchange-traded notes and other
investment vehicles, Since their creation,
ETPs have expanded from primarily offering
exposure 1o equity market indices to also
investing in commodities, currencies, and
other non-securities instruments, such as loans
and precious metals, ETPs are often used as a
means to achieve exposure to a market sector
or index in a manner that is potentially more
efficient and cost-effective than a traditional
muiual fund, investment product, or financial
instrument. Intra-day pricing and secondary
markets for ETPs can provide higher levels of
ce

fiquidity than other fund vehicles that pr
daily, such as mutual funds.

U.S-listed ETP assets grew by 26 percent to $1.7
willion in 2013 and the number of U.S-listed
ETPs grew to 1,536 (Chart 5.5.15). U
ETP aggregate net inflows were $199 billion in
2013, up from $124 billion in 2612. U.S. bond

ETPs, however, experienced net inflows of only

equity

$7.7 billion, down from a netinflow of over §
to equity and bond

billion in 2012, In contr:

ETPs, commodity ETPs experienced aggregate
net outflows of $30 billion in 2013,

ETFs referencing fixed income and EM assets
underwent a period of increased volatility in the
middle of 2013, reflecting in part changes in
market participants’ expectations for monetary
policy. On June 20, 2013, amid elevated volasility
in fixed income markets, some investors
experienced temporary restrictions related

to ETF redemptions. For example, one ETF
sponsor opted to only allow standard, in-kind
redemptions for certain ETFs—temporarily

taking a
because the higher costs of liquidity would have

¢ an optional cash redemption—

been borne by ETF sharcholders. Furthermore,
rising interest rates in 2013 prompted fixed-
income investors to reduce the duration of

their investments. As a result, floating rare

note ETFs experienced substantial inflows, and
shoreduration corporate credit ETFs saw robust

inflows as well.



5.6  Derivatives infrastructure

Globai Derivatives Volumes

Between December 2012 and June 2013, the
size of the global over-the-counter (OTC)
derivatives market increased by § percent from
$633 trillion to $693 trillion gross notional
outstanding, according to the most recent Bank
for International Settlements survey of global
market activity (Chart 5.6.1). The composition

by asset ¢ remained similar o previous

SUrveys.

Since November 2013, the CFTC has been

publishing weekly Swaps Reports that provide
aggregate data on OTC derivatives volumes and
notional amounts. The Swaps Report represents
all OTC derivatives transactions reported to the
CFTC-registered SDRs (e., CME, Depository
Trust and Clearing Corporation (DTCC),
Intercontinental Exchange, and Bloomberg) by
entites subject 1o the CFTC's reporting rules,
which are primarily U.S. market participants.
As of January 31, 2014, the CFTC’s Swaps
Report showed $406 trillion in notional amount

outstanding for OTC derivative transactions
across all asset classes. Similar o the global
market, U.S. interest rate derivatives accounted
for around 83 percent of the activity at $343
rillion, followed by FX and credit derivatives
with $31 tritlion and §8 trillion, respectively.

Data reported in the credit derivatives market

over the past few years reflect a significant

move by market participants from single name

activity to more index-based trading. Some of

this movement may It from the significant

reduction of new structured credit and tranche

product activity that necessitated the use of
many different single name CDS contracts,
including entities that had no debt outstanding.

Volume in single name CDS dropped

significantly after the financial crisis becausc of
the reduced demand from monoline insurance
companies and the overall decline of complex
products. In contrast, volume in index CDS has
increased significantly in the post-crisis years

{Chart 5.6.2). Market participants cite better
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5.6.1 Globai OTC Derivatives Market
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execution and Hquidity in indexes as compared

to trading in individual single name CDS.

Gentral Clearing

G-20 commitments and Dodd-Frank Act
requirements Lo promote central clearing of
certain OTC derivatives transactions have led
to an increase in the number of transactions
centrally cleared. A central counterparty
(CCP) reduces risks 1 participants through
multilateral netting of trades, imposing risk
controls on clearing members, and maintaining
financial resources commensurate with

A CCP also has the benefit of

establishing ex-ante procedures for managing

a default and allocating la
the market with more certainty in the event of

es that can provide

a clearing member default. Given the rise in
activity of certain derivatives through CCPs,
and their relevance to financial stability, it is
important that they have robust capital and risk
management standards in place.

In recognition of this shift to central clearing

and the a

50

ciated concentration of risks, the
Dodd-Frank Act coupled the clearing mandate
with a requirement for risk management
standards, requiring the implementation of
management standards for systemically

I
important financial market ntilities (FMUs),
inchuding CCPs that are designated systemically
important by the Council, that take into
consideration relevant international standards,
such as those set forth in the Principles for
Financial Market Infrastructures (PFMIs).
Accordingly, U.S. regulators have prioritized

implementation of rev

sed regulations in line

with these standards (see Section 6.1.1).

The Seventh Progress Report on
Implementation of OTC Devivatives Market
Reforms published by the Financial Stability
Board (FSB) indicates that of 15 FSB member

jurisdiction dealers’ gross notional outstanding

in OTC interest rate derivatives products, as of
end-February 2014, 53 percent of those products
offered for clearing by a CCP are estimated

to have been centrally cleared. For credit
derivatives this number stood at 40 percent.
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In the United States, mandatory central 5.6.3 Growth of Credit Derivative Central Clearing
clearing began in 2013 with certain

standardized derivatives on a phased-in P1e0r§ent As OF ieb-ZOM Pemfg[‘)
schedule pursuant o CFTC rules. U.S. central 90 b @0
clearing of credit derivatives has grown from 80 80
zero percent in the beginning of 2009 10 81 70 70
percent in February 2014 {Chart 5.6.8). Most 60 80
market participants that are active in the swaps 5o 50
market, including dealers, were generally bt “
required 1o clear these products starting in 2(03 L z:
March 2018, while other less active market © 10

participants were required to clear certain o L B " - I
credit derivatives indices starting in June or 200 2010 21 2012 2013 2014

September 2013, According to Depositor; $
Septe rx\F)u 013 \CC(. rding to Depository Trust Source: DTCC
& Clearing Corporation data, centrally cleared

credit derivatives remain heavily concentrated
within the interdealer network with a few firms
accounting for 49 percent of volumes over the
period 2010 1o present. While some dealer-to-
dealer trades were being cleared on a voluntary

basis before 2013, CFTC rules did resultin a

significant increase in clearing of client wades.

The process of mandating additional products
for central clearing is ongoing.

Swap Execution Facilities

In the United States, there has been progress
on the G-20 commitment for increased
transparency in the OTC derivatives market
through the introduction of swap execution
facilities (SEFs) in 2018, A transition to
organized platform trading increases pre-
trade transparency and supports more efficient
markets. The CFTC implemented its SEF

rules in Ocober 2013, and in February 2014

an for benchmark USD,

mandatory trading b
euro, and sterling intere:
car CDS indices, with

rate swap contracts

as well as certain five

wemporary relief granted for contracts involving
contingent and simultaneous execution with

another contract, The rules also require that

s report all transactions to SDRs and make
market data publicly available through their

website on a daily basis.

Financial Deveiopmants
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5.6.4 Interest Rate Swap Futures: Volume and Open Interest
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Swap Futures Products

Partially in response to the new requirements
and the added costs of trading OTC derivatives
in fate 2012, U.S. futures exchanges began
offering dollar-denominated futures contracts
with similar cash flows and exposure profiles
as some interest rate and credit OTC derivative
contracts in December 2012 and June 2013
respectively. Euro-denominated interest rate
swap futures launched in April 2014. Interest
rate §

vap futures have lower initial margin
requirements compared to those on similar
OTC swaps, which is a potential driver for
their use.

Since the third phase of the CFTC clearing
mandate came into effect in September 2013,
the market for interest rate swap futures

has grown 34 percent measured by notional
outstanding. In January 2014, average daily
wrading volume for interest rate swap futures
products was $528 million and open interest
at the end of the month was $18 billion, both
measured by notional amount (Chart 5.6.4),
e of

However, the trading volume and s
the USD interest rate swap futures market

still remains small relative o those of the
comparable USD interest rate swap market.
The notional amount of open interest in USD
interest rate swap futures is about 0.02 percent
of the notional cutstanding USD OTC interest
rate swaps cleared by LCH SwapClear. The
trading volume and open interest for CDS
index futures have declined since they were

introduced in June 2013,
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Sinee the Gouncil’s 2013 annmal report, financial reform progress included further strengthening

andards for financial ingtitutions and ri

Ceapital, feverage, and liquidity s k-management standards

; adoption of the Volcker Rule, which generally prohibits banking entities from engaging in

proprictary irading and limits theiy invesument ta and sponsorship of privaie funds; refinements of
periodic supervisory and company-rusn stress tests; further implementation of the OLA; regulation of
the derd e
borrowers and reduce risks in the mortgage market; and other measures to enhance consumer and

marke:

new standards to protect mortg

s to reduce risk and increase transparenc
investor profection.
In addition, the Council has continued to fulfill its mandate. In pardendar, the Council made

determinations that three nonhank financial companies will be subject to Federal Reserve sapervision
1ant 1o Section 113 of the Dodd-Frank Act, The Council also

and enhanced prudential standards, pur:
3. finaucial stability and served as a forum for discussion and

continued to monitor potertial risks to U

coordination among the member agencies.

The following i a discussion of the significant financial regulatory reforms implemented by the Conncil
2 (1) the safety and

and fts member agencies since the Coundil’s 2013 annual report. This section covers

soundness of financial instications; (2) financial infrastructure, marke ight; (8) consumer

and investor protection; (4) data standards; and {3) Council activities.

covers enhancements of the Council's governance and transparency.

6.1 Safety and Soundness

611  Enhanced Capital and Prudentiat Standards and Supervision

Gapital, Leverage, and Liquidity Standards
The banking agencies have made significant progress over the last year in implementing capital,

feverage, and liquidity standards.

In July 20
regulatory capital standards by establishing heightened minimum risk-based and leverage capital

the Federal Reserve, FDIC, and OCC issued new rules implementing the Basel 11

requirements for banking organizations, creating a mechanism for counter-cyclical capital buffers for

periods of high credit growth, limiting capital distributions, and certain discretionary bonus payments
i banking organizations fail to maintain a capital conservation buffer, and removing references to and
rehance on credit ratings in capital calculations. These rules apply to all insured depository institutions
and loan holding companies, with certain exception;

These rules include a

and 1o BHCs and savin
new ninimum ratio of conmmon equity tier 1 capital to RWAs of 4.5 percent and a common equity ter
se the minhmum ratio of tder

s also

1 capital conservation buffer of
1 capital to RWAs {rom 4 percent 1o 6 percent. The rules maintain a total risk-based capital ratio of 8

percent of RWAs, The rufe:

percent and a minimum tier | ratio to total on-balance sheet assets leverage ratio of 4 percent. For large,
internationally active banking organizations, the rules esiablish a minimum supplementary leverage
ratio of 8 percent that is based on the intesnational leverage ratio standard and takes into account
off-balance sheet exposure

Reguiatory Developments; Gouncit Activities
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In July 2018, the SEC adopted amendments to the broker-dealer financial responsibility rules that, among
other things, clarify that a broker-dealer providing securities lending and borrowing services is acting in a
principal capacity for purposes of the net capital rule, and thus subject to increased capital charges, unless
aim principal hability. The SEC h

S€

the broker-dealer taks also proposed to incre

the minimum net capital requirement of certain large broker-dealers and subject these firms to a monthly

s certain steps to disc

alers have sudf

liquidity stress test 1o ensure that farge broker-d ient Heauidity to survive a potential loss of

funding in a liquidity stress event.

In addition, in October 2013, the banking agencies released a proposed rule that would establish a
standardized liquidity requirement through a LCR for large financial instiutions. The requirement would

apply to BHCs and savings and loan holding companies without significant insurance or commercial

operations and that are internationally active-—generally those with $250 billion or more in total

consolidated assets or $10 billion or more in on-balance sheet foreign exposure. The rule would also apply to

the consolidated insured depository institution subsidiaries of those companies with $10 billion or more in

total consolidated assets. The rule would additionally apply to nonbank financial companies designared by
the Council that do not have substantial insurance operations. The proposal also would apply a less stringent,

al

modified LCR 10 BHCs and savings and loan holding companies without significant insurance or commer
operations that are not internationally active, but have roore than $50 billion in total assets. The proposed
requirement would be consistent with the international LCR standard. The proposed rule would require
institutions to maintain highly quid assets sufficient 1o withstand a severe short-term, standardized Hauidiy
stresy scenario, thereby promoting the resilience of their liquidity risk profile and improving the banking

sector’s ability to absorb shocks arising from financial and economic stress, as well as improvements in the

measurenent and management of liquidity risk.

In February 2014, the Federal Reserve issued a final rule implementing enhanced prudential standards for
U.S. BHCs ts of $50 billion or more. For a BHC with total consolidated
350 billion or more, the rule incorporates previously issued capital planning and stress testing

and FBOs with total consolidated a

assets of

requirements and imposes enhanced liquidity requirements, enhanced risk-management requirements, and a
debi-to-equity lirait for companies that the Council determines pose a grave threat to US. financial stability.
For a FBO with total consolidated assets of $50 billion or more, the rule implements enhanced risk-based

and leverage capital requirements, Hquidity requirements, risk-management requirements, stress-testing
requirements, and a debt-to-equity limit for companies that the Council determines pose a grave threat to

U.S. financial stability. In addition, the rule requires FBOs with U.S. non-branch assets of $30 billion or more

to form a U.S. intermediate holding company and imposes capital, Hquidity, and other requirements on that

testing requirements for FBOs and foreign savings and Joan holding

entity. The rule also implements s
companies with total consolidated assets of more than $10 billion. In addition, the rule establishes a vis

re

committee requirement for certain banking organizations.

In Aprit 2014, the Federal Reserve, FDIC, and OCC issued a final joint rule to strengthen the supplementary
leverage ratio requirements for the largest, most interconnected U.S, BHCs, those with total consolidated
assets greater than $700 billion or assets under custody greater than $10 wiltion, and insured depository

nder the rule, subsidiary insured depository institutions of these

institution subsidiaries of those BHCs.
companies will be required 1o satisfy a 6 percent supplementary leverage ratio requirement to be considered

well capitalized under the agencies’ prompt corrective action regulations. U.S. wop-tier holding companies
will be required to maintain a leverage buffer of at least 2 percent above the minimum supplementary
Jeverage ratio requirement of 3 percent, for a total requirement of 5 percent. The rule is intended to
constrain the buildup of financial leverage at the largest banking organizations and place additional private
solution mechanisms would need to be

before the Deposit Insurance Fund or government vy

capital at ri
called upon.
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Foreign Bank Regulation
In February 2014, the Federal Reserve issued a final rule implementing enhanced prudential standards for
FBOs 10 help increase the resiliency of their operations.

The Federal Reserve also issued an interim final rule clarifving how uninsured U.S. branches and agencies

of foreign banks will be treated under Section 716 of the Dodd-Frank Act, also known as the “swaps push-

out rul
institution” includes any uninsured U.S. branch or agency of a foreign bank. Following the Federal Reserve’s

.7 The interim final rule provides that for purposes of Section 716, the term “insured depository
interim final rule, the OCC potificd uninsured branches and agencies of forcign banks that they may request
a transition period under Section 716 from the OCC. The Federal Reserve finalized this rule in

December 2013,

The FDIC issued a {inal rule regarding the treatment of deposits in foreign branches of U.S. banks.
Currently, under the Federal Deposit Insurance Act, funds deposited in foreign branches of U.S. banks are
not considered deposits unless the funds are payable both in the foreign branch and in the United States.
A recent consultation paper issued by the UK. Prudential Regulation Authority could result in some large

U.S. banks changing their deposit agreements to make UK. branch deposits payable in both the United
Kingdom and United States. In response. the FDIC in September 2018 ssued a rule that darifies (that deposits
in foreign branches of U.S. banks are not eligible for FDIC deposit insurance, although they may qualify as

deposits for the purpose of the national depositor preference stanute enacted in 1993,

Emargency Lending Authority

In December 2018, the Federal Reserve issued proposed amendments to Regulation A implementing the
Dodd-Frank Act’s amendments to Section 13(3) of the Federal Reserve Act. The amendments are designed

to ensure that any emergency extension of credit or emergency lending program or facility established by the
Federal Reserve i

olely for the purpose of providing liquidity to the financial system, and not 1 assist failing

financial institutions,

Risk-Management Standards for Designated FMUs

As discussed in Section 5.6, the Dodd-Frank Act required the implementation of enbanced risk-management
standards for designated FMUs, which take into consideration the relevant international standards. These
international standards, the PFMIs, were issued in April 2012 by the Committee on Payment and Settlement

Systems and TOSCO. The PFMIs harmonized, sirengthened, and created new international risk management

standards for systemically important payment systems, central securities depositories, securities settlement

systems, CCPs, and trade repositories, The PFMIs include standards for governance, credit risk management,

margin and collateral, liquidity risk management, settlement, clearing member default management, and

business and operational risk, among others.

The Council has designated eight FM 5 systemically important, subjecting them to the enhanced

regulatory and super
for the currently designated FMUs (the Federal Reserve, CFTC, and SEC) are in various stages of rulemaking
The CFTC
November 2013 establishing enhanced risk management standards for derivatives clearing organizations

isory regime provided by Title VIII of the Dodd-Frank Act. The supervisory agencies

ued a final rule in

to implement enhanced risk-management standards for designated FMUs

designated as systemically important FMUs by the Council. The SEC’s operational and risk-management

standards for clearing agencies, including clearing agencies that clear security-based swaps, came into effect
in January 2013, In March 2614, the SEC proposed additional s
PFMIs for clearing agencies designated as systemically important FMUs by the Council. The Federal Reserve

andards that would be consistent with the

proposed revisions to its risk-management standards for designated FMUs other than those for which the
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SEC or the CFTC is the supervisory agency in January 2014, Each of the supervisory agencies’ rules or rule
proposals ave, while not identical, based on and generally consistent with the PFMIs.

612  Volcker Rule

In December 2018, the Federal Reserve, OCC, FDIC, SEC, and CFTC issued final rules to implement section
619 of the Dodd-Frank Act, commonly referred to as the Volcker Rule. The rulemaking was coordinated

by Treasury. The final rules, which include a single, common regulatory text, gencrally prohibit banking

, commodity futures,

entities from: (1} engaging in short-term proprietary trading in securities, derivau
and options on these instruments for their own account, and (2) owning, sponsoring, or having certain
relationships with bedge funds, private equity funds, and other covered funds. As required by section 619

of the Dodd-Frank Act, the final rules provide exemptions for certain activities, including market making-
related activities, underwriting, risk-mitigating hedging, and trading in certain U.S. and foreign government
obligations, among others. In accordance with the Dodd-Frank Act, the final rules prohibit any activitv. even

if it wonld otherwise be permitted, if it would involve a material conflict of interest, a material exposure to

high-risk assets or trading strategies, or a threat to the safety and soundness of the banking entity or to U.S.

financial stability,

6.1.3  Dodd-Frank Stress Tests and Comprehensive Capital Analysis and Review
Section 165(1) of the Dodd-Frank Act requires two types of stress tests. First, the Federal Reserve must

conduct annual supervisory stress tests of BHCs with $50 billion or more in total consolidated assets and
nonbank financial companies designated by the Council, Second, financial companies with more than $10
billion in total consolidated assets must conduct annual stress tests, and BHCs with $50 billion or more in
total consolidated assets and nonbank financial companies designated by the Council must also conduct
semi-annual company-run stress tests. In addition, the Federal Reserve conducts an annual CCAR.

The results of company-run, mid-year stress tests were released by certain banking organizations in
September 2013, Also in September 2013, the Federal Reserve issued a rule providing a one-year transition
period during which banking organizations with between $10 and 850 billion in total assets would not be
required to reflect the Basel T capital rule in their stress tests.

Tn November 2013, the Federal Reserve, FDIC, and OCC issued the econamic and financial market scenarios
used in the 2013 to 2014 stress tests and capital planning program. A total of 30 BHCs and other financial
institutions regulated by the Federal Reserve with consolidated assets of at least $§50 billion participated in the

2013 to 2014 exercise, and the results of these stress tests were released in March 2014, The Federal Reserve
approved the plans of 25 financial institutions in the CCAR, and objected to the plans of five firms—four
based on qualitative concerns, and one due to its inability 1o meet a minimum postsiress capital requirement.
Following the initial CCAR results, the Federal Reserve required Bank of America
its capital plan, as described in Section 5.3.1. All but two of the 30 CCAR participants
capital from the second quarter of 2014 through the first quarter of 2615, In the aggregate, the firms are

Corporation to resubmit
re expected to build

expected to distribute 40 percent less than their projected net income during the same period.

Institutions with $50 billion or more that are subject to the Federal Reserve, FDIC, and OCC company-run
stress test rules began their second stress test cycle in 2013, Institutions with $10 to $50 hillion in assets began

their first stress test eycle in 2013, These midsize institutions are not required to publicly disclose their 2013
10 2014 stress test results; public disclosures will begin in June 2015 with the results of the 2014 to 2015 stress

tests.

In March 2014, the Federal Reserve published a final rule providing that no banking organization would
be required to calculate its regulatory capital ratios using the Basel 11l advanced approaches until the 2015
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10 2016 stress testing cycle, Also in March 2014, the Federal Reserve, FDIC, and OCC issued stress testing
guidance for institutions with $10 to $50 billion in assets.

6.1.4  Resolution Plans and Orderly Liguidation Authority

Resolution Plans

Under the framework of the Dodd-Frank Act, bankruptey is the preferred option in the event of the failure of
a financial company. Scction 165(d) of the Dodd-Frank Act requires nonbank financial companies designated
by the Council for supervision by the Federal Reserve and BHGCs (including FBOs that are, or are treated as,
BHCs) with total consolidated assets of $50 billion or more 1o report periodically to the Federal Reserve, the
FDIC, and the Council with plans—also referred to as living wills—for their rapid and orderly resolution
under the U.S. Bankruptey Code in the event of material financial distress or failure. The Federal Reserve
and the FDIC must review each plan and may jointly determine that the plan is not credible or would not
facilitate an orderly resolution of the company under the U.S. Bankrupicy Code. If the Federal Reserve

and the FDIC make such a joint determination, then the company must resubmit its plan with revisions
demonstrating that the plan is credible and would result in an orderly resolution under the Bankruptey Code,
including any proposed changes in business operations and corporate structure to facilitate implementation
of the plan. In November 2011, the Federal Reserve and the FDIC published a joint final rule implementing
the resolution plan requirement.

Eleven of the largest, most complex institutions submitted initial plans in 2012 and revised plans in 2013,
During 2013, an additional 120 institutions subject to the rule at that time submitted initial plans. The public
portions of each resolution plan were published on the Federal Reserve's and the FDIC’s websites. In 2013,
the Council designated three nonbank financial companies for Federal Reserve supervision, and these firms
will submit initial resolution plans in 2014,

Following the review of the 11 plans submitted in 2012, the Federal Reserve and the FDIC issued guidance for
ions. The

those firms concerning information that should be included in their 2013 resolution plan submiss
guidance identified significant obstacles 1 rapid and orderly resolution for the firms to consider and address,
including delineating the actions or sieps the company has taken or proposes to take to remediate or to
otherwise mitigate each obstacle, and providing a timeline for proposed actions, as necessary.

The significant obstacles identified in the guidance were:

*  Multiple competing insolvencies: The risk of discontinuity of critical operations, arising from
operations in muliiple jurisdictions.

*  Global cooperation: The risk that tack of cooperation could lead to ring fencing of assets.

he risk thar eritical services provided by an affiliate or third

*  Operatons and interconnectedne
party might be interrapted.

*  Counterparty actions: The risk that derivative and other counterparty actions may lead to systemic
market disruption.

¢ Funding and liquidity: The risk of having insufficient liquidity to maintain critical operations.

Ordarly Liguidation Authority

In cases where resolution of a financial company under the Bankrupiey Code may result in serious adverse
effects on financial stability in the United States, the OLA set out in Tide IT of the Dodd-Frank Act serves
as the last resort alternative. Under the Dodd-Frank Act, the Federal Reserve, and another financial
regulatory agency specified by the Dodd-Frank Act (cither the FDIC, the SEC, or FIO) niust make written
recommenlations to the Secretary of the Treasury, who must then make certain determinations in order to
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invoke the OLA. These include determining that the company is in default or danger of defauly; that failure
of the company and its resolution under other law, including bankruptey, would have serious adverse effects
available to prevent the default of the

on U.S. financial stability; and that no private sector alternative
company.

The FDIC is developing a strategic approach, the SPOE, to carry out the OLA when resolving a financial
company. Under SPOE, the FDIC would be appointed receiver only of the top-tier parent holding company of
a financial group upon the completion of the recommendation, determination, and expedited judicial review
process set forth in Title I The FDIC would organize a temporary bridge financial company and wansfer

0 it assets from the receivership estate—including the [ailed holding company’s investments in and loans

to subsidiaries. The FDIC would oversee operations of the bridge financial company and retain control over
high-level key myatters of its governance, impose losses on shareholders and unsecured creditors, and replace
culpable senior management.

The FDIC would appoint a board of directors and nominate a new chief executive officer and other key
managers to operate the bridge financial company under the FDICs oversight. The company may be

restructured by shrinking businesses, breaking the company into smaller entities, liquidating assets, or
closing operations to epsure that the resulting entities could be resolved in bankrupicy.

During the operation of the hridge financial company, the healthy subsidiaries of the company would remain

vices. At the same

open, protecting against contagion in the financial system by maintaining continuity of s

time, SPOE would protect against moral hazard by holding the failed company’s shareholders, management,
and creditors, accountable for its failure. In December 2013, the FDIC approved a Federal Register Notice for

public comment that provides greater detail on SPOE.

International Goordination on Resolution under the OLA
Advance planning and cross-border coordination for
disvuptions to global financial markets. The FDIC and the BoE, in conjunction with pradential regulators

ential to minimize

esolution of G-SIFis are

in their respective jurisdictions, are developing contingency plans for the failure of a G-SIF] with operations
in the United States and the United Kingdom. In December 2013, building on their joint policy paper on
resolution strategies released in 2012, the FDIC and the BoE, in conjunction with the Prudential Regulation
border issues and

Authority, the Federal Reserve, and the FRBNY, held a tabletop exercise exploring cross
mitigating actions that regulators could take in case of a resolution.

The FDIC and the European Commission have established a joint working group to focus on resolution
and deposit insurance issues. In 2013, the working group convened twice, and staff collaboration has been

ONgoing.

In 2013, the FDIC also collaborated with regulators in Switzerland, Germany, and Japan to discuss cross-

border issues and impediments affecting the resolution of G-SIFIs. They will continue this work in 2014, with

tabletop exercis

In a demonstration of cross-border cooperation, the FDIC, the BoE, the Swiss Financial Market Supervisory
Authority, and the German Federal Financial Supervisory Authority signed a November 2013 joint letter to
the International Swaps and Derivatives Association (ISDA). This letter encouraged ISDA to revise derivatives
contracts to authorize the short-term suspension of early termination rights and other remedies in the event
of a G-SIFI resolution. Such changes are intended to permit the exercise of ail applicable types of resolution
powers without resulting in a disorderly termination of derivatives contracts.
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615 Insurance

FIO, state regulators and, as of October 2013, the Federal Reserve, are members of the International
Association of Insurance Supervisors (1AIS). FIO's director and two state regulators serve on the
1AISs Executive Committee.

Through service on the TAIS's Financial Stability Committee, FIO, the NAIC, and state regulators
have participated extensively in the process of identifying global systemically important insurers
(G-SHs) and the policy measures to be applied to any such designated insurer. The FSB, which

was tasked by the G-20 to identify G-Slls, delegated the development of a methodology and policy
measures {or G-Sls 1o the TAIS, On July 18, 2013, the FSB, in consultation with the 1AIS, identified
an initial list of nine G-SHs that included three U.S-based insurers; however, a decision on the G-SIT
status of major reinsurers was deferred until November 2014, In July 2013, the 1AIS also published,
and the FSB endorsed, a set of policy measures that will apply to G-S1s, including enhanced
group-wide supervision, recovery and resolution planning, and higher loss absorbency (HLA)
requirements.

In the absence of an international capital standard for insurance companies, the FSB also called

upon the TALS 10 develop two separate capital measures. The first, straightforward backstop capital

requirements (BCR), will serve as a foundation for HLA requirements for G-81ls. The second is a
quantitative insurance capital standard (ICS) that will be part of the IAIS’s Common Framework

for the Supervision of Internationally Active Insurance Groups. The 1A18’s Technical Committee
directs the development of this integrated, multilateral, and mulidisciplinary framework for the

group-wide supervision of internationally active insurance groups. F10, state regulators (through

the NAIC), and the Federal Reserve have been participating actively in the TAIS task force charged
with developing and testing the BCR and ICS. The IAIS will develop and propose a BCR to the FSB
by late 2014 and will propose HLA by the end of 2015, with implementation of both to begin January
2018, The ICS will be developed by the end of 2016, and will he field tested through 2018 i advance

of implementation in 2019,

Title V of the Dodd-Frank Act established FIO and directed it to study and report on how to
modernize and improve the system of insurance regulation in the United States. After extensive
study and consultation, the report was released in December 2013 and concluded that the United

States should build on the existing hybrid model of insurance regulation, incorporating state

regulation with a federal role, where neces Accordingly, the report recommends how the 1.5,
system of insurance regulation can be modernized and improved by a combination of steps by the
states and certain actions by the federal government. Specifically, the report highlights three arcas
of note where FIO concluded that federal involvement is warranted: development of international
insurance regulatory standards; topics for which national uniformity is an appropriate standard
and topics of national interest for which federal involvement is necessary; and oversight of mortgage

insurance.

Since early 2012, FIO, state regulators {through the NAIC), the European Comumission, and the
European Insurance, and Occupational Pensions Authority have participated in a project 1o increase
mutual understanding and enhance cooperation between the EU and the United States in order

to promote business opportunity, consumer protection, and effective supervision. After focusing

on gap analysis through 2012, the focus of the project shifted in 2013 to professional secrecy and
confidentiality, solvency and capital requirements, and reinsurance and collateral requirements.
With the TAIS developments and the finalization of the EU's oversight regime (Solvency I1), new
areas will be focused on in 2014.
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State insurance regulators, through the NAIC, continue work on updating the insurance financial solvency
States

framework and to refine existing accounting, reporting. valuation, and risk-based capital requiremens
continue to adopt various NAIC models or updated models related to the Solvency Modernization Initiative,
including the revised Credit for Reinsurance Model Law and Regulation, the revised Model Insurance
Holding Gompany System Regulatory Act (including the enterprise risk report), the Standard Valuation Law
o implement principles-based reserving, and the Risk Management and Own Risk and Solvency Assessment
Model Law, which was adopted by the NAJC in 2012 to establish the Own Risk and Solvency Assessment

filing requirement. In addition, state insurance regulators continue to build on various aspects of these
projects through implementation efforts at the NAIC. This includes the NAIC's approval of four interpational
supervisory authorities as conditional qualified jurisdictions undet the Process for Developing and
Maintaining the NAIC List of Qualified Jurisdictions, and the rollout of the NAICs Reinsurance Financial
Analy
addressing issues related o certified reinsurers.

is (E) Working Group, which among other things coordinates multi-state efforts in reviewing and

The Council also will continue 1o monitor relevany domestic and international financial regulatory proposals

and developments involving insurance.

616  Mortgage-related Litigation and Settlements
Federal and state agencies reached several significant settlements in 2013 with linancial institutions, including

some relating to the sale of mortgage securities.

eeinning in January 2018, 13 mortgage servicing companies subject to enforcement actions for deficien:
Beg g in] y 2018, 1 tgag g hiect t 2 tact for deficient
practices in mortgage loan servicing and foreclosure processing reached settlements with the OCCand

the Federal Reserve to provide approximately $3.9 billion in direct cash payments to borrowers and

nd the

stance, such as loan modifications

approximately 36.1 billion in other foreclosure prevention

vicers, fulfillment of these agreemenis satisfies the

forgiveness of deficiency judgments, For participating s

foreclosure file review requirements of enforcement actions i suetd by the OCC, Federal Reserve, and Office
of Thrift Supervision in 2011 and 2012, In addition, in December 2013, the CFPB, together with authorities in
49 states and the District of Columbia, entered into a settlement with the country’s largest nonbank morigage

Toan servicer, requiring it to provide consumer refunds and $2 bitlion in loan modification relief.

Since January 2013, there have been settdements rotaling more than $17 billion in eight lawsuits filed by FITFA
refating to financial institutions” sales of mortgage securities to Fannie Mae and Freddie Mac. The largest of
these setdements were $9.3 billion by Bank of America, $4.0 billion by JPMorgan. $1.9 billion by Deutsche

Bank, and $1.3 billion by Morgan Stanley.

Also, in October 2013, the Justice Department announced a $13 billion settlement with [PMorgan to resolve
federal and state civil claims arising out of the packaging, marketing, sale, and issuance of 1
mortgage-backed securities (RMBS) by JPMorgan, Bear Stearns, and W
1, 2009. Of the $13 billion, $9 billion will be paid 1o settle federal and state civil claims by federal agencies
and several states related 1o RMBS. This $13 hillion settlement also includes JPMorgan’s settdement with the
FHFA that requi
JPMorgan, Bear Stearns, and W

sicential

shington Mutual prior to Janua

it to pay out $4 billion in the form of relief to aid consumers harmed by the conduct of

rngton Mutual,

Tn 2013, the SEC continued its pursuit of financial institutions that misled investors in connection with the
sale of MBS, The SEC brought actions against large financial institutions such as Bank of America and the
Royal Bank of Scotland for their roles in the issuance of RMBS. The SEC also filed charges against broker-
and their principals for fraud in connection with the structuring and sale of

dealers, collateral manager
billions of dollars of collateralized debt oblig

ations.
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6.2  Financial Infrastructure, Markets, and Oversight

6.21  Overthe-Counter Derivatives Reform
Title VI1 of the Dodd-Frank Act establishes a comprehensive new regulatory framework for swaps
and security-based swaps. Among other things, the legislation: (1) provides for the registration and

comprehensive regulation of swap dealers, security-based swap dealers, major swap participants (MSPs),

and major security-based swap participants; (2) imposes clearing and trade execution requirements

on standardized derivatives products; and (3) creates robust recordkeeping and real-lime reporting
requirements with respect to swaps and security-based swaps. Title VI also provides for greater pre-trade and

post-trade transparency in the swaps and security-hbased swaps markets. Under Title VI, the CFTC regulates

“swaps,” the SEC regulates “securiiy-based swaps,” and the CFTC and SEC jointly regulate “mixed swaps.”

A number of elements of the CFTC’s swaps regulatory regime became effective over the past vear. The CFTC
continued to phase in its implementation of the clearing mandate for certain standardized index CDS and
interest rate swaps. The clearing requirement was implemented in March 2013 for swap dealers, MSPs, and
private funds active in the swaps market; in June 2013 for entities including commodity pools and private
tunds other than active funds; and in September 2013 for all other emtitics. The CFTC also adopted a final
vule in April 2018 exempting swaps between certain affiliated entities within a corporate group from the

mandatory clearing requirement,

An important milestone for increased transparency in the swaps market was achieved in May 20183 when the

CFTC adopted final rules implementing the core principles and other requivements for SEFs, where swap
contracts may be listed for trading. At the same time, the CFTC also issued rules establishing the process by
which a designated contract market or a SEF can submit a determination that a swap has been made available

for trading for purposes of the trade execution mandate.

Over the past vear, the CFTC also took significant actions to begin implementing the iuternational

gulatory
framework for swaps. In July 2013, the CFTC and the European Conumission announced a “Path Forward”
regarding their joint understandings on a package of measures for how to approach cross-border derivatives.

Tr the same month, the CFTC issued a final interpretive guidance and policy statement regarding the

application of the CFTC’s swap regulatory regime to cross-border activities. In December 2013, the CFTC
issued broad comparability determinations, covering a range of Dodd-Frank Act requirements, for a number
of foreign jurisdictions. These comparability determinations would permit eligible swap counterparties to
comply with local requirements rather than the corresponding Dodd-Frank Act requirements in cases where
substituted compliance is available.

Other significant CFTC actions inctude a final interpretive statement issued in May 2013 providing guidance
on statutory provisions prohibiting certain disruptive trading, practices, or conduct. In November 2013, the
CFTC issued final rules imposing requirements on swap dealers and MSPs with respect to the treatment

of collateral posted by their counterparties to margin, guarantee, or secure uncleared swaps. Finally, in
December 2013, the CFTC issued proposed rules to establish speculative position limits for 28 exempt and
agriculnural commodity futures and option contracts, and physical comumodity swaps that are “economically
equivalent” o such conuracts.

The SEC
comprehensive proposed rules and proposed interpretations on cross-border security-based swap acti

so has begun the first major phase of sccurity-based swap regulation. In May 2013, the SEC issued

es.
This proposal covers registration requirements for security-based swap dealers and major security-based

swap participants; transaction-related requirements such as the reporting, dissemination, clearing, and trade
execution of security-based swaps; exceptions to registration requirements; and the re-proposal of Regulation
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SBSR {for security-based swap reporting), which provides for the reporting and dissemination of security-
based swap information. In addition, in April 2014, the SEC proposed rules for securiry-based swap dealers
and major security-based swap market participants, as required by the Dodd-Frank Act. The proposed rules
cover recordkeeping, reporting, and notification requirements for security-based swap dealers and major
security-based swap participanis and would establish additional recordkeeping requirements for broker-

dealers 10 account for their security-based swap activities.

Finally, in September of 2013, the Basel Commiutee on Banking Supervision and 108CO’s working group on
margin requircments refeased the final policy framework on minimnm standards for margin requiremenis

for non-centrally cleared derivatives. The framework is designed to reduce risks related 1o OTC derivatives

markets and provide firms with appropriate incentives for central clearing while managing the liquidity
impact of the requirements. The CFTC, SEC, Federal Reserve, FDIC, OCC, FHFA, and Farm Credit
Administration are working to implement rules that are generally consistent with this policy framework and
the Dodd-Frank Act.

8.2.2  Securitization Reform

In August 2013, the Federal Reserve, OCC, FDIC, FHFA, SEC, and HUD re-proposed a rule from 2011

to implement the requirement under the Dodd-Frank Act for securitizers to retain risk in the assets they
securitize. The rulemaking is coordinated by Treasury. The risk-retention requirement is intended better to
align the interests of securitizers and investors, and provide a strong incentive for securitizers to monitor the
credit quality and underwriting of assets they securitize.

Under the Dodd-Frank Act, the rule must generally provide that securitizers must retain at least 5 percent
of the credit risk for the assets collateralizing any ABS that they issue, unless the securitized assets or

the transaction qualify for an exemption. Consistent with the statute, the reproposal would establish
underwriting standards for QRMs, which would be exempt from the risk-retention requirements. The
reproposal would provide sponsors of ABS with various options for meeting the risk retention requirements.
The new proposal would provide for the QRM definition to equal the definition of "qualified morigage”
(M) established by the CFPB in 2013, The reproposal also requested comment on an alternative definition

of QRM that would include certain underwriting standards in addition to the QM criteria.

6.2.3  Money Market Mutual Fund Reform

In June 2013, the SEC proposed further reforms for the regulation of MMFs. The reforms were intended to
make MMFs less susceptible to runs that could threaten financial stability and harm investors. The SEC’s
proposal includes two principal reforms that could be adopted alone or in combination. One alternative

would require a floating NAV for prime institutional MMIs. The other alternative would allow the use of

Hiquidity fees and redemption gates in times of stress. The proposal also includes additional diversification,
disclosure, and stress testing measures that would apply under either alternative, The public comment period

has closed, and the S s currently reviewing the comments and working to develop a final rule.

The SEC began evajuating the need for MMF reform after the Reserve Primary Fund “broke the buck” at

the height of the financial erisis in Seprember 2008, In 2010, the SEC adopted reforms enhancing the risk-
Timiting conditions on MMFs by reducing maturities, improving credit quality and imposing new liquidity

requirements. The SEC's proposed rules would supplement the 2010 reforms. In November 2012, the

Council issued for public
igate the vulnerability of MMFs to runs. The Council’s proposed recommendation was issued under

comment a proposed recommendation that the SEC implement structural reforms

1o mi

Section 120 of the Dodd-Frank Act. Under Section 120, if the Council determines that a financial acdvity
or practice conducted by BHCs or nonbank financial companies could create or increase the risk of certain
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problems spreading among financial companics or markets, the Council may,

after secking public comment,

issue recommendations to the relevant regulator to apply new or heightened standards or safeguards.

6.2.4  Credit Rating Reforms
Section 939A of the Dodd-Frank Act requires each federal agency 1o modify its regulations to remove any
reference to, or requirement of reliance on, credit ratings and to substitute in its regulations a standard of

creditworthiness that the agency determines
Reserve, NCUA, OCC, SEC, and the Internal Revenue Service continued to implement this requirement

is appropriate. In 2013, agencies including the FDIC, Federal

by amending their rules, Previously, other agencies including the CFTC and FHFA had adopted rules
implementing Section 939A.

8.25  Accounting Standards

In December 2012, the Financial Accounting Standards Board (FASB) issued for public comment a proposal
to improve financial reporting by moving ta an expected credit loss model for loaus and other financial
assets. The proposal, Financial Instruments—Credit Losses (Subtopic 825-15), is intended to require more
tmely recognition of credit losses, while also providing additional transparency about credit risk. Currently,
under U8, GAAP, credit Jos
fosses have been incurred. Under the proposal. a firm’s batance sheet would reflect management’s current

s are generally not reflected in financial statements until icis probable that the

estimate of expected credit loss an allowance for credit losses), and the income

s at the reporting date (as

statement would reflect all changes in expected credit losses {as a provision for credit losses). The FASB's final
standard is expected to be issued by the end of 2014, While the FASB's and the International Accounting

Standards Board's {1ASB) approaches on expected credit losses will not be converged. the final standards wilt

represent a significant change from the current incurred loss creditimpairment model.

Tn February 2015, the FASB is

a comprehensive framework for

sued for public comment a proposal to improve financial reporting by providing

Ta

fving and measuring financial instruments. Under the proposal. the

ics and

Scation and measurement of a financial asset would be based on the asset’s cash flow characteris
t. In November 2012, the TASB had proposed amendments

classi
the entity

s business model for managing the a

to its financial instruments accounting standards that would also classify and measure financial assets

acteristics and business model @

¢!

based on cash flow cha ssnents, although some parts of the two boards’

proposals differed. However, in December 2013 and January 2014, the FASB decided that it would not

continue to pursue the proposed contractual cash flow characteristics and business model assessments. In
March 2014, the FASB decided to retain the separate models in existing U

GAAP for determining the

classificarion of loans and securitios, but directed staff to analyze whether changes are needed to the current

definition of a security. The FASB's final standard is expected to be issaed by the end of 2014,

In May 2013, the FASB,

transparency and comparability

ised proposal for public comment to increase

ointly with the TASB, issued a re

among organizations that lease assets (as lessor or |

ee), updating a joint

proposal from August 2010. The revised proposal would create a new approach o lease accounting, the core

principle of which would be that both a lessee and a lessor organization should recognize assets and liabilities
arising from a lease on the balance sheet. Existing lease accounting standards have been criticized for failing
o mect the needs of financial statements us In March 2014, the FASB and TASB began redeliberations on

the revised proposal and reaffirmed that all leases would be recognized on the balance sheet by Jessee

s, while

current kessor accounting would remain substantially unchanged. However, based on the FASB's decisions,

most existing operating leases would continue 1o have straight-line expense and most ting capiral leases

The boards will continue redeliberations during 2014 10

would continue to have accelerated lease expen

wry and reach a converged solution.
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GAAP

ises broad revenue recognition concepts and numerous requirements for particular industries or

The FASB and the IASB also are in the process of finalizing standards on revenue recognition. U

C()Iﬂp!
transactions that can resuls in different accounting for economically similar vransactions, International
Financial Reporting Standards have fewer requirements on revenue recognition. To resolve these
incounsistencies, the FASB and the IASB initiated a joint project to develop a common revenue standard
for U.S. GAAP and International Financial Reporting Standards. The initial proposal to amend revenue
ued in June 2010, After receiving comments, an amended exposure draft was

red

recognition rules was is
in November 2011, and proposed amendments to U.S. GAAP were released in January 2012, In November
2013, the
issued in the first half of 2014,

SB completed its diseussions on revenue vecognition, and a final standard is expected to be

In June 2018, the FASB issned for public comment a proposal to improve the {inancial reporting of
insurance contracts, The proposal would have required coniracts that transfer significant insurance risk to
ct. In contrast,

be accounted for in a similar manner, regardless of the type of institution issuing the conur

existing U.S. GAAP for insurance contracts only applies if the entity providing insurance is an insurance

milar in some respects to the
2014 and, in light of feedback,

company. The TASB also issued an insurance proposal in June 2013 that is

FASB proposal. The FASB began redeliberations on its proposal in February
decided to limit the scope of the project to insurance entities as described in existing U.S. GAAP and to focus

on making rargeted improvements to existing U.S. GAAP. A completion date for the project has not been

established.
6.3  Consumer and Investor Protection

6.3.1  Mortgage Transactions and Housing

In December 2013, the CFPB published a final rule and forms that combine several federal disclosures that
a consumer receives in connection with applying for and closing on a mortgage loan under Regulation Z
(which implements the Truth in Lending Act {TILA)) and Regulation X {which implements the Real Estate
Settdement Procedures Act (RESPA)).

For more than 30 years, federal Jaw has required a lender to provide different sets of disclosures to a

consumer who applies for and closes on a mortgage loan: one under TILA and the other under RESPA. Two
different federal agencies separately had developed the required disclosures. The information on the TILA
and R

Dodd-Frank Act, the CFPB integrated the morigage loan disclosures required under TILA and RESPA. After

losure form: tent. Pursuant w a mandate in the

s overlapping and the language is incons

engaging in extensive consumer and industry outreach and testing and considering the comuments on the

proposed rule, the CFPB issued the integrated disclosures in a final rule.

L

The final rule also provides a detailed explanation of how the forms should be filled out and used. The firs
new form, called the Loan Estimate, is designed to provide information (o a consumer when the consumer
applies for a mortgage loan so that the consumer can understand the key features, costs, and risks of the

s

s the consumer’s application. The second new form, called the Closing Disclosure, is designed

loan. The Loan Estimate form must be sent to the consumer no later than three busine after the

creditor receiv

1o provide information to a consumer to understand all of the costs of the mortgage loan transaction, and
must be provided to the consumer no later than three business days prior to closing on the loan.

osure forms, the CFPB reconciled the differences between

In developing the Loan Estimate and Closing Di
the existing TILA and RESPA disclosures, and combined several other mandated disclosures, including

notice under the Equal Credit Oppornumity Actand a servicing application disclosure under

an appra
RESPA. The rule also makes certain changes to reduce the r

k that consumers will be surprised at the
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closing table. These changes include requiring that closing information be provided three days in advance
and placing certain further restrictions on increases in charges disclosed on the Loan Estimate. The final
rule is effective on August 1, 2015, and applies 1o transactions for which the creditor or mortgage broker
receives an application on or after that date, subject (o certain exceptions.

In January 2013, the CFPB issued several rules implementing new consumer protections for the mortgage
market as mandated in the Dodd-Frank Act, First, the CFPB issued a final rule, known as the ability-to-
repay/QM rule, implementing a requirement of the Dodd-Frank Act that creditors make a reasonable,
good-faith determination at the time of consummation that a consumer has a reasonable ability to repay
amorigage. The ability-to-repay/QM rule is designed, in part, to promote the stability of the financial
system by aligning the consumer's interest in obtaining a loan that he or she can afford with the lender’s
sset, The ability-to-repay requirements contained in the CFPB's

interest in originating a loan that is a viable a

income

Regulation 7 generally prohibit a creditor from using unverified information about a consume;

and debt and from underwriting a loan based only on low “teaser” rates. Certain mortgages, called QMs,
that meet specific criteria set forth in the rule are entitled 10 a presumption of compliance with the ability-
to-repay requirements. A QM that is a higher-priced mortgage loan is subject to a rebuttable presumption of
compliance, while a QM that is not higher priced receives a safe harbor from a claim alleging a violation of

the ability-to-repay requirements.

The CFPB rules generally require that a consumer’s backend debt-to-income {DTI) ratio may not exceed 43
percent for a QM, with some exceptions. In particular, to help ensure access to credit while the market adjusts
to the new regulations, the CFPB rules provide that for the next several

cars, certain foans that ave eligible

for purchase, guarantee, or insurance by the government sponsored entities and certain federal agencies

shall be deemed QMs even if the DTI ratio exceeds 43 percent.

The CFPB subsequently amended the ability-to-repay rule in 2013, so as 1o exempt certain creditors and
lending programs {rom the ability-to-repay requirements, facilitate compliance by and to preserve access

to credit from small creditors, and modify the requirements regarding the inclusion of loan originator
compensation in the QM 3 percent points and fees cap. In particular, the CFPB adopted exemptions from the

ability-to-repay requirements for creditors designated by certain federal government agencies under specified
community development lending programs, as well as for ereditors designated as nonprofit organizations that
extend credit secured by a dwelling no more than 200 times annually, provide credit only to low-to-moderate
income consumers, and follow their own written procedures to determine that consumers have a reasonable

ability to repay their loans.

Among other amendments designed 1o preserve access to credit for customers of small creditors, the CFPB
raised the threshold for determining when a QM is deemed 1o be a higher-priced mortgage, Th
expands the ability of small creditors 1o receive the safe harbor under the ability-to-repay requirements. The
amendments also exempt a small creditor from the 43 percent DTI requirement for QMs the creditor holds

amendment

in its portfolio, so long as the creditor considers DTT ratios or residual income according to its own internal
criteria. Finally, in October 2013 the CFPB, Federal Reserve, FDIC, NCUA, and OCG issued interagency
s associated with offering only QMs.

guidance 10 address issues regarding fair lending risl

Under the new rules, certain loans eligible for purchase by Fannie Mae and Freddie Mac will be deemed
ibed above. These loans need not meet the 43 percent DTI

QMs under the temporary QM category des

ratio cap. However, a jumbo loan generally may receive QM status only if that loan meets the 48 percent

DTI requirement, and a loan with certain product features or with points and fees in excess of the general
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3 percent cap is not eligible for QM status. In response to the CFPB’s rules, FHFA directed Fannie Mae and
Freddie Mac to refrain from purchasing a loan that is subject to the “ability to repay” rule if the loan is not
fully amortizing, has a term of longer than 30 years, or includes points and fees in excess of 3 percent of

the total loan amount generally. Effectively, this means that Fannie Mae and Freddie Mac may not purchase

interest-only loans, loans with 40-year terms, or those with points and fees exceeding the thresholds
established by the rule.

The CFPB’s rules also address concerns with regard to servicers' policies and procedures regarding

sters, Joss mitigation, and other topics. The new rules generally require that

icing tran

recordkeeping, ser’
servicers provide consistent monthly statements, expand and improve their information request and error
resolution procedures, and provide certain disclosures to consumers before imposing force-placed insurance.
The new rules also direct servicers to improve communications with borrowers who are having difficuley
repaving their loans. Servicers must reach out 1o troubled borrowers within 36 days of delinquency, provide

continuity of contact with trained personnel and process applications for loan modifications and other

foreclosure refief consistent with specified timelines and procedures.
In January 2013, the CFPB also issued mortgage servicing rules to implement several protections mandated
by the Dodd-Frank Act. Over the course of 2013, the CFPB amended certain provisions of the mortgage
servicing rules to clarify the scope and application of the rules. Small servicers are exempt from several of the

rovisions. In January 2013, the CFPB also issued rules to implement requirements under the Dodd-Frank

3 P!

Act concerning mortgage loan appraisals, loan originator compensation and training, high-cost mortgage
loans, the use of agreements requiring arbitration of disputes concerning mortgage loans, mandatory escrow

accounts for certain higher priced mortgage loans, and various other topics. The CFPB made some minor

clarifications and adjustments to these rules over the course of 2013,

In January 2013, the Federal Reserve, FDIC, OCC, FHFA. CFPB, and NCUA jointly issued a final rule that
established new appraisal requirements for higher-priced mortgage loans. Under the Dodd-Frank Act,

mortgage Joans are higher-priced if they are secured by a conswmer’s home and have annual percentage rates
above certain thresholds. In December 2013, the agencies approved a supplemental rule that exempts a subset
of higher-priced mortgage loans from certain appraisal requirements. As mandated by the Dodd-Frank Act,

in March 2014 these agencies issued a proposed rule that would implement minimum requirements for state

registration and supervision of appraisal management companies.

The FHFA and CFPB also have continued their work on the construction of a National Mortgage Database,
the core of which consists of a nationally representative rolling 5 percent sample of originated mortgages,
matched with credit bureau data and supplemented by survey data. This database is intended o provide

regulators with an unprecedented understanding of mortgage market dynami

6.3.2  Consumer Protection
Amaong its authorities, the CFPB may supervise certain nonbank entities, including mortgage companies,

ticipants” of a market for other consumer financial

private cducation lenders, payday Ienders, “larger pa

products and services, and any nonbank covered person that the CFPB has reasonable cause to determine is

engaging or has engaged in conduct that poses s to consumers with regard 1o the offering or provis
of consumer financial products or services. In July 2013, the CEFPB issued a rule to establish procedures by

which the CFPB would bring a nonbank covered person under the CFPB's supervisory authority because the

person’s conduct poses risks to conswmers. The CFPB’s procedural rule is designed to establish a consistent
framework applicable to all affected entities, and thereby provide transparency regarding the procedures the
CFPB would use prior to commencement of a proceeding to notify and give an affected entity an opportunity
> the entity.

o respond to the CFPR’s proposed order o supervis
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In December 2013, the CFPB
markets for purposes of establishing, in part, the scope of the CFPB’s nonbank supervision program. The

sued another in its series of rules to define “larger participanis” of specific

CFPB's larger-participant rule defines a market for “student loan servicing™ activities, which covers the
servicing of both federal and private student loans. The rule provides that a person who engages in student
loan servicing would be a Iarger participant, and thus subject to the CFPB's supervisory authority, if the

account volume of the person and its affiliates exceeds one mitlion.

6.3.3  Investor Protection

The SEC issned a final ruke in July 2013 implementing Scetion 926 of the Dodd-Frank Act, prohibiting
divectors, officers, and other covered persons [rom relying on the exenption under Rule 306 under the
Securities Act of 1933 for a securities offering if any of these individuals are subject to criminal convictions,
disciplinary orders, or other administrative proceedings for wrongful acts, false representations, or other
disqualifving events.

In addition, in July 20
dealers and enhance oversight of the way broker-dealers maintain custody of their customers’ assets. Among

the SEC adopted rule amendments to strengthen the andit requirements for broker-

other things, the amendments require that broker-dealer audits be conducted in accordance with standards
of the Public Company Accounting Oversight Board as provided by the Dodd-Frank Act. In addition, broker-

dealers are required fo {ite a new form that elicits information about the broker-dealer’s practices with respect
to the custody of securities and funds of customers and non-customers so that regulators can better monitor

custody practices and oversee security of customer assets.

In September 2013, the SEC adopted rules establishing a permanent registration regime for municipal
advisors, as required by the Dodd-Frank Act. The new rules require a municipal advisor to permanently
register with the SEC if it provides advice on the issuance of municipal securities or about certain investment

strategies or municipal derivatives. As a result of these rules, municipat advisors will be subject to a

comprehensive regulatory regime when they provide advice to municipalities.
6.4  Data Standards

Data standards improve the clarity and quality of data by providing an unambiguous and universally accepted

g, and

meaning, thus increasing confidence in the data, and enabling comparison, aggregation, sharin,

exchange. Adoption of data standards also reduces the need for costly conversion when exchanging data.

Building, adopting. and using standards for financial dara will promote financial stability monitoring and

o by firms,

both better risk management and lower-cost regulatory reportin

The financial industry, the Council, and the Council’s members are increasingly focused on the need
for data standardization. Many industries have found that sector-wide standardization can reduce costs
and improve efficiency. The OFR works on behalf of the Council to participate as appropriate in industry

standards-making bodies, such as the Mortgage Industry Standards Maintenance Organization, to ensure

needs are satisficd in data standard desig arket Information Data Analytic

that regulatory
System (MIDAS), introduced in 2013, is an example of regulators’ response 1o increasing amounts of data

gencrated by financial markets. On a typical wrading day, MIDAS collects roughly a billion price quotes and

trades from 13 U.S. stock exchanges. Tools tike MIDAS require significant dara standardization.

6.41  Legal Entity Identifier
The progress of the global LEI is evidence of the Council and the international community recognizing the

need for data standards. The LEI is a code that uniguely identifies parties to financial transactions instanty

1t is the fir:

and pre non-proprictary global unigque entity identificr. The LELis expected 1o reduce
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regulatory reporting burden and generate considerable cost savings for the financial industry in colecting,

s in the

cleaning, and aggregating data. The LEL s a key identifier for cnabling better monitoring of

financial system.

To date, 13 organizations have issued more than 250,000 codes in 178 countries. Council member agencies
have played a key role throughout the LEI development process, leading work strearms, and working

with other regulators and industry 1o provide recommendations to the G-20 1o guide the governance,

development, and implementation of the global LEI system. The OFR’s Chief Counsel currently

Chair of the LEs Regulatory Overs
QCC, and FDIC sit on this committee. The Global LEI Foundation is being established in Switzerland to

ight Committee, and representatives of the Federal Reserve, SE

stem. The foundation’s board of directors was nominated in December 2013 and was endorsed

oversee the s

by the FSB in January 2014, Tt will have authority over a global federation of local operating units to ensure

adherence with LEY governing principles.

Mandatory reporting uses of the LET will facilitate the rapid deplovment of the LEL LEIs ave alveady

required for counterparty identification o the CFTC's and the European Securities and Markets Authority’s

swap data reporting requirements and arve optional for reporting by private fund investment advisers on

the SEC’s Form PF, The European Banking Authority has decided to recommend the use of LEIs as unique

identification codes for supervisory purposes for every creditand financial institution o the £ The
Council’s Data Committee is evaluating how to expand the use of the LEL in U.S. regulatory and reporting

requirements.

6.4.2 Mortgage Industry

Regulators are working to adopt data standards in the morigage industry. As with LEIs, adoption of such

standards offers the benefits of improved data quality, increased efficiency and ¢ tiveness of data sharing

among regulators, and decreased costs for regulatory reporting by the industry. The Dodd-Frank Act
osure Act 1o allow the CFPB 1o require a UMIL if deemed appropriate.

amended the Home Mortgage Dis
The CFPB convened a Small Business Review panel in March 2014 to consider a number of issues in Home
and a UML

Mortgage Disclosure Act reporting, including the use of both the LE

Given the size, complexity, and fragmented nature of the morigage system, regulators need a clear and

eonmsistent identifier of each mortgage. The Mortgage Industry Standards Maintenance Organization

created placeholders in its standards for the LEIs of financial institations involved in cach loan, from

origination through servicing and securitization of mortgages. A recent OFR working paper described

how 2 unive identi~fier could improve aggregation, comparability, and analysis in the US.

mortgage industry. During the financial erisis, the fack of a mortgage identifier made it difficult for lenders

and regulators to have a consistent understanding of trends in originations, underwriting standards,

performance, and loan modifications. A unique mortgage identifier designed to protect individual privacy

has the potential o be beneficial in this regard.

The Uniform Mortgage Data Programn is an ongoing initiative implemented by the FHFA and the GSEs 1o

improve the consistency, quality, and uniformity of data collected at the beginning of the lending proce

as well as for servicing data. Developing standard terms, definitions, and industry standard data-reporting

sk, and also allow new

protocols will decrease costs for originators and appraisers, reduce repurchas

entrants to use industry standards rather than having to develop their own proprictary data systems.
6.4.3 Swap Data Repositories
Promoting standardization and transparency in the OTC derivatives or swaps market is a priority for

the Council and the international regulatory community. At the 2009 Pitsburgh summit, G-20 leaders

9014 FEOGC 1/ Amnual Repert




189

committed to several reforms to strengthen the OTC derivatives markets and improve transparency and
regulatory oversight. One of the main elements of these reforms was the mandated reporting of OTC
derivative transactions, OTG derivatives products have historically been among the least-standardized
financial instruments. The Dodd-Frank Act established a new regulatory framework for OTC derivatives,
under which all swap transactions must be reported o new entities known as SDRs or SBSDRs.

The CFTC bas issued rules identifying specific ficlds that must be reported for every swap and for classes

of swaps. Those rules require the use of the LELas well as the Unigue Product Identifier, which categorizes

ing information, and the Unigue Swap Identifier, which identifies

swaps according 1o cortain under’

individual swaps, where available.

SDRs for interest rate, credit, equity, FX, and other commodity asset classes under the CFTC's jurisdiction
are required to publicly disseminate real-time swap transaction data for these swap transactions, such as
cticable” after the SDR receives such data, unless

transaction prices and sizes, “as soon as technologically pr:

the transaction is subject to a time delay. Additionally, all trades are subject to delays during the phase-in of
the CFTC reporting rules. The CFTC has begun reporting aggregated swap data (such as aggregate numbers
of trades and aggregate gross notional amounts) in weekly reports that combine data from the 8DRs, These

stimated gross notional amounts reported at over $390 wrillion.

reports have recently

There are four SDRs in the United States. In an effort to reduce burden, the CFTC required the SDRs to

report transactions, but did not specify reporting standards regarding data definitions or formats. However,
data standards are essential to enable data aggregation across SDRs and across asset classes. The CFTC, with

support from other Council member agencies, is working to improve and harmonize data reporting by SDRs.

Legislation in several key jurisdictions has Jed to a proliferation of trade repositories (internationally, SDRs
are referred to as trade repositories). However, in many jurisdictons, the legal framework for reporting

derivatives transactions limits authorities’ ability to obtain access to the information. In the United States,

authorities (other than the CFTC or

i(, as applicable) face obstacles obtaining access to data reported

to and maintained in reg
the SDR and the CFTC or SEC for litigation expenses refating to the information provided. This and

stered SDRs without agrecing 1o confidentiality regquirements and ro indemnify

other obstacles restricting authorities’ access to trade repository data run counter to the G-207%
With limited acce!

goals of
to data,

practical and effective access for authorities and enhanced market transparenc

authorities, including certain Council members and member agencies, are unable o carry out fully their

mandates to monitor systemic risk and identify potential emerging threats.

The FSB, Committee on Payment and Settlement Systems, and IOSCO have recognized the importance of
¥ ) g i%
s posed by the {r:

mentation of derivatives data

standards in derivatives data reporting and the challenge
across global trade repositories. Disparate reporting rules, a lack of uniform data standards, and varying

rules for authorities’ access to data across jurisdictions makes analysis of the global derivatives market
difficuit. To fulfill their mandates, authorities may need o combine data from trade repositories within

and acvoss jurisdictions. In 2013, the FSB called for the creation of the Aggregation Feasibility Study Group
1o study how to ensure that data reported w trade repositories can be effectively used by authorities and
options for producing and sharing global aggregated trade repository data. The Aggregation Feasibility Study
Group includes representatives of the CFTC, Federal Reserve, FRBNY, and Treasury. The FSB published a

consultative report in February 2014, and a final report is expected to be published in mid-2014.
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6.44  Other interagency Data Initiatives

interagency Data inventory

In January 2014, the OFR published an excerpt of its interagency data inventory for describing data that the

Council member agencies collect from fimancial institutions. The inventory deseribed almost 300 separate

intended to

Forms currently used in regulatory oversight by Council member agencies. The inventory is

help the OFR and member agencies

identify potential gaps in data collection, with the goal of enabling an
evaluation of what, how, and by whom data is being reported. The inventory may also facilitate idemification

of any overlaps in collections.

Private Fund Dala
In July 2013, the SEC released a report on the use of data and records on private investment funds derived

from the new Form PF. The SEC has cived a complete set of inttial filings from registered investment

advisers on the form. As of mid-2013, private funds were reporting on more than §7 urillion in regulatory

AUM with Form PE The Council and OFR are using certain Form PF data to evaluate potential risks

to {inancial stability. The OFR published preliminary results from analysis of Form PF data in js 2018
annual report, including analysis of leverage and VaR. SEC staff has begun 10 assess the quality of the

data collected—including evaluating the consistency of filer responses and differences in approaches or
assunptions made by filers—and has used the data 1o ebain information regarding cevtain private funds.
The SEC also has identified a number of uses of the information, including incorporating Form PF data into
SEC analytical tools, using Form PF information to monitor the risk-taking activities of investment advisers
o privaie funds, conducting pre-examination due diligence and in risk identification, and providing certain
aggregated Form PF data 1o TOSCO regarding large hedge funds to offer a more complete overview of the
global hedge fund market,

6.5  Council Activities

8.5.1  Determination of Nonbank Financial Companies to be Supervised by the Federal Reserve
One of the Council’s statatory authorities is to determine that a nonbank financial company will be subject

o supervision by the Federal Reserve and enhanced pradental standards if the company’s material financial

distress—or the nature, scope, size, scale, concentration, interconnectedness, or mix of its activities—could

pose a threat to ULS. financial stabitity, The Council's authority to make these dererminations is an important

ool to help mitigate potential threats posed by these companies 1o ULS. financial stability, The Dodd-Frank

Act sets forth the standard for the Council's determinations regarding nonbank financial companies and

requires the Council to take into account 10 specific considerations when evaluating those companies.

To further inform the public of the Council’s framework and processes for a sing nonbank financial

companies, the Council issued a vule and interpretive guidance, beginning with the release of an advance

notice of proposed rulemaking at its first meeting in October 2010,

The Federal Reserve issued a final rule n April 2013 establishing the requirements for determining ifa
A company that {alls within this definidon is

company is “predominandy engaged in financial activitic
cligible for a determinasion by the Council that the company could pose a threat to U8, financial stability

and will be supervised by the Federal Reserve and subject to enhanced prudential standards. For the

purposcs of Titde T of the Dodd-Frank Act, a company is predominantly engaged in financial activitie:

cts are derived from or related 1o activities that are “financial in nawre”

percent or more of its revenues or

under the Bank Holding Company Act.

In 2013, the Council made its first determinations regarding nonbank financial companies. The Council
voted in July to make final determinadons regarding American International Group (AIG) and General
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Electric Capital Corporation. In September, the Council voted to make a final determination regarding

Prudential Financial. The basis for cach final determination is available on the Council's website.

The Council’s three determinations in 2013 followed the process laid out in the Council’s rule and guidance.

determination re

Each of the nonbank financial companics subject to a Cour ived a leer in fune 2013
informing it that the Council had made a proposed determination and providing it with an explanation of
the basis of the Council’s proposed determination. Each company then had 30 days to request a hearing
to contest the Council’s proposed determination. Neither AIG nor General Electric Capital Corporation

requested a hearing, The Council conducted a hearing for Prudential Financial in fuly 2013.

6.5.2  Risk Monitoring and Regulatory Coordination
The Dodd-Frank Act charges the Conneil with responsibility to identily risks ro U

financial stabiliry,
promote market discipline, and respond 1o emerging threats 1o the stability of the U.S. financial system.
The Council also has a duty to facilitate coordination amoeng member agencies and other federal and state

agencies regarding financial services policy and other developments. The Council regularly examines
significant market developments and struciural issues within the financial system. For example, over the past
vear, the Council has considered issues such as market volatility, the government shutdown and debt ceiling
heusing finance

impasse, interest rate 1isk, cconomic developments in Europe and emerging economni
reform. the NASDAQ) trading halt in August 2018, and risks o financial stability arising from cybersecnrity
vilnerabifities, The Council will continue 10 monitor potential threats to financial stability, whether from

external shocks or structural weaknesses, and to {acilitate coordination among federal and siate agencies.

To facilitate this risk monitoring process, the Council established the Systemic Risk Committee (SRC),

composed primarily of member agency staff in supervisory, monitoring, examination, and policy roles. The
SRC serves as a forum for member agency stalf to identify and analyze potential visks that may extend beyond

the jurisdiction of any one agency.

The OFR plays an important role in the activities of the Council. In 2013, the OFR reported regularly to the

SRC on developments in financial markets. Tn its 2013 annual report, the OFR issued a prototype Financial

Stability Monitor that assesses risks 10 the fnancial system based on five areas of risk: macrocconomic,

market, credit, funding and liquidity, and contagion.

6.5.3  Study on Asset Management and Financial Stabifity

In September 2018, the OFR released a report requested by the Council that provided an overview of
the asset management industry and an analysis of how asset management firms and their activities could

introduce vulnerabilities into the financial system, The Council had requested the report 1o inform its

analysis of potential threats asset management activities or firms might pose to financial stability.

The OFR's report noted that asset management activities and firms differ from commercial banking and

insurance activities in that asset managers act primarily as agents, managing assets on behalf of clients as

opposed to investing on the managers’ behalf. Nonetheless, the report stated that some asset management
activities could give rise to threats to financial stability if improperly managed or accompanied by the use

~taking

el ris

of leverage, liquidity transformation, or {unding mismatches. For example, the report discu
in separately managed accounts and the reinvestment of cash collateral in securities lending transactions.

sis of the industry. The Council is considering

The report also noted that significant data gaps hamper anal
potential next steps with regard 10 asset management.
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6.5.4 Operations of the Council
The Dodd-Frank Act requires the Council 10 convene no less than quarterly. In 2013, the Council met 10
times. The meetings bring Council members together to discuss and analyze market developments, threats to

financial stability, and financial regulatory issucs. While the Council’s work frequently involves confidential

supervisory and sensitive information, the Council is committed to conducting its business as openly and
transparently as practicable. Consistent with the Council’s transparency policy, the Council opens its
ble. The Council held a public session at two of its meetings in 2013,

meetings to the public whenever po:

Approximately every two weeks, the Council’s Deputies Comimittee, which is composed of senior

representatives of Council members, convenes to discuss the Council’s agenda and to coordinate and

oversee the work of the SRC and the five other funciional committees. The other functional committees are

organized around the Council’s ongoing statutory

esponsibilities: {1} identification and consideration of

nonbank financial companies for designation; (2) identification and consideration of FMUs and payment,

clearing, and sexlement activities for designation naking recommendations o primary financial

s
2

regulatory agenicies regarding heightened prudential standards for financial firms; (4) consultation with the
FDIC on OLA and review of the resolution plan requirements for designated nonbank financial firms and the

Targest BHCs; and (5) the collection of data and improvement of data-reporting standards.

The ability to share data among Council members with confidence that the data will be maintained securely

mportant to the Council. To help accomplish this objective, the Council’s Data Committee developed a
framework that builds on existing standards and agreements to enable the secure sharing of data among

Council member agencies. Each agency retains the discretion to determine how to apply the framework

internally, based on the unique nature of that agency

ganization or mission.

In 2013, the Council adopred its fourth budget. In addition, the Council fulfilled its obligations under the
Freedom of Information Act (FOIA) by responding to FOIA requests in accordance with the Council’s FOTA
regulation, and complied with the Council’s transparency policy by conducting its business in an open and
transparent manner whenever possible.

655 Section 119 of the Dodd-Frank Act
Section 119 of the Dodd-Frank Act provides that the Council may issue non-binding recommendations 1o
spective jurisdiction over a particular BHC, nonbank

I3

member agencies on disputes about the agencies’
financial company, or financial activity or product, {Certain consumer protection matters, for which another
dispute mechanism is provided under Title X of the Act, are excluded.) To date, no member agency has

approached the Council to resolve a dispute under Section 119,
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Potential Emerging Threats

71 Risk of Reliance Upon Short-Term MMFs and securities lenders constitute more than
Wholesale Funding half of the investor base in tri-party repo. These
firms are vulnerable 1o same-day calls for liquidity,
The risk of {ive salos continnes o be s major creating strong pressure o seli assets quickly
souree of financial insiabiliny in the tri-party if needed to generate that liquidity. MMFs can
repao market. This instability is particularly experience runs when perceived by sharveholders 1o
acute because of the large size of the wi-party have worrisome risk exposures. This vulnerability
repo market and the potential vulnerability was evident following the bankruptey of Lehman
emanating from liquidity pressures that Brothers, when investors withdrew approximately
could force many investors 1o sell assets $300 billion (10 percent of assets) from prime
shmultaneously. MMFs in a couple of days. Lenders of securities
typically include mutial funds, pensions, insurers
Repos and securities borrowing transactions and other asset managers that own securities
provide a means for participants to enter and can enhance returns by lending securities,
into short sales and broker-dealers to meet Because most securities lending is done against
their settlement obligations. The tri-party cash collateral, securities fenders, or their agent
vepo market is used by broker-dealers to often hold Jarge pools of cash collateral, which they
finance their seeurities inveniories and ¢lient reinvest to enhance their return, Most securitie
securities, Funding in this market is primarily lending is dove on an open maturity basis, which
provided by MMFs, securities lenders, and means that the lender of a security has w return the
other institutional cash investors such as cash collateral as soon as the borrower retarns the
mutual funds, insurance companies, corporate security, and can face the need to generate liquidity
weasurers, and state and local government quickly to make that return.

Lreasurers.

Pre- and postdefanlt five sales require different

There are two types of five-sale visk: Pre- risk mitigants. Regulators of broker-dealers can
default fire sales occur when a dealer begins examine firms to assess their management of

s 1o market sources of funding rolios

to Jose a er risk, the maturity of their repo books,

and must sell its securities quickly. Post-default their single-day concentrations, and their capital

fire-sades occur when a dealer defaulss and its and lquidity resources, But no single regulator has

investors receive its repo collateral in fiew of an ability to impose & coordination mechanism to

cash repayment, and sell that collateral in an support orderly liquidations across all investors in

uncoordinated and rapid manner. the market. Market participants will be critically
important in defining a solution to this collective

Large broker-dealers’ tri-party repo books action problem,

range between $100 and $150 biltion. The

collateral is mainly government securities, but 72 Developments in Financial Products,

the sive of these positions can dwarf the amount Services, and Business Practices

a single investor could expect to sell without

pushing prices lower on a given day. The The financial system s constantly evolving. New

liquidation risk is even greater for less-liquid, products, services, and business practices are being

lower quality collateral, developed, and existing products are undergoing

changes or being used in new way

or with greater

frequency. These changes can ocour for a vatiety

g
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of reasons, including improvements in technology
that make new practices possible, new or changing
regulations, and competition between financial
institutions for customers,

Financial evolution provides a number of benefits to
the financial system. Investors and consumers gain
access 10 new products, New products and services
also may serve the needs of financial institutions.
Along with these benefits come new challenges

to supervisors and regulators. For example, as
regulators institute new regulations, products or
services are often developed that attempt to weaken
the effectiveness of these regulations. In other
cases, activities may move ousside of the regulatory
perimeter or move from a heavily regulated entity
to an entity that is fess regulated. Still, other
innovations may result in products or services where
the interests of the provider are not aligned with the
interests of the consumer.

ble 1o evaluate the benefits

While at times it is po:
of an innovation early on, more often than not it is
difficult to determine whether an innovation will
tem, As a result,

be beneficial to the financial

authorities are confronted with the need to make a
Judgment about the potential net benefits of a new
practice. Because it is impossible to foresee how even
seemingly beneficial innovations will ultimately be

wtilized, that judgment can he very difficul.

An example may shed some light on this difficult
determination. CDS were introduced in the early
1990s. CDS allow the buyers of the contracts to

wransfer the credit risk associated with fixed income
products to the sellers of the contracts. The ability
to set a market price for the credit risk of a fixed
income product was an important, positive change
for financial markets, and when the market was
relatively small, few questioned the product. The
market grew and evolved until the notional value of
CDS contracts outstanding was over $60 trillion in
2007, and CDS were being written on increasingly
complex structured products. Concerns arose
about lack of transparency, flaws in record keeping,
and the misjudgment of risk that some market
participants appeared to have with respect to their
CDS positions. Ultimately, some of these issues
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contributed to the problems that led to the federal
bailout of AIG during the financial crisis.

The changing landscape of the postfinancial erisis
world has fostered many innovations. What follows
are examples of developments in products, services,
and business practices that Council member
agencies are currently aware of and are monitoring
50 as to understand the potential benefits and risks,
We list these in order o illustrate the many ways

in which innovation is manifested in the current
financial landscape and the need for Council
member agencies to remain vigilant.

*  MSRs are increasingly being transferred
to nonbank mortgage servicing companies.
While the CFPB and state regulators have some
authority over these companies, many of them
are pot currently subject to prudential standards
such as capital, liquidity, or risk management
oversight. Further, in many cases, mortgage

ability to collect on mortgages is

investor:
dependent on a single mortgage servicing
company, where failure could have significant
negative consequences for market participants.

*  Banks are building in optionality to the money
market instruments they issue to raise funding.
Some instruments give investors the option
10 put paper back to the bank ahead of the
maturity date. Others allow the bank to call the
paper prior to its scheduled marturity. These
options satisfy investors’ needs for Hquidity, but
they serve other purposes as well. For example,
some institutions have been issuing debt with
an embedded call option, despite the additional
cost. The willingness to bear this cost appears to
be driven by these institutions’ belief that they
do not need to hold liquid assets against these
liabilities provided they call them 30 or more
days prior to maturity. However, to the extent
that this practice creates expectations of future
caltbacks
be interpreted as a negative signal by market

a deviation from this practice can
participants.

*  High demand for single-family rental properties
and low price-to-rent ratios appear to have



attracted new investors to the single-family
rental property market. Late last vear, the first
securitization of income from single-family
rental properties was issued. However, since

i
developments in this area are new, there is
uncertainty about how they will impact the

housing finance market, renters, and investors,

In the insurance industry, life insurance
ssed alfiliated

campanies have increasingly
captive reinsurers to address perceived
redundancies in statwory reserves, and for
other reasons. However, some state insurance
ssed concern about this

regulators have expiy
practice and how it affects the overall reserve and
capital levels of the company.

Pension plans are transferring their exposure to
longevity risk to the insurance industry. In some
instances, both the asset risk and the longevity
risk are transferred to an insurance company.
In other instances, pension plans are keeping
the asset risk but transferring the longevity risk

outright to the insurance industry. This business

migration nmove between spaces with

different regulations. While this migration has

the potential 1o provide significant benefits to
pension plan participants as well as the insurance
industry, it also has the potential ofn‘nnsiérring
significant amounts of risk 1o the insurance

industry.

Some asset managers are now providing

indemnification to securities lenders as partof

their securities lending business. There are likely
benefits for asset managers from combining

indemnification provision with securities lending,
but there also is the potential for enhanced
. Unlike banks

required to set aside capital when they provide

ris are not

asset manager:

indemnification. Also, although asset managers
have access to management fees, they do not

have access to banks' stable deposit funding

base. Consequendly, the indemnification that

asset managers provide may be a source of stress
on their own balance sheets, while at the same
time resulting in lower protection for the lenders

refative to indemnities provided by banks.
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7.3  Risk-Taking Incentives of Large,
Compiex, Interconnected Financial
Institutions

Historically, when large, complex, interconnected
financial instirutions hecame distressed, the official
sector often intervened to maintain financial

ability. In the financial crisis of 2008, the official

sector, including the Federal Reserve, Treasury,
and FDIC, provided liquidity and solvency support
to some of the largest U.S. financial institutions.
Past support can engender expectations of future
support, and such expectations provide incentives

in size, interconnectedness,

for further increases
and complexity. When market participants,
including bond investors, uninsured depositors, and
other counterparties, expect institutions to receive
support, they will not correctly price risk when
lending to and transacting with these institutions.
This will incentivize large institutions to take on

excessive ris

and put pressure on competing firms

to do likewise.

The Dodd-Frank Act explicidy addresses and
and abilities of

attempts to mitigate the incent

ted financial institations

large, complex, interconn

to engage in excessive risk-taking through a

combination of policies.

1. The Actlimits the ability of the Federal Reserve
to provide extraordinary support to individual
institations.

2. The Act requires the Federal Reserve to adopt
enhanced prudential standards for the largest
BHCs and designated nonbank financial
companies (see Section 6.1.1). The stringency

of these requirements must increase with the

size and compl
Dodd-Frank Act requires the Federal Reserve
to impose a debt-to-equity limit on companies

ity of the firm. In addition, the

the Council has determined pose a grave threat
to financial stability, On February 18, 2014, the
Federal Reserve adopted final rules establishing
enhanced prudential standards for large BHCs
and FBOs. The final rule also requires a FBO

with a significant U.S. presence 1o cstablish an
intermediate holding company over its U.S.

subsidiaries. The Federal Reserve is continuing

Potential Emerging Threats
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to develop single counterparty credit limits
and early remediation requirements for both
large BHCs and FBOs.

3. Title I of the Act requires certain companies
to develop and submit to the Federal Reserve
and the FDIC their own plan for rapid and
orderly

resolution under the Bankruptey

Code in the event they experience material
wle 1 of the

financial distress or failure,

Act avthorizes the FDIC to resolve financial

companies whose failure and resolution

under othern

ise applicable faw would have
serious adverse effects on ULS. financial
stability. The FDIC is developing a strategic
approach, referred to as SPOE, w carry out
its OLA for resolving a financial company.
On December 10, 2013, the FDIC Board
approved a Federal Register notice for public
conunent that provides greater detail on
the SPOE strategy and discusses key issues
that will be faced in a financial company’s
resolution {see Section 6.1.4). Addivonally,
the Federal Reserve is considering adopiing
a proposal that would require the largest.
most complex U.S. banking firms o
maintain a minimum amount of fong-term
unsecured debt outstanding at the holding

company level,

During 2013, the Jargest ULS. financial
institutions continued 1o reduce their
complexity. For example, they now hold fewer
assets where fair value measurement is based on

unobservable inputs (level 8 assets), one of the

ure

mea used to identify global systemically

imporiant banks (Chart 7.3.1). Similarly, they

continued 1o reduce their interconnectednes
as measured by the estimated size of the five-
sale externalities they would impose on the
rest of the system if they were subject to an
adverse shock to their assets or equity capital
{Chart 7.3.2). Some of them increased their
size further, but at a stower pace than during

the pre-crisis period. Additionally, since the
passage of the Dodd-Frank Act, certain rating
agencies have lowered their assessments of the

fikelihood of government support. Moody's

assessment of the probability thar a bank will



receive support from the official sector or

the parent corporation in times of stress has
declined for most of the largest banks after the
passage of Dodd-Frank Act (Chart 7.3.3). Fitch’s

assessment of the likelihood that a bank will

receive support from the official scctor in times
of stress depicts a similar picture (Chart 7.3.4).

However, both rating agencies are still of the
opinion that there is some chance that the
official sector will provide support to the Targest
banks if they become financially distressed

{Charts 7.3.3, 7.3.4).

It
of off
state of Dodd-Frank Actimplementation.
To the extent that this is the case, the [ull

possible that these remaining expectations

ial sector support reflect the incomplete

implementation of the orderly resolution facility
and the phasing in of enhanced prudential
standards in coming years should help reduce
remaining perceptions of government support
o large, complex, interconnected financial

instintions.

7.4  Reliance upon Reference Rates as
a Vulnerability

As discussed in the Council’s 2013 annual
report, the problems with USD LIBOR reflect
several interrelated structural factors including
the decline in unsecured interbank markets,
the incentives 1o manipulate rates submitted

to reference rate panels owing to the vast scale
tives tied to the reference rate, and

of deriv:
the dominance of instruments tied to LIBOR

in terms of market liquidity. Retiance on USD
LIBOR creates vulnerabilities that could pose

a threat to market integrity, the safety and
soundness of individual financial institations,
and o U8, financial stability. First, a reference
rate that is not anchored in observable
transactions or that relies overly on transactions
in a relatively low-volume market increases

the incentives and potential for manipulative

.. Second, the current and prospective

activi

fevels of activity in unsecured interbank m
raise the risk that continued production of
LIBOR might not be sustainable. The cessation

kets
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of such a heavily used-reference rate would pose
substantial legal risks and could cause substantial
disruptions 1o and uncertainties around the large
gross flows of LIBOR-related payments and receipts
between financial institutions,

WManipulative Activity in Interest Rate Benchmarks
Since the Council’s 2013 annual report, the CFTC
issued orders bringing and settling charges of
manipulation, attempted manipulation, and

false reporting against Rabobank and ICAP, an
interdealer broker. In total, five financial institutions
have now settled with the CFTC over charges of
benchmark interest rate manipulation, paying
fines and penalties of nearly §3 billion. Globally,
penalties paid related to benchmark interest rate
manipulation exceed $6 billion.

Reform Efforts in Interest Rate Benchmarks
Since the Council’s 2018 annual report, official
sector efforts 1o strengthen financial market

benchmarks have made substantial progress.

The IOSCO Task Force an financial market
benchmarks published its final reportin July 2018
establishing principles of governance, quality, and
accountability for all financial benchmarks. 108CO
intends to review the extent to which benchmark
administrators, within an 18-month timeframe, have
implemented the principles.

In June 2013, the FSB established an Official Seetor
Steering Group (OSSG) comprised of relevant
central banks and regulatory agencies including the
Federal Reserve and CFTC. The OSSG was tasked
with coordinating reviews of existing interest rate
benchmarks, encouraging the identification of
robust alternative benchmarks by the private sector,
and proposing strategies for transitioning to a new
benchmark. The OSSG is scheduled to provide its
analysis and recommendations to the FSB in June
2014,

The OS8G’s work has focused on LIBOR, the
EURIBOR and the Tokyo Interbank Offered Rate
{TIBOR)}. While some alternative to these rates
could include bank credit risk, other alternative
rates would be largely risk-free and potentially more
appropriate for use in derivatives transactions or
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other products where credit risk plays a smaller role.
Using largely risk-free rates for these transactions
would lower the risks ro financial institutions and

to financial stability from a further decline in

the unsecured interbank market, consistent with
the Council’s recommendations. Separating the
reference rate wsed for most derivatives from the
interbank market would also remove one of the

significant incentives to manipulate LIBOR and
would allow some users to select a reference rate

that is more appropriate for their purpose than the
current system in which the vast majority of contracts

reference LIBOR.

Concerns about Other Reference Rates

Since the Council’s 2013 annual report, concerns
about other financial benchmarks, including
swap rates and FX rates, have increased, These
benchmarks are used for valuing numerous
contracts and portfolios of assets. In various
countries, agencies, including the Deparunent of

Justice in cooperation with U,
have begun 10 investigate charges of manipulation
of exchange rate benchmarks. Authorities are also

financial regulators,

investigating charges of manipulation of ISDAfix,
a leading set of benchmarks for interest-rate-swap
rates produced by the ISDA.

These investigations serve as a reminder of the
prevalence of benchmark rates across financial
markets and of their integ
stem, TOSCO intends to review the extent

ral importance to the

financial s

to which its principles have been implemented
across a wide set of financial markets, In addition,
the FSB created a subgroup to undertake 2
review of exchange rate benchmarks and market
practices in relation to their use. Conclusions
and recommendations from this review will be
transmitted by the FSB to the G-20 in November
2014,

7.5  Financial System Vulnerability to
Interest Rate Volatility

The prolonged period of low interest rates and low
volatility has led financial institutions and investors
to search for yield. Low interest rates weigh on
earnings of banks, credit unions, broker-dealers and
insurance companies, thereby incenting companies



to seek highervielding investments. The ability of
pension and retivement funds 1o meet their long-
term liabilities is also under pressure, incenting
them to seek more vield.

Investors have responded to the low interest

rate environment in different ways. Soine have
extended maturities or invested in lower-quality
credit, or sought ways to further enhance returns

with leverage. While some leveraged strategies and

investment vehicles have nearly disappeared since

the end of the financial crisis, others have witnessed
alarge growth or resurgence. Among fixed income
mutual funds, high vield and leveraged loan

funds have experienced record inflows. In equity
markets, agency mortgage REITs experienced
substantial inflows of funds in the years after the

crisis. Furthermore, hedge fund products such as
risk parity funds—which hold a leveraged position
in fixed income and an unlevered position in
equities so as to achieve the same total volatility in
each of those two asset classes—have continued

to be popular. Issuance of CLOs is at record
highs. Additionally, higher vields and stronger

economic growth have fueled invesuments in EM
bonds, pushing flows between 2000 and carly

2013 10 record high levels. While each of these
developments is likely due to a range of factors,
including the economic recovery and an increase in
risk appetite, low interest rates have probably played

arole,

Financial institutions also have responded to the

low interest rate environment. Some banks have

extended their portfolios” durations, and eased
their loan underwriting standards, discounting

risk when setting interest rates, and reducing the
incidence of covenants, Banks also have increased
the volume of leveraged loans (see Section 5.1.1),
Insurance companies have adjusted their investment
portfolios by moderately increasing the duration of
their portfolio and investing in lower quality credit.
MMFs also have modestly increased the duration of
their fund portfolios (see Section 5.5.1) in order to
ields.

obtain higher

Since the 2013 annual report, yields in fixed-income

atility surged

markets increased significantly and v
during the summer {see Box C). During the May
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o September 2013 peried, there was a significant

repricing of long-duration fixed-income assct
The sharp rise in rates and volatility triggered
losses across fixed income investment strategies
and vehicles. Bond mutual funds experienced
large outflows; the agency mortgage REIT share
price index lost 25 percent; risk parity funds

and EMs’ financial assets sold
Ja

posted record losse

off broadly. While the rise in rates
large by historical standards, it did not create any

year was

disruptions to the intermediation function of the
financial system, or more broadly to the banking
and insurance sectors. However, investors did suffer
sizeable losses. In addition, as explained in section
L4, the weakening in housing starts in the lawer
part of 2013 has largely been attributed to the rise in

mortgage rates last year.

Despite the relatively benign impact on financial
stability of last yeat’s increase in long-term interest
rates, a sharp increase in interest rate volatility still

poses

some potentially important threats to financial
stability, The first threat is that a bigger interese

rate shock might still occur, While a larger shock is
less likely, given the normalization of rates that we
have seen so far, it can certainly not be ruled out.

Moreover, the leveraged strategies highlighted above

leave investors potentially exposed to sizable loss
should a sharp jump in yields materialize, and such
losses could force institutions to liquidate positions,
pushing vields yet higher.

A second concern with interest rate volatility risk
relates to the recent growth in {loating rate loans
and the loosening of underwriting standards. Since
most leveraged lending is done with floating rate
instruments and borrowers have high levels of debt,
a sharp rise in short term interest rates could also
have significant adverse effects 10 these borrowers’
credit risk and possibly their credit holders. In
addition, since the crisis, some banks have combined
floating rate lending with market-based pricing,
whereby they tie loans’ credit spreads to borrowers’
CDS spreads. This practice has the potential to
create an amplifving mechanism for interest-rate

shocks that may nltimately have significant effects
on borrowers’ credit risk and by extension on their

editors.
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te environment has additional

A continued low

Tewill continue 1o drain carnings of financial
institutions. Pension and retirement funds
historically relied on rate of return assumptions
based on earlier periods when interest rates were
between 5 and 10 percent. Therefore. pension and
retirement liabilities that were based on assumptions

of such higher returns will reduce the earnings

of these companies, as their assers will yield

substantially less in a low-interest rate environment.

For insurance companies, low rates affect

policyholder behavior in a way that reduces earnings.

In addition, low rates may make it ditfienlt to sell
new policies for some products ata profit. In Japan,
a country that has experienced a prolonged period
of low rates for nearly 25 years, a number of insurers
went bankrupt, although Jow interest rates were only

one contributing factor in a complex process.

7.6 Operational Risks

s

barsecurity Attacks on

vher incidents can iopact the confidentiali

integrity, and availability of the information and
technologies essential 1o the provision of services,

resulting in financial. comphiance, and reputation

or impact the integrity and availability of critical

financial inf

structure could have consequences

on operations and efficiency. Such incidents can

undermine the confidence of consumers and

investors, and ultimately, threaten the stability of the

financial system.

In the past two years, several financial insttutions
sustained distributed denial-ofservice attacks to
their public-facing websites. The frequency of such
incidents declined over much of 2013, Other types
of cyber incidents have engendered public concern,
in part because of thelr increasing magnitude, For

instance, the recent theft of customer information at

Target and other retailers showed how skilled cyber
thicves could gain aceess to significant amounts of
credit and debit cardholder data. It also highlighted
the potential risks posed by the financial sector’s
interconnectedness with other major sectors of

the economy. Indeed, cyber eriminals exploited

vulnerabilities at certain third-party and retailer

2614 F8QC f/ Annual Repert

Mareover, cyber incidents that disrupt, degrade,

1T networ 1o customer

information that could be used illegally throughout

in order to gain access

the broader retail payment system. Similar attacks
against other non-financial seetor nerworks may
continue 1o pose threats to cusiamers of financial

institutions.

Mitigating the evolving cyber threats, effectively

efforts

managing incidents, and promoting recover

are crit

cal to maintaining public confidence and
reducing financial risk, These actions require a
close partnership between the public and private
sectors, In 2013, the Federal Financial Tnstitutions
E

working group to review cyber-related activities.

lated

tion Council established a cyber

AN

Financial institutions have been investing in ways

vsterns and infrastructure and

10 protect their sy
to design their core information and transaction
systems to make it havder for intruders to gain
access to valuable data. Financial services industry
associations have similarly been focused on
bolstering resilience. The Financial Services Sector
Coordinating Council, and the Financial Services

Information Sharing and Analysis Center are

the private sector’s principal representatives on

cybersecurity matters. Over the last year, these

uwo groups have collaborated with the Trex
and members of regulatory, law enforcement, and
intelligence communities to identify measures
and best practices {or disseminating timely and

actionable information.

cutive Order 13636 on

The President’s

Improving Crivical Infrastructure O

hersecurity

. Among
ablishment of a new

should help strengthen these activitie

sions is the es

its core pro
cybersecurity framework to encourage private

ccurity practices as

institutions to strengthen cybe

well as an expedited process for obtaining security
clearances so that quadified employees at these
firms can gain access to sensitive information and

technical assistance [rom the government,

In addition, the Department of Justice and the

Federal Trade Commission in April 2014 released

an antitrust policy statement on the sharing of
cybersecurity information among industry, which is

designed o reduce uncertainty for those who want

to share ways to prevent and combat cyber attacks.



The financial sector is increasingly
dependent on many other industry seciors,
including energy, transportation, and

telecommunications. As a result, a cyber

event that disrupts or destroys any critical
infrastructure organizations in these areas
could have significant spillover effects on the

financial sceton

Market Infrastructure and Markst Continuity
A number of different operational issues
affected the U.S, securities markets in 2013,
including network connectivity and hardware
failures, software changes and configuration
management errors, and human operational
errors. These issues led (o the suspension of
trading on the affected exchanges for up to

several hours, the disruption of wrade and quote
publication for stocks, the display of erroneous

trading data, broken trades, the execution

of expired orders, and the publication of
inaccurate quotes. Although none of these
incidents rose to the level of posing a threat to
financial siability, thev do serve as important
reminders of the need (o address operational
risks. Some notable events inchude:

*  OnAugust 20, 2013, an internal ervor in
Goldman Sachs’s trading

firnt’s noneactonable indications of interest

in certain options symbols 1o be treated as
actual orders to buy and sell options with
unintended limit prices. These orders were
sent to the options exchanges just prior

10 the opening of trading. Some of the
resulting trades were cancelled according
to the obvious error rules of the options
exchanges, but Goldman Sachs took net

Tox

®  OnAugust 22, 2013, NASDAQ halted
trading in all NASDAQ-listed securities for
more than three hours after the Unlisted
Trading Privileges Securities Information

Processor, the single source of consolidated
market data for Nasdaq-isted securities, was
unable 1o process quotes from the exchanges

for dissemination to the public. Once the
halt was lifted, wading resumed and the

systems caused the

ses on the trades that were not cancelled,
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markets held a normal end-of-day close for

listed securities.

The importance of system integrity in highly

interconnected markets is critical. When systems do
not operate as intended, there are consequences for all

market participants, Significant and frequent system

faitures that impact financiad markets can potenally
crode investor confidence and may threaten market
stability. During 2013 regulators took steps to address
such infrastructure concerns as well as continue o
address automated-trading system issues. In March
2013, the SEC proposed Regulation Systems Compliance
and Integrity to strengthen the antomated systems

of important participants in the securities markets.
Additionally, in September 2013 the CFTC published

“Concept Release on Risk Controls and Systems
Safeguards for Automated Trading Environments” which
requested information about market practices relating

to the use of automated trading systems and possible

regulations that would have a direct impact on a wide

variety of market participants.

7.7 Foreign Economic and Financial
Developments

Forei

3 risks can threaten ULS, financial stability and

S

economic activity. The nature of these risks has shifted

over the past year with many EMEs experiencing

considerable market stress, stemming from a numbey

of domestic challenges and changes in expectations

. monetary policy, EMEs have generally stronger

macroeconomic fundamentals and structural buffers

periods. China

compared to previous cr ability ro
reform its economy while avoiding an abrupt slowdown

in growth remains critical for the global economy and

s in the

Es in particular. In the past year, potential ris
euro area and japan have declined. Still, the potential for

negative shocks to the U.S. economy from strains abroad

remain significant,

There are a number of channels through which
international developments could spill over to the U.S,

cconomy and financial system. For example, weakness in

foreign growth and asset prices may translate into lower

demand for U.S. exporis, weighing on U.S. growth. In

aggregate, EMEs import the largest share of U.S. goods

Potential Emerging Threats
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771 Destination of U.S. Exports of Goods and Services
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Source: BEA, Note: Sum of exports from 2013 Q1 10 2013
Haver Analytics Q4 as a percent of total U.S. exports.

7.7.2  Country Exposures of All U.S, Banks

As Of Sep-2013

Tross- Fareign
Total Border  Omce  TotalExposure  Memo:
Exposure  Claims  Ciaims  Relativeto Unused
fetiorsof  {Btowms (itonsor  Tier { Capital  Commitments
s sy s et iions of U5
Europe 686 955 513 150% 246
-Earoarea 908 ™ 76 0% 134
Japan 377 134 228 2% 31
Total EME 786 987 378 70% 87
~China 8 53 33 8% 5

Note: EME exposures exclude financial centers. £ura area does
Sourcs: FRIEC Country  notunciude data for Cyprus, Estoria. Latvia, Mata, or Stovenia,
£xposure Report which are not publicty avaiatle

2014 FSOOC #/ Awnual Report

and service exports, with the largest importers
being Mexico and China. 1n addition to its
direct trade ties 1o the United States, China
also stands out for its significant contribution 10
global growth—roughly one-quarter since 2010.
Trade links with Japan and the euro area are
sizeable as well (Chart 7.7.1),

Another channel for spillover is through

LS. banks' country exposures (Chart 7.7.2).
Exposures to EMEs totaled $786 billion,

inchuding sovereign and private sector
of the third quarter 2013

eXposures, :
weighted toward private sector borrowers in
investment-grade rated countries, with the
largest exposures to Brazil, Mexico, Korea,
India, and China. U.S. banks’ total exposure

1o Europe is even greater at $1.7 wrillion, while

Japanese exposare totals $377 billion. Indirect
exposures are also important; some European
banking systems, including ones in the euro
area periphery, have larger exposures to EMEs
than do the U.S. banking system banks.

Emerging Markets

U.S. economic and financial linkages with
the emerging world in aggregate are sizeable,
but links with any one country appear
limited. While EME growth has decelerated

in recent years, and external valnerabilities

of a broad EME crisis

have inc sed, ris

ses have often

appear contained. Past EME eri
come in clusters, reflecting changes in the
global environment, shared vulnerabilities,
The

is that conditions deteriorate,

and common external funding sources

downside ris

reducing growth, which spurs further
reductions in capital flows 1o EMs and increases

global financial strains.

In some countrics, market confidence in the
trajectory of domestic policy or politics has
declined, contwributing 1o financial pressures.
Additionally, there are signs of increasing
vulnerability in the corporate sector in

some EMEs stemming from significant
borrowing and deteriorating profitability

in the context of weaker growth. However,
the level of vulnerability across the EMEs



appears materially lower than in the run-up to

past crisis episodes. This reflects improved policy
frameworks, including flexible exchange rate
regimes, independent central banks, and generally
lower levels of government indebtedness. Moreover,
existing foreign reserves can cover years of maturing
debrin most EMEs, providing scope 1o ride out
periods of increasing market volatility and reduced
funding. Additionally, while foreign portfolio
inflows have surged since the global financial crisis,
the relative importance of stable foreign direct
investment flows in EMEs’ external funding has

also increased. Finally, EME banks generally have
stronger capital and liquidity positions and are
better managed and supervised than has historically
been the case.

China

Recent Chinese economic data suggest that activity

is decelerating, in line with the government’s

desire to slow credit expansion (see Section 4.4.2).
siven the difficulty in achieving a well-timed and

calibrated rebalancing, authorities will encounter

significant challenges in their attempts o shift

growth away from inefficient invesument and

exports towards consumption. Authorities also face
a challenge in addressing liquidity risks and rapid

growth in off-balance sheet liabili in the financial
sector, which contributed to elevated volatility in the
interbank money market in the second half of 2013.
China is set to gradually undertake a host of difficult
structural reforms, such as interest rate and capital
account liberalization. China’s strong external
position, however, provides an important buffer

against shocks.

Euro Area

Public sector debt burdens, at the periphery, are
projected 1o stabilize at high levels, leaving that part
of the euro area vulnerable to policy setbacks, shifts
in market sentiment, and eventually, rising interest
rates. The announcement of the ECB’s outright
monetary transactions (OMT) program effectively
served as a backstop to peripheral sovereign debt
markets and contributed to the sharp reduction

in peripheral spreads since June 2012, However,

the OMT itself is now subject to some uncertainty
following the decision by Germany’s constitutional
court to refer its case on the program'’s legality to
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the European Court of Justice, indicating that it
views the current program as non-compliant with
the EU Treaty.

Financial fragmentation within the euro area also
persists. The ECB’s comprehensive assessinent of
the largest euro area banks will be an important test
for the new regulatory and supervisory framework
with implications for the credibility of the ECB
and confidence in enro area’s banks. Ensuring
adequate credibility and transparency regarding
methodology, risk exposures and results, given
limited clarity regarding available national and
regional hackstops 1o address identified capiral
shortfalls, will be important for the success of the
exercise.

7.8  Data Gaps and Data Quality

More than five years after the financial crisis,

regulators have made significant progress in

addressing financial data gaps. Regulators collect
real-time data from derivatives markets, detailed
Toan- and position-level financial data from banks,

and data from MMFs and private funds.

However, gaps remain in the data that are available,
both to regulators and market participants. The
Council remains concerned about the risks of
funding runs and fire sales in wholesale funding
markets, Council members have highlighted
weaknesses in the scope and availability of data
that are available to regulators concerned with
monitoring these risks, particularly around repo
and securities lending activities. U.S. banking
regulators now have access to fairly detailed data
on tri-party repo and GCF repo transactions
through the two clearing banks that conduct all of
the domestic matching and settlement activity and
have this information for all of their customers.
However, regulators and policymakers currently
have no reliable, ongoing information on bilateral
repo market activity, which is more difficult to
colleet because activity in this segment does not flow
through a settlement agent like tri-party and GCF
repo transactions do.

Potential Emerging Threats
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Theve are similar data gups regarding the securites
lending activities of financial institutions. Regulators
are still unable o fully monitor securities Jending
transactions and the reinvestment of cash collateral.
It is difficult o know the depth of securitics lending
in a particular issue, the counterparty exposures, or
the number of times that an issue has been re-lent.
The Dodd-Frank Act requires the SEC to adopt rules
increasing the transparency of information about
securities lending available 1o broker-dealers and

investors.

The lack of data standards governing legal entities,
instruments, and transactions Continues o create
challenges for financial analysis, risk sanagement,

supervision, and financial stahility monitoring,
There has been important progress in rolling out
the LEL to pre !
transactions. However, more work remains. Working

closely with Council member agencies, the OFR

Ty identify parties to financ

is tasked with promoting financial data standards
and has taken a lead role in the roltout of the LEL
Although the mandating of the LELin the CFTCs
SDR rules initially spurred the huplememation of
the LET, other regulators have only recently begun
to establish the LEY in regulatory reporting and
rulemakings.

An mmportant development in 2014 is the continued
creation of SDRs and SBSDRs, which collect

and maintain confidential information about
transactions and make those data available to

regulators, However, under curvent rules the

repositories have

ignificant discretion in how

they report the data, Without strong and common
standards, the data collected by repositories are
unlikely to bring the desired benefits to counterparty
analysis and financial stability monitoring, The
CFTC
standards in swaps data reporting with input from
the OFR. However, some U.S. authorities’ access

s working to improve data quality and data

to these data remains a challenge due to Jegal and
other obstacles,
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ABCP

ABS

AFS

AlG

AUM

BCR

BHC

Bok

BoJ

¢al

CCAR

cep

CMBS

CovaR

cP

CRE
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Asset-Backed Commercial Paper

Asset-Backed Securities

Availabie-for-Sale

American International Group

Assets Under Management

Backstop Capital Requirements

Bank Holding Company

Bank of England

Bank of Japan

Commercial and Industrial

Comgrehensive Capital Analysis and Review

Centra Counterparty

Cregit Defauit Swap

Certificates of Deposit

Bureay of Consumer Firancial Protection

Commadity Futures Trading Commission

Coflateralized Loan Obligation

Commercial Mortgage-Backed Security

Conditional Value-at-Risk

Commercial Paper

Commercial Real Estate




EURIBOR

FASB

FBO

FIC

FHFA

FICO

HO

MY
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Commen Securitization Platform
Dodd-Frank Act Stress Tests
Depasitory Trust ang Clearing Corporation
Debt-to-ncome

European Cantral Bank

Emerging Market

Emerging Market Econamy
Exchange-Traded Funds
Exchange-Traded Product

European Unios

Euro torbank Offored Rale

Financiat Accounting Standards Board
Forejgn Banking Orgarization

Federal Deposit insurance Corporation
Federal Houstng Administration
Federat Housing Finance Agency

Fair Iszac Corporation

Federal Insurance Office

Financial Market Utilities

Fraedom of nformation Act

Faderal Open Market Committee
Federal Reserve Bank of New York
Financial Stability Board

Financial Stability Oversight Councit



FX

6-20

GOF

GOP

GSE

8-8iFL

-8

HLA

Hup

NS

1ASB

IcS

NF

105C0

1SDA

JGB

LCR

LE

1IBOR

MBS

MIDAS

MMF

MPC

MSPs
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Foreign Exchange

The Group of Twenty

General Collateral Finance

Gross Domestic Product

Govarnment-Sponsored Enterprise

Global Systemically important Financial institution
Global Systemically important insurer

Higher Loss Absorbency

1.5, Department of Housing and Wrban Development
International Association of insurance Supervisors
international Accounting Standards Board
Insurance Capial Standard

international Monetary Fund

Organization of Securities G

Swaps and

Japanese Government Bond

Liquidity Coverage Ratio

{egal Entity identifier

London interbank Offered Rate

Mortgage-Backed Securities

Market information Data Analytics System

Money Market Fung

Monetary Policy Commitiee

Major Swap Particioants

Atbreviations

=~



MSR

NAIC

NAV

NFIB

NIM

0ce

OFR

JLA

OMT

0858

oT6

[y

PEMI

oM

GRM

REIT

Repo

RESPA

RMBS

ROA

RWA

S&p

SBSDRs

SBSR
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Mortgage Servicing Rights

National Assosiation of Insurance Commissioners
Net Asset Valug

National Federation of Independient Businesses
Net Interest Margin

Office of the Comptrotier of the Currency
Office of Financial Research

Orderty Liguidation Authority

Outright Monetary Transactions

Officiat Sector Steering Group
Dver-the-Counter

Property and Casualty bisurance

Principles for Financial Market infrastructives
Qualified Morigage

Qualified Residential Mortgage

feal Estate Investment Trusts

Repurchase Agreements

Real Estate Setfiement Procedures Act
Residential Mortgage-Backed Securities
Return on Average Assets

Risk-Weighted Assets

Standard and Poor's

Security-Based Swap Data Repositories

Security-Based Swap Reporting



SbRs

SEC

SEF

$ES

SLOGS

SPOE

SR

TIBOR

THA

s, Ganp

s

urg

X

wap
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Swap Data Reposifories

Secorities and Exchange Commission
Swag Exsention Facilitios

Systomic Expectes Shortfak

Senjor Loan Offices Opinton Survey
Single Paint of Entey

Systermic Risk Commities

Tokyo interbank Oifered Raly

Truth in Lending Act

Senarally Ascepted Avcoanting Printiples
Unigue Morigage identifier

Unpaid Balenoe

.8, Daltar

Yalug-at-Risk

Chirago Board Options Exchange Volatility ndex

Wealth-Management Products

Anbresiations




Agset-Backed Commercial Paper
(ABCP)

Asset-Backed Security (ABS)

Available-for-Sale (AFS}

Base Money

Basel i Common Eguity Tier 1
ratio

Bilaterat Repo

Carry Trade

Central Counterparty (CCP}

Clearing Bank

Collateral
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Short-term debt that has a fixed maturity of up to 270 days and
is backed by some financial asset, such as trade receivables,

consumer debt receivables, securities, or auto and equipment loans
or jeases.

Afixed income or other security that Is collateralized by any type of
seff-iquidating financial asset that aliows the hoider of the security
to receive payments that depend primarily on cash flows from the
assels.

Ao accourtting term for debt and equity securities that are
accounted for at fair value on firms’ batance sheets and are not
classified as trading svcurities or as held-to-maturity securities.
Changes in fair value for AFS securities are recognized in
stockholders' equity as part of accurmulated other comprehensive
income.

The sum of currency in circufation and reserve balances.

A ratio which divides common aquity Tier 1 by Basel i risk-
weighted assets.

Bilateral repos are repos between two institutions where
settiement typically oceurs on a “delivery versus payment” basis.
More specifically, the transfer of the collateral fo the cash jender
oceurs simultaneocusly with the transfer of the cash 1o the collateral
provider.

An investment strategy involving borrowing at low interest rates to
purchase assets that yield higher returns.

An entity that interposes itself between counterparties to contracts
traded in one or more financial markets, becoming the buyer to
every sefler and the seller to every buyer and thereby ensuring the
performance of epen contracts,

A BHC subsidiary that facititates payment and setfiement of
financial iransactions, such as cheek clearing, or facifitates trades
between the sellers and buyers of securities or other financiat
instruments or contracts.

Any asset pledged by a borrower to guarantee payment of a debt,




Coliateralized Loan Obligation
oL

Cotiaterafized Morigage Obligation
CMO)

Collateral Transformation

Commercial Mortgage-Backed

Security (MBS}

Commerciat Paper {OP)

Commion Securitization Platform
{C8P)

Comprehensive Capital Analysis
and Review (CCAR)

Conditional Value-at-Risk {CovaR)

Consumer Price index {CPY

Convexily Event Risk.

Y014 FEOC // Aunwal Report

212

vehicles backed il by ial Joans.

An obligation of a bankruptcy remote special purposs vehicle with
claims to specific cash fiows from 2 poo! of MBS. The streams of
principal and interest payments on the MBS undertying loans are
distributed to the different classes of MO injerests, known as
tranches, aceording to a deal structure. Each tranche may have
different principat balances, coupon rates, prepayment risks, and
maturity dates.

in securities lending on & non-cash collateral basis, a party usually
swaps, or temporarily exchanges their lower quality assets, by
posting them as collateral for higher quatity assets, such as
Treasury securities.

A security that is collateralized by a poo! of commercial morigage
ioans and makes payments derived from the interest and principal
payments on the underlying mortgage loans.

Short-term {maturity of up to 270 days), unsecured carporate debt.

A comman securitization infrastructure between Fraddie Mac and
Fannie Mae for BMBS.

An annuat exercise by the Federal Reserve o ensure that
ingtitutions have robust, forward-looking capital planning
processes that account for their unique risks and sufficient capitat
1o continue operations throughout times of scontinic and financiat
stress.

The value-at-risk {VaR) of the firancial system conditiona o
institutions being in distress,

A monthly index containing monthly data on changes in the prices
paid by urban consumers for a represerntative basket of goods and
Services.

Risk that an injtial increase in long-term interest rates can be
significantly amplified by many MBS investors actively hedging
the duration of their MBS. Convexity events can result in rapid
changes in fong-term interest rates, sharp increases in interest
rate volatility, and reduced fiquidity in fixed income markets, See
Duration Hedging.



Credit Default Swap (G0S)

Cradit Rating Agency

Debt-to-income {DTH Ratio

Defined Benefit (DB) Plan

Defined Contribution {0C) Plan

Distress insurance Premiur (OIP)

Dodd-Frank Act Stress Tests
{DFAST)

Duration

Dration Hedgiag

Eura Tnterbank Offered Rate
{EURIBOR}

Exchange Traded Product (ETP}
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A financial contract in which one party agrees o make a payment
1o the other party in the event of a Specified credit event, in
exchange for one or more fixed payments.

A private company that evaluates e credit quality of debt
issuers as well as thelr issued securities and provides vatings

on the issuers and those securities. Many credit rafing agencies
are Nationally Recognized Statistical Rating Organizations, the
targest of which are Fitch Ratings, Moody's investors Service, and
Standard & Poor's.

The ratio of debt payments Yo income Tor a borrower.

Aretirement plan in which the cost 3o the employer is based on a
predetermined formula o calculate the amount of a participant's

“future benefit, in DB plans, the invesiment risk is borne by the plan

SPORSOL.

A retirement plan in which the cost to the employer is timited to the
specified annual contribution, in DC plans, the investment risk is
borne by the plan participant,

A meastire of systemic sk ihat integrates the characteristics of
Dank size, default probabifity, and interconnectedness.

Anoual stress tests required by Dodd-Frank for national banks and
federal savings associations with tolal consolidated assets of more
than $10 billion.

The sensitivity of the prices of bonds and other fixed-income
securities to changes in the level of interest rates.

A process of dynamically changing portfotio sflocation to fixed
income instruments—such as Treasury securities or futures, or
interest rate swaps or swaptions—so a8 fo imit fuctuation of the
portiolio interest rale duration.

The rate at which Euro interbank term deposits are offered by one
prime bank fo another prime bank within the euro area.

An investment fund whose shares are fraded on an sxchange.
ETPs offer continuous pricing, unitke mutual funds which offer only
ent-of-day pricing. ETPs are often designed to track an index or a
portfolio of assets.




Federal Funds Rate

FIC0 Score

Financial Market
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The interest rate at which depository institulions fend balances

10 gach other overnight. The FOMC sets a target level for the
overnight federal funds rate, and the FRRNY then uses open market
operations to influgnce the overnight federat funds rate to trade
around the policy target rate or within the target rate range.

A measure of a borrower’s creditworthiness based on the
borrower's credit data; developed by the Falr isaac Corporation.

{FMY

Financial Market Utiitty (FMU}

Fire Sale

Fiscal Consolidation

Fiscal Year

Future

Genwrat Coflateral Finance (GCF)
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A mutt system among participating financial &

including the operator of the system, used for the purposes of
recording, clearing, of setiling payments, securities, derivatives,
or other financial transactions, Under the Dodd-Frank Act, certain
FMis are recognized as FMUs.

A Dodg-Frank defined entity, which, subject to certaln exclusions,
Is “any person that manages or operates a muftiateral system

for the purpose of transterring, clearing, or settiing payments,
securities, or other financiat ransactions among financial
institutions or between financial institutions and the person.”

‘The disorderly liquidation of assets fo meet margin requirements

of other urgent cash needs. Such a sudden sefioff drives down
prices, potentially below thelr intrinsic value, when the quantifies to
be sold are farge relative to the typical volume of transactions. Fire
sales can be setf-reinforcing and lead o addifional forced seling by
some market participants that, subsequent to an inftial fire sale and
consequent decting in asset prices, may also peed to meet margin
or other urgent cash needs.

Changes in government policy perfaining fo faxes and spending
intended to reduce deficits and stow the pace of debt accumulation.

Any 12-month accounting period. The fiscal year for the federat
government begins on Oclober 1 and ends on September 30 of the
following year; it is named after the calendar year in which it ends.

A standardized contract fraded over exchanges to buy or sefl an
asselin the futwe.

An interdealer repo market in which the Fixed Income Clearing
Corporation plays the role of intraday CCP. Trades are netted atthe
end of each day and settied at ihe tri-party clearing banks,

See Tri-party Repo.
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Goverament-Sponsorad Enterprise A corporate entity that has a federal charter authurized by law, but

{688

Grogs Domestic Product (GDPY

Hairut

Held-t-Maturlty

Home Eguity Line of Cradit
{HELOG)

High-Quatity Ugoid Asset

Household Dabt Service Ratio

Interest Rate Risk Management

Interest Rate Swap

Large-Scale Asset Parchases

that is a privately owned financial institution, Examptes include
the Federal National Morigage Association {Fannie Mae) and the
Federal Home Loan Mertgage Corporation (Freddie Mae).

The broadest measure of aggregale economic activity, measudng
the total valug of all finat goods and services preduced within a
country's borders during a specific peried.

The discount, represented as a percentage of par of market value,
at which an assel can ba pledged as collateral, For example, 2
$1,006,000 bord with a 5 percent halrcut would collaterafize 2
$850,000 foan. The purpose of a haircut Is 1o provide a collateral
margin for a secured lendar.

An gecounting tesm for debt securiies held n portfolio and
accounted for at cost less any impairment, under the proviso that
the company has no intent to sell and itis more fikely than notthat
i will hold those securities to maturity,

Adine of credit extended o a homeowner that uses the home as
coltateral.

Assets such as government bonds that are considered eligitle a3
Higuidity buffers in Base! I LOR. High-quality fiquid assets should
be fiqukd in markets during times of stress and, ideally, be centrat
bank eligible.

An estimate of the ratio of debt payments to disposable personal
income. Debt payments consist of the estimated reguired payments
on outstanding mortgage and consumer debt,

The management of 1he exposure of an individual's or an
institution’s financial condition o movements i interest rates.

A derivative conteact in wiich two parties swap interest rate cash
fiows on a peyiodic basis, referencing a specified notionat amount
for & fixed term. Typicalty one party wifl pay a predetermined fixed
rate while the piher party will pay a shorbterm vatiable reforence
rate that resets at specified intervals.

Pyrchases by the Federal Reserve of seturitips jssued by the LS,
govarnment o securities issued or guarantaed by govesnment-
sponsored agencies fncluding Fannie Mae, Freddie Mag, Ginpig
Mae, and the Federal Home Loan Banks) in the implementation of
monetary policy.

Glessasy




Legal Entity Kentifier (LB

Level 3 Assets

Leveraged Buyout

Leveraged Loan

London inferbank Offered Rate
{LIBORY

Liguidity Coverage Ratip (LOR}

Loan-k-Value Ratie

Major Serurity-Based Swap

Participant

Major Swap Participant {MSP}

Matuwrity Gap
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A 20-digit alpha-numeric code that cornects to key reference
information that enables clear and unique identification of
compantes participating in global financial markets. The L&
system s designed to facilitate many financial stabifity objectives,
inchiding: improved risk management in firms; betler assessment
of microprudential and macroprudential risks; expedition of orderly
resolution; containment of market abuse and financial fraud; and
‘provision of higher-quality and more aceurate financial data.

Assets where fair value measurement is based on snobservabie
Inputs.

An acquisition of a company financed by a private equity
contribution combined with borrowed funds, with dett comprising a
significant portion of the purchase price.

Loans extended 1o a borrower who alreatly has significant amounts
of debt or whose bt is nof rated invastment-grade by credit rating
agencies.

The interest rate af which banks can borrow uasecured funds from
other hanks i1 London wholesale money markets, as measured by
daily surveys. The published rate s a trimmed average of the rates
obtained in the survey,

ABasel it standard to ensure that a bank maintains adeguate
unencumbered, high-guality fiquid assels to meetlis anticipated
Hguidity needs for 3 30-day horizen under a liquidity stress
scenario specified by supervisors.

The ratio of e amount of & loan to fhe value of the asset that
the foan funds, typically expressed as a percentage. Thisis a key
fmetric when considering ihe fevel of collateralization of a mortgage.

A person that is not a security-based swap deater and maintaing 2
substantial position in security-tased swaps, creates substantial
counterparty expostire, of 15 a financial entity that is Fighly
ieveraged and not subject to federal panking capital rules.

Aperson that is not a swap dealer and maintains a substantial
position in Swaps, holds cutstanding swaps that create substantial
cotnterparty exposure, of is a highly feveraged financial enfity
which is not atherwise subject fo capital requirements.

The weighted-average time o nzatmiry of financial assels less the
weighted-average time to maturity of Habiities.



Money Market Mutisal Fund
{MME}

Morigage Servicing Gompany

Mortgage Servicing Rights (MSRs)

Mortgage-Backed Security (MBS)

Municipal Bond

Net Asset Value (NAV)

Net interast Margin (NIM)

Open Market Operations

QOption

Outright Monetary Transactions
{ONT)

Over-the-Counter (0T5)
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Atype of mutual fund that invests in short-term, liquid securities
such as government bills, GDs, CP, or repos.

Acompany that acts as an agent for mortgage holders by sollecting
and distributing mortgage cash flows. Mortgage servicers

also manage defaults, modifications, settiements, foreciosure
proceedings, ant various notifications of borrowers ang investors.

The right fo service and collect fees on 2 mortgage.

ABS backed by a poot of mortgages., nvestors in ihe securlty
recelve payments derived from the interest and principal payments
on the underlying morigages. This term typically applies fo MBS
issued or guaranteed by the GSEs; these securities can also e
called “agency MBS."

A bond issued by states, cities, counties, local governmental
agencies, or certain nongovernment issuers to finance certain
general or project-refated activities.

An investment company's total assets minus its total fiabilities.
Net interest income as percent of interest-earning assets.

The purchase and sale of securities in the open market by a centrat
bank to implement monatary policy.

A financial contract granting the hofder the right but not the
ubligation to engage in 2 futire transaction on an underlying
security or real asset. The most basie examples are an equity ealt
aption, which provides the right but not the obligation to buy a
block of shares at a fixed price for a fixed peried, and an equity put
option, which similarty grants the right to self 3 block of shares,

An €08 program under which secondary marke purchases of
sovereign bonds can be made, with the aim of safeguarding
appropriate monetary policy transmission and the singleness of
the monetary policy. A necessary condition for OMT is a support
agreement under which the European Financial Stabifity Facility or
European Stability Mechanism program can make primary market
purchases of sovereign debt. Such an agreement would include 3
range of policy conditions.

A method of trading that does not involve an organized exchange.
In OTM markets, parficipants trade directly on a bilateral basis,
typicalty through voice or computer communication and often with
cerfain i fon with party-G il
terms,

Glnesary




Prudential Regulation

Pubfic Debt

Purchasing Managers index

Qualified Morigage QM)

Qualified Residential Mortgage

{QRM}

Qualitative and Quantitative

Easing

Real Estate investment Trust
{BEIT)

Receiver

Repurchase Agreement (Repo)
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Regquiation aimed at ensuring the safe and seund operation of
financial institutions, set by both state and federal authorities.

Al debt issued by Treasury and the Federat Financing Bank,
including both debt held by the public and debt held in
intergovernmental accounts such as the Sociat Security Trust
Funds. Not included is debt issued by government agencies other
han the Department of the Treasury.

An index based off a survey of manufacturing companies, which
asks questions about new orders, inventory fevels, production,
supplier deliveries and {he employment environment,

Amortgage loan that meets certain underwriting criteria
announced by the CFPB, An originator of 2 M is provided with
certain protections from borrower fawsuits afleging that the
ariginator failed to fulfill its duty under the Dodd-Frank Act to make
a goad faith and reasonable determination of the borrower's ability
1o repay the foan.

A mortgage loan that is exempt from the Dodd-Frank Act's
securitization risk retention rule requiring securitization issusrs to
retain a portion of securitized risk expostire in transactions that
they issue.

Aprogram Introduced by the Bod in April 2013 to achieve the price
stabifity target of 2 percent in terms of the year-on-year rate of
change in the CP1 at the earfiest posaible time, with a fime horizon
of about two vears. The program will doubls the monetary basa
and the amuumts outstanding of JBBs as welf as ETFs in two years,
and more than double the average remaining maturity of JGB
purchases.

An operating company that manages income-producing real estale
of real estate-related assets, Certain REHTS also operate real estate
properties in which they invest. To qualify as a BEIT, a company
must have three-fourths of its assets and gross income connected
to real estate investment and must distribute at feast 90 percent
of its taxable income 1o sharehefders annually in the form of
dividends.

A custodian appointed to maximize the value of the assets of a
fafled institution or company and fo sette its liabilifies.

The sate of a security combined with an agresment fo repurchase
the security, or a similat security, on a specified future date at a
prearranged price. A repo is a secured lending arrangement.



Residential Mortgage-Backed
Security (RMBS}

Revolving Gredit

Risk-Based Capiial

Risk-Weighted Assets (RWA)

Rollover Risk

Run Risk

Securities Information Processor

Securities Lending/Borrowing

Securitization

219

A security that is colfateralized by a pool of residential morigage
loans and makes payments derived from the interest and principat
payments on the underlylng mortgage loans.

Alending arrangement whereby a lender commits fo provide a
certain amount of funding to a borrower on demand. The borrower
may generally draw funds and repay the commitied funding atany
time over the term of the agreement,

An amount of capital, based on the risk-weighting of various asset
categories, that a financial institution holds to help protect against
fosses.

Arisk-based concept used as the denominator of risk-based capital
ratios {common equity tier 1, tier 1 fisk-based, and fotal risk-based)
with respect to Base! capitat guidetines for banking organizations.
The RWA s & weighted total asset value calculated from assigned
risk categories or modeled analysis. Broadly, total RWA are
determined by calculating RWA for market risk and operational risk,
as applicable, and adding the sum of RWA for an-balance sheet,
oft-pelance sheet, counterparty, and other credit risks. Defails vaty,
in part, depending upon the version(s) of Basel capital guidelines
that may apply fo the banking organization.

The risk that as an institution’s debt nears maturity, the institution
may ot be able to refinance the existing debt or may have to
refinance at less favorable terms.

The risk that investors lose confiderice in an institution—due to
concerns about counterpartias, colfateral, solvency, or related
isshes—and respond by putiing back thelr funding.

Asystem that consolidates and disseminates equity prices.

The temporary transfer of securities from one party to another for
a specified fee and ferm, in sxchanye for collateral in the form of
ash or sacurities.

A financial fransaction in which assets such as morfgage loans are
pooled, securities representing interests in the pool are issued, and
proceeds from the underlying pooled assets are used to service
and repay securities issuad via the securitization.




Security-Based Swap Deaier

Short-Term Whelesale Funding

back tin-kind
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A person that holds itself out as a dealer in security-based swaps,
makes a market in security-based swaps, reqularly enters infe
ity-hased swaps with ies, of engages in any
activity causing it fo be known as a dealer or market maker in
security-based swaps; doss rot include a person entering info
security-based swaps for Such person’s own account.

Short-term funding instruments not covered by deposit insurance
that are typically issued to institutionat investors, Examples include
farge checkable and fime deposits, brokered CDs, CP, Federat
Home Loan Bank borrowings, and repos.

Abond that the holder with other bonds rather than

$ <

{PIK) bond

Swap

Swap Data Repository (SDR}

Swap Execution Facility (SEF}

Swap Dealer

Swap Future

Systemic Expected Shortfall (SES)

Swaption
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cash.

An exchange of cash flows with defined terms and over a fixed
period, agreed upon by two parties. A swap contract may reference
ynderlying financial products across varlous asset classes including
interest rates, credi, equity, commodity, and FX.

Aperson that coliects and maintains information of records

with respect to transactions or posifions in, or the terms and
conditions of, swape entered into by third parties for the purpose
of providing a centratized recordkeeping facility for swaps. In
certain jurisdictions, 8DRs are referred to as trade repositories.
The Committee on Payment and Settlement Systems and 10SC0
describes a trade repository as “an entity that maintains a
centralized electronic record {database) of fransactian data.”

Aterm defined in the Dodd-Frank Act as a trading platform which
market participants use to execufe and trade swaps by accepting
bids and offers made by other participants,

A person that hoids itself out as 2 deater in swaps, makes &
market in swaps, reguiarly enters into swaps with counterparties,
of engages in any activity causing it fo be known as a desler or
market maker in Swaps; does rot include a person enteting info
swaps for stch persom’s own account.

Afutures contract that mimics the economic substance of a swap.
A systemic risk indicator that estimates the extent to which the
market velue equity of a financial firm would be depleted by a

decling in equity prices.

An option granting the right to enter into a swap. See Option and
Swap.



Tri-Party Repo Infrastructure

Reform Task Force

Tiar 1 Capital

Tier 1 Common

Time Deposits

Tri-Party Repe

Undeywriting Standards

Valug-at-Risk (VaR}

Weaith-Managament Products
{WhPs)

‘Weighted-Average Life

Weighted-Average Maturity

Yield Curve
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Atask force formed in September 2008 under the auspices of the
Payments Risk Committee, a private sector body sponsored by the
FRBNY. The Task Force membership included representatives from
muttiple types of market participants in the {ri-party repo market,
as well as relevant industry associations.

A measure that includes common stock, preferred stock, and
retained eamings

Tier ¥ ¢apital fess non-common elements, insluding perpetual
preferred stock and refated surplus, minority inferest in
subsidiaries, trust preferred securities and mandatory converlibie
preferred securities.

Deposits which the depositor, generally, does not have the right o
withdraw before a designated maturity date without paying an ewrly
withdrawat penalty. A GO is a time deposit.

A repo inwhich a clearing bank acts as third-party agent o provide
coliateral management services and fo faciiitate the exchange of
cash against collateral between the two counterparties.

Terms, congitions, and criteria used to determine the extension of
credit in the form of a foan ar bond.

A tool measuring the tisk of portfolio losses. The VaR projects e
probability and maximum expected loss for a specific time period.
For example, the VaR over 10 days and with 99 percent certainty
measures the most one would expect to fose over a 10-day period,
99 pereent of the fime.

Produts sold to investors as higher-yielding alternatives to fime
deposits, WMPs are largely off-balance sheet investment vehicles

offered by banks, trusts, and securities companies.

A weighted average of the time o sach principal payment it
Secufity.

A weighted average of the time to maturity on 4 norigages in a
morigage-backed security,

A graphical representation of the relationship between bond vields
and their respective maturities.

Giassary
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House Committee on Financial Services
Questions for the Record for Secretary Jacob J. Lew
June 24, 2014 Hearing on the Annual Report of the Financial Stability Oversight Council

Submitted by Chairman Hensarling

In order to designate a nonbank financial company as a systemically important financial
institution (SIFI), the FSOC must determine that either (1) material financial distress at
the nonbank financial company or (2) the nature, scope, size, scale, concentration,
interconnectedness, or mix of the activities of the company could pese a threat to the
financial stability of the United States. Although the Dodd-Frank Act also sets forth eleven
factors that the FSOC must consider in designating SIFIs, the FSOC’s regulations and
guidance have done little to give non-bank financial institutions notice of the standards that
will be applied to them, whether they are likely to be designated as SIFIs, and what
changes they could make in their structure and operations to avoid designation. The FSOC
has not defined “systemic risk” or indicated what level of risk is sufficient to justify a non-
bank firm’s designation as SIFL. Nor has the FSOC defined “interconnectedness” or
explained how “interconnectedness” is to be measured. In May 2014, administrative law
expert Eugene Scalia testified before the House Financial Services Committee that
“[m]arket participants need fair notice of the legal standards that will be applied to them.
Ultimately, constitutional due process requires this. [The] FSOC has failed to provide this
notice to date.”

e What steps is the FSOC taking to ensure that the criteria it uses to designate SIFIs
are objective and clearly communicated to market participants to satisfy
constitutional due process requirements?

¢  What steps is the FSOC taking to ensure that the criteria it uses are objective and
clearly stated in order to limit the FSOC’s discretion and avoid unnecessary
subjectivity in its decisions?

*»  What steps is the FSOC taking to ensure that the criteria it uses are objective and
clearly stated in order to provide market participants with fair notice that their size
or activities may subject them to heightened prudential standards and supervision
by the Federal Reserve?

e What steps is the FSOC taking to ensure that the criteria it uses are objective and
clearly stated in order to provide market participants with adequate notice such
that they can change their business models, activities, size, or structure in order to
avoid designation as a SIFI?

Answer:

The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) establishes
the standards for whether the FSOC may designate a nonbank financial company, and also
includes a list of factors that the FSOC must consider in its designations. Under the statute, the
FSOC may designate a nonbank financial company only if the FSOC determines that the firm’s
material financial distress, or the nature, scope, size, scale, concentration, interconnectedness, or
mix of the activities of the company, could pose a threat to U.S. financial stability. Factors the
FSOC must consider include, among others, leverage, size, interconnectedness, and existing
regulatory scrutiny.
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In 2012, after soliciting public comment three separate times, the FSOC voluntarily published in
the Federal Register a final rule and interpretive guidance regarding its nonbank designations
process. These documents are also available on the FSOC’s website!. The guidance describes
how the FSOC intends to apply the statutory standards and considerations and lists examples of
the types of metrics that the FSOC would assess as part of its analysis.

In light of the nature, size, and complexity of companies under consideration and as directed by
the Dodd-Frank Act, the FSOC conducts its analysis on a company-specific basis in order to take
into account the potential risks and mitigating factors unique to each company.

Before the Council makes any proposed designation, a company under review has the
opportunity to submit arguments and information as to why it should not be designated and has
other extensive opportunities to engage with and provide information to staff of FSOC members
and member agencies. In addition, if the FSOC makes a proposed designation regarding a
nonbank financial company, it provides the company a detailed, company-specific explanation,
setting forth the FSOC’s basis for the proposed designation. These company-specific bases can
be hundreds of pages in length. Pursuant to the Dodd-Frank Act, any company subject to a
proposed designation can request a hearing before the FSOC to contest the proposed
determination and submit additional information in support of its position

The FSOC has published explanations of the basis for each of its final designations of nonbank
financial companies, available on its website.

The FSOC has also published a set of frequently asked questions on the nonbank financial
company designations process, available on its website.

On November 20, 2014, the Government Accountability Office (GAO) released its findings from
a year-long review of the Council’s nonbank designations process, which included an extensive
review of public and nonpublic materials and interviews with member agencies, designated
companies, and others. The report noted that the Council has followed its process, including the
Council’s application of the analytic framework, and that companies that had been designated
told GAQO they were largely satisfied with the Council’s communication with them during the
evaluation process. The report also highlights that member agency staff who contributed to
company evaluations held a variety of roles and respensibilities across different agencies and
contributed a range of expertise, including from the primary regulators, and that member agency
officials generally indicated that their agency’s expertise was well utilized.

In recent months, the FSOC has received a number of suggestions regarding its process for
evaluating nonbank financial compantes for potential designation. The FSOC is always
interested in reviewing its processes, and has been engaged in efforts to seek input from
stakeholders regarding potential changes to the process. As part of this most recent review, on
February 4, 2015, the FSOC adopted a number of changes to its process that include
opportunities for engagement with companies earlier in the process.

' www.fsoc.gov
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Although an institution can appeal its designation if it disagrees with the FSOC's
determination that it poses a systemic risk, the appeals process is not robust. The first
appeal is to the FSOC itself — an appeal that seems meaningless, given that the institution is
not appealing to an independent arbiter but to the same body that made the designation
itself. The institution is effectively making an “appeal” to the same group of regulators
that ruled against it and will naturally be predisposed to ratify, rather than reverse, their
own prior judgment. The second appeal is to the courts, but that appeal also seems
unavailing, for two reasons. First, because the FSOC has never set forth objective
standards to guide its discretion, a court cannot effectively review the FSOC's
designations—the court essentially must accept the FSOC’s judgment because there are no
objective standards that the court can apply in reviewing the FSOC's determinations.
Second, the institution will be inhibited from challenging the regulators’ judgment because
if the institution loses, those same regulators will have an opportunity to seek their revenge
against the institution in the supervisory process.

¢ Given these substantial flaws in the appeals process, does the designation process
really give institutions a meaningful opportunity to challenge their designations?

» Given these flaws, should the FSOC or Congress establish an independent arbiter or
ombudsmen to hear a designated company's initial appeal, rather than expecting
that company to appeal to the same group of regulators that made the designation in
the first place?

Answer:

Section 113 of the Dodd-Frank Act sets forth the standards by which the FSOC must evaluate a
company under consideration for designation as well as the process for a company to appeal the
FSOC’s determination. The nonbank designations process has been implemented consistently
with the statutory requirements set forth by Congress, which provides companies under
consideration significant opportunity to provide information and analyses relevant to the FSOC's
determinations.

During its robust three-stage process described in its final rule and interpretive guidance, the
FSOC evaluates whether a company meets these statutory standards for designation. This
process includes extensive interaction with the company and concludes with a detailed,
company-specific basis for designation. For example, for one of the companies that has been
designated, the FSOC spent almost a year conducting its analysis after beginning its engagement
with the company, and the FSOC considered more than 200 data submissions from the company
that totaled over 6,000 pages. Staff of FSOC members and member agencies engaged with the
company at least 20 times. The FSOC’s evaluation, which considered the company’s views and
information, culminated in a detailed and lengthy analysis (over 200 pages) that the FSOC
shared with the company following the proposed designation and before a vote on a final
designation.

Pursuant to the Dodd-Frank Act, any company subject to a proposed designation can request a
hearing before the FSOC to contest the proposed determination. A company has aright to a
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written hearing, in which it submits information and arguments to the FSOC. In addition, the
FSOC has stated that it expects that it generally will grant a timely request for an oral hearing.
For the two firms so far that have requested oral hearings, the FSOC granted their requests, and
the FSOC heard directly from the companies’ representatives. The FSOC voluntarily published
hearing procedures, which are available in the Federal Register and on the FSOC website,
explaining the process for hearings. As part of its supplementary procedures related to nonbank
financial company designations, the Council will also provide each company subject to a
determination an opportunity for an oral hearing before the Council once every five years at
which the company can contest the determination.

Question 3:

In your written testimony, you stated that “there has been continued progress towards
achieving an international minimum standard that would allow national authorities in the
majority of the world’s largest economies to wind down failing global banks without the
use of taxpayer money.” You also stated that the FSOC “anticipates progress on a
framework for cross-border cooperation in the future resolutions of global banks.” By
contrast, in a May 2014 speech, Christine Lagarde, the Managing Director of the
International Monetary Fund, decried the lack of an agreement on how to resolve large
banks that operate across international borders, calling it a “gaping hole in the financial
architecture right now.” Given that five years have passed since the financial crisis, the
fact there is still no regime in place for the cross-border resolution of a large, complex
financial institution is extremely troubling. What specific steps are you, as Secretary of the
Treasury and the Chairman of the FSOC, taking to address this failure? What steps is the
FSOC taking to address this failure?

Answer:

On November 10, 2014, the Financial Stability Board (FSB) issued for public consultation a
proposal for a common international standard on total loss-absorbing capacity (TLAC) for global
systemically important banks (G-SIBs). The TLAC standard reflects the collective
determination of G-20 countries to help protect taxpayers from bearing the costs of a G-SIB’s
failure. Building on our work to bolster bank capital and liquidity, this TLAC standard will help
authorities resolve failing global banks in a more orderly manner. The United States encourages
the FSB to finalize this important standard by the end of 2015.

Treasury and U.S. regulatory agencies have made progress on international cooperation in cross-
border resolution a high priority. For example, in December 2012, the Federal Deposit Insurance
Corporation (FDIC) and the Bank of England published a joint strategy paper for resolving
globally active, systemically important financial institutions. In December 2013, I highlighted
the need for home and host authorities to work out international arrangements that establish how
home and host authorities will cooperate to wind down a globally active financial institution in
an orderly way. In October 2014, U.S. and UK officials participated in an exercise designed to
enhance understanding among the principals of these countries regarding G-SIB resolution
strategies under U.S. and UK resolution regimes, aspects of those strategies requiring
coordination between U.S. and UK authorities, and key challenges to the successful resolution of
U.S. and UK G-SIBs. Participants included the heads of the Treasuries and leading financial
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regulatory agencies from both countries. Treasury, along with U.S. regulatory agencies, will
continue to work with our international counterparts to develop viable strategies for effectively
resolving failing global banks without exposing U.S, taxpayers to losses.

Question 4:

The Financial Services Committee has held two hearings this year on the effects that the
Volcker Rule will have on capital markets. It seems inevitable that the Volcker Rule will
significantly reduce liquidity in the corporate bond market, which will make it more
expensive for businesses to raise funds, which in turn will make it harder for these
businesses to grow and create jobs. The Volcker Rule’s effect on liquidity in the corporate
bond market is so troubling that this Committee has asked the regulators to report on the
effect that the Volcker Rule is having on liquidity in the corporate bond market, but they
have yet to do so. The Financial Times has reported that the Federal Reserve staff is
concerned that the Volcker Rule will spark mass redemptions in the corporate bond
market because investors are afraid that liquidity for these bonds will dry up. In fact, the
Financial Times reported that the Fed staff is so concerned about this “fire sale” scenario
that they have proposed that investors be required to pay an exit fee when they seila
corporate bond.

* Is the FSOC be examining the threat to financial stability that the Volcker Rule
poses—a risk that the Federal Reserve has identified and thinks is so real that it has
proposed a solution that would force investors to hold bonds they don’t want?

*  Would the FSOC’s mission of maintaining financial stability be better served if the
FSOC focused on real fire-sale risks, like that posed by the Volcker Rule, rather
than speculative ones, like those identified in the OFR’s asset management report?

Answer:

The Volcker Rule is an important part of the Dodd-Frank Wall Street Reform and Consumer
Protection Act and limits the ability of banks that have access to the federal safety net to make
risky trading bets and invest in speculative funds with their own capital. Regulators were
deliberate and thorough in drafting rules to implement the Volcker Rule, taking into account
18,000 comments received on the proposed rule. Since issuing a final rule, the regulators have
acted quickly to consider and address issues raised by affected institutions. The final rules
became effective on April 1, 2014,

Since that time, the Federal Reserve has granted several extensions of the conformance period
for the final rules.

The FSOC routinely monitors for potential threats to financial stability as part of its ongoing
mission. To the extent that market developments or other macroeconomic factors result in a
potential threat to financial stability, the FSOC would assess that threat, including as part of its
annual report to Congress.
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Question 5:

In your testimony, you stated that the FSOC did not conduct a cost-benefit analysis in its
designation decisions because the Dodd-Frank Act does not impose such a mandate on the
FSOC.

e Notwithstanding the lack of an explicit cost-benefit mandate in the Dodd-Frank Act,
should the FSOC nonetheless consider the relative costs and benefits of heightened
prudential standards and supervision by the Federal Reserve on designated non-
bank financial institutions, financial markets, and the broader economy? If not,
why not?

e Should the Dodd-Frank Act be amended to require the FSOC to explicitly consider
the costs that heightened prudential standards and supervision by the Federal
Reserve will have on designated financial institations, financial markets, and the
broader economy relative to the benefits of these heightened standards and
supervision by the Federal Reserve? If not, why not?

Answer:

The FSOC’s statutory authority to designate firms is distinct from the Federal Reserve’s
subsequent responsibility to develop enhanced prudential standards for designated firms. The
FSOC conducts an extensive analysis prior to any designation of a nonbank financial company,
and with respect to the four companies that have been designated, the Council determined that
the material financial distress of each company could pose a threat to U.S. financial stability.
The Federal Reserve is responsible for establishing the enhanced prudential standards to which
designated companies will be subject. The Federal Reserve may consider the capital structure,
riskiness, complexity, financial activities, size, and other risk-related factors in prescribing
enhanced prudential standards for companies designated by the FSOC.

Question 6:

The FSOC SIFI designation process is incomplete. It gives extraordinary weight to the
possible harm that might result if a financial institution fails, but it does not require the
FSOC to assess the likelihood of that failure, or the effectiveness of the existing regulatory
regimes in preventing that failure. Moreover, it does not require the FSOC to consider the
costs that designation will have on the designated financial institutions, on the financial
system, or on the economy.

o Should the FSOC be required to conduct an explicit cost-benefit analysis as part of
the designation process?

* And if the supposed benefit is avoiding failure, shouldn't the FSOC be required to
discount that benefit by the probability of that failure occurring?

Answer:

Under the Dodd-Frank Act, the FSOC may designate a nonbank financial company only if the
FSOC determines that the firm’s material financial distress, or the nature, scope, size, scale,
concentration, interconnectedness, or mix of the activities of the company, could pose a threat to
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U.S. financial stability. Factors the FSOC must consider include, among others, leverage, size,
interconnectedness, and existing regulatory scrutiny.

The FSOC’s statutory authority to designate firms is distinct from the Federal Reserve’s
subsequent responsibility to develop enhanced prudential standards for designated firms. The
FSOC conducts an extensive analysis prior to any designation of a nonbank financial company,
and with respect to the four companies that have been designated, consistent with the standard
set forth in the Dodd-Frank Act, the Council determined that the material financial distress of
each of those companies could pose a threat to U.S, financial stability. The Federal Reserve is
responsible for establishing the enhanced prudential standards to which designated companies
will be subject. The Federal Reserve may consider the capital structure, riskiness, complexity,
financial activities, size, and other risk-related factors in prescribing enhanced prudential
standards for companies designated by the FSOC.

Question 7:

The FSOC is dominated by the heads of the bank regulatory agencies—the Chairman of
the Federal Reserve, the Comptroller of the Currency, the Chairman of the National
Credit Union Administration, and the Chairman of the Federal Deposit Insurance
Corporation. Not surprisingly, these regulators have a “bank-centric” view of the world.

¢  Why should the expertise and judgment of bank and credit union regulators be
substituted for that of the SEC in the case of asset managers or state insurance
regulators in the case of insurance companies when determining how these firms
should be regulated?

Answer:

The FSOC is composed of 15 members that act as one body to fulfill its statutory
responsibilities. Except for the vote of the Chairperson in certain instances required by statute,
the vote of each of the FSOC’s 10 voting members counts equally. Before the creation of the
FSOC, no agency had responsibility for identifying and responding to potential risks to financial
stability. Based on the lessons from the financial crisis, the FSOC was established by the Dodd-
Frank Act with a clear statutory mission to identify potential 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. When the FSOC identifies potential risks within the existing
jurisdiction of a regulator, the regulator is often best positioned to take action to mitigate those
risks, and the FSOC works closely with all the federal financial regulators. At the same time, the
FSOC has the unique statutory responsibility under the Dodd-Frank Act to look across the
financial system and to prevent risks to financial stability from slipping through the cracks.

As SEC Chair Mary Jo White noted on December 11, 2014, “truly tackling systemic risk in any
area, obviously, demands a broader program than one agency can execute. Systemic risks cannot
be addressed alone — they are, after all, ‘systemic.” Risks that could cascade through our
financial system could have an impact on a range of market participants, many of which we do
not oversee. The Financial Stability Oversight Council (FSOC) is an important forum for
studying and identifying systemic risks across different markets and market participants.”



235

House Committee on Financial Services
Questions for the Record for Secretary Jacob J. Lew
June 24, 2014 Hearing on the Annual Report of the Financial Stability Oversight Council

With respect to the FSOC’s evaluations of nonbank financial companies for potential
designation, members with expertise relevant to a particular company often provide important
insights, and they work together with other FSOC members to reach decisions regarding
designations. As the GAO found in its recent report on the designations process, all of the voting
and non-voting members of the FSOC can participate in the evaluation of all nonbank financial
companies. The report also highlights that member agency staff who contributed to company
evaluations held a variety of roles and responsibilities across different agencies and contributed a
range of expertise, including from the primary regulators, and that member agency officials
generally indicated that their agency’s expertise was well utilized. Analytical teams composed
of staff of FSOC members and member agencies work closely with each company under review.
These analyses are guided by the FSOC’s Deputies Committee and Nonbank Financial Company
Designations Committee, both of which include representatives of all the FSOC members.
Ultimately, proposed and final designations are made by the affirmative vote of at least two-
thirds of the voting members of the FSOC then serving.

Question 8:
Under the Dodd-Frank Act, only the heads of the financial regulatory agencies are FSOC

Members—the other Commissioners or Board Members of the agencies are not FSOC
Members. In fact, the FSOC has refused to allow SEC Commissioners to attend FSOC
meetings, even though the Federal Reserve is allowed to seat not only its Chair but another
Governor and the President of the New York Federal Reserve Bank. Why has the FSOC
accorded special privileges to the Federal Reserve on the FSOC?

Answer:

By statute, FSOC is a body of 15 specific members. Aside from public meetings, attendance at
FSOC meetings is generally limited to FSOC members designated by statute plus one additional
individual from their agencies. Our practice is to defer to individual FSOC members as to who
accompanies them to meetings. Generally, FSOC members have chosen members of their staffs
as their “plus one.”

Question 9:

Mutual funds and insurance companies are among the most heavily regulated participants
in the financial services industry. Yet the Office of Financial Research’s Asset
Management Report largely ignored the extensive regulation of mutual funds and focused
on dozens of hypotheticals about remote risks that are extremely unlikely ever to happen.
The FSOC’s designation of Prudential also gave short shrift to the extensive regulation of
insurance companies by state insurance commissioners that already exists. The Dodd-
Frank Act requires the FSOC to consider the extent to which an industry is already
regulated when it designates SIFIs. Yet there is no evidence that this analysis was
conducted before Prudential received its designation.
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¢ Should the FSOC be required to demonstrate how and where the current set of
regulations has come up short before it designates an institution for heighted
prudential supervision?

¢ Shoeuld the FSOC be required to demonstrate how supervision by the Federal
Reserve would be an improvement over the current regulatory regime, given the
Fed’s failures in supervising bank-holding companies in the run-up to the financial
crisis?

Answer:

Under the Dodd-Frank Act, if the FSOC determines that a nonbank financial company’s material
financial distress, or the nature, scope, size, scale, concentration, interconnectedness, or mix of
the activities of the company, could pose a threat to U.S. financial stability, the FSOC may
designate the company for consolidated supervision by the Federal Reserve and enhanced
prudential standards. Factors the FSOC must consider include, among others, the company’s
leverage, size, interconnectedness, and existing regulatory scrutiny.

As required by the Dodd-Frank Act, the FSOC consults with the primary financial regulatory
agency, if any, for each nonbank financial company or subsidiary of a nonbank financial
company that is being considered for designation, before the FSOC makes any final designation.

The FSOC’s statutory authority to designate firms is distinct from the Federal Reserve’s
subsequent responsibility to develop enhanced prudential standards for designated firms. For
companies that the FSOC has designated, the Federal Reserve is responsible for establishing the
enhanced prudential standards to which designated companies will be subject. The Federal
Reserve may consider the capital structure, riskiness, complexity, financial activities, size, and
other risk-related factors in prescribing enhanced prudential standards for companies designated
by the FSOC.

In May, former Assistant Secretary Treasury Michael Barr testified before the Committee
that we should not be overly concerned about the qualifications of agency heads to vote on
regulatory matters that they had neither the expertise nor the experience to opine upon
because these agency heads “were confirmed by the Senate.”

¢ Does the bare fact of Senate confirmation qualify the Chair of the NCUA or the
Director of the FHFA to opine on the regulation of mutual funds?

» Does Senate confirmation alone make the Fed Chair an expert on insurance
regulation?

¢ If Senate confirmation is sufficient, doesn’t that mean that the other agency
members should also be allowed to participate in the designation process, given that
they too were confirmed by the Senate?
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Answer:

The FSOC is composed of 15 members that act as one body to fulfill its statutory responsibility.
Except for the vote of the Chairperson in certain instances required by statute, the vote of each of
the FSOC’s 10 voting members counts equally. Before the creation of the FSOC, no agency had
responsibility for identifying and responding to potential risks to financial stability. Based on the
lessons from the financial crisis, the FSOC was established by the Dodd-Frank Act with a clear
statutory mission to identify potential 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. When the FSOC identifies potential risks within the existing jurisdiction of a
regulator, the regulator is often best positioned to take action to mitigate those risks, and the
FSOC works closely with all the federal financial regulators. At the same time, the FSOC has
the unique statutory responsibility under the Dodd-Frank Act to look across the financial system
and to prevent risks to financial stability from slipping through the cracks. The participation on
the FSOC by regulators of diverse parts of the financial system strengthens the FSOC and helps
ensure that risks do not slip through the cracks.

Question 11:
Roy Woodall, the FSOC Member with Insurance Expertise, dissented from the FSOC’s

decision to designate Prudential as a SIFL. In his dissent, he said that the FSOC’s analysis
relied on “scenarios antithetical to a fundamental and seasoned understanding of the
business of insurance and the insurance regulatory environment.”

» Should the FSOC show greater deference to an industry’s primary regulators in
making designation decisions about firms in the primary regulator’s jurisdiction?

« Should the opinion of a regulator who has little experience in a particular industry
be given the same weight as that of the primary regulator?

¢ Should the vote of the chair of the Commodity Futures Trading Commission count
as much as that of the Member with Insurance Expertise when designating an
insurance company?

Answer:

The FSOC is composed of 15 members that act as one body to fulfill its statutory responsibility.
Except for the vote of the Chairperson in certain instances required by statute, the vote of each of
the FSOC’s 10 voting members counts equally. Before the creation of the FSOC, no agency had
responsibility for identifying and responding to potential risks to financial stability. Based on the
lessons from the financial crisis, the FSOC was established by the Dodd-Frank Act with a clear
statutory mission to identify potential 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. When the FSOC identifies potential risks within the existing jurisdiction of a
regulator, the regulator is often best positioned to take action to mitigate those risks, and the
FSOC works closely with all the federal financial regulators. At the same time, the FSOC has
the unique statutory responsibility under the Dodd-Frank Act to look across the financial system
and to prevent risks to financial stability from slipping through the cracks.
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As SEC Chair Mary Jo White noted on December 11, 2014, “truly tackling systemic risk in any
area, obviously, demands a broader program than one agency can execute. Systemic risks cannot
be addressed alone — they are, after all, ‘systemic.” Risks that could cascade through our
financial system could have an impact on a range of market participants, many of which we do
not oversee. The Financial Stability Oversight Council (FSOC) is an important forum for
studying and identifying systemic risks across different markets and market participants.”

With respect to the FSOC’s evaluations of nonbank financial companies for potential
designation, members with expertise relevant to a particular company often provide important
insights, and they work together with other FSOC members to reach decisions regarding
designations. As the GAO found in its recent report on the designations process, all of the voting
and non-voting members of the FSOC can participate in the evaluation of all nonbank financial
companies. The report also highlights that member agency staff who contributed to company
evaluations held a variety of roles and responsibilities across different agencies and contributed a
range of expertise, including from the primary regulators, and that member agency officials
generally indicated that their agency’s expertise was well utilized. Analytical teams composed
of staff of FSOC members and member agencies work closely with each company under review
in Stage 3. These analyses are guided by the FSOC’s Deputies Committee and Nonbank
Financial Company Designations Committee, both of which include representatives of all the
FSOC members. Ultimately, proposed and final designations are made by the affirmative vote of
at least two-thirds of the voting members of the FSOC then serving.

As required by the Dodd-Frank Act, the FSOC consults with the primary financial regulatory
agency, if any, for each nonbank financial company or subsidiary of a nonbank financial
company that is being considered for designation, before the FSOC makes any final designation,
and also considers the degree to which the company is already regulated by a primary regulator.
In addition, the FSOC may consider in Stage 2 of its analysis information available from the
company's primary financial regulatory agency or home country supervisor, as appropriate. The
FSOC’s interpretive guidance notes that as part of that process, the FSOC intends to consulf with
the primary financial regulatory agency, if any, of each significant subsidiary of the nonbank
financial company, to the extent the FSOC deems appropriate. For example, for the three
insurance companies that the FSOC has designated, the FSOC consulted with multiple state
insurance regulators of the companies’ insurance subsidiaries.

Question 12:

Last May, administrative law expert Eugene Scalia testified before this Committee that one
of the problems with the FSOC’s designation of Pradential was that it relied on
“unsubstantiated conjecture; a subjective, standardless notion of excessive risk; and
repeated disregard . . . for the existing system of insurance regulation by the states.”

¢ How can the FSOC fix these flaws in its designation process?

¢ Should Congress rewrite the statute to require the FSOC to consider not only the
consequences of failure but the likelihood of failure as well, rather than allowing the
FSOC to base its designation decisions on extremely unlikely and purely speculative
scenarios, as it did in the Prudential case?
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e Should Congress rewrite the statute so that the FSOC must do more than simply
consider the extent to which an institution is regulated?

¢ Should Congress require the FSOC to make an affirmative determination that the
current regulatory regime governing a prospective non-bank SIFI is defective?

Answer:

Under the Dodd-Frank Act, if the FSOC determines that a nonbank financial company’s material
financial distress, or the nature, scope, size, scale, concentration, interconnectedness, or mix of
the activities of the company, could pose a threat to U.S. financial stability, the FSOC may
designate the company for consolidated supervision by the Federal Reserve and enhanced
prudential standards. Factors the FSOC must consider include, among others, the company’s
leverage, size, interconnectedness, and existing regulatory scrutiny.

As required by section 113 of the Dodd-Frank Act, the FSOC considers the degree to which a
company under review for potential designation is already regulated by a primary regulator. For
the three insurance organizations that the FSOC has designated, the FSOC consulted with
multiple state insurance regulators of the companies’ insurance subsidiaries before making its
final determination.

In light of the nature, size, and complexity of companies under consideration and as directed by
the Dodd-Frank Act, the FSOC conducts its analysis on a company-specific basis in order to take
into account the potential risks and mitigating factors unique to each company.

Before the Council makes any proposed designation, a company under review has the
opportunity to submit arguments and information as to why it should not be designated and has
other extensive opportunities to engage with and provide information to staff of FSOC members
and member agencies. In addition, if the FSOC makes a proposed designation regarding a
nonbank financial company, it provides the company a detailed, company-specific explanation,
setting forth the FSOC’s basis for the proposed designation. These company-specific bases can
be hundreds of pages in length. Pursuant to the Dodd-Frank Act, any company subject to a
proposed designation can request a hearing before the FSOC to contest the proposed
determination and submit additional information in support of its position.

The FSOC has published the public basis for each of its final designations of nonbank financial
companies on its website. The FSOC has also published a set of frequently asked questions on
the nonbank financial company designations process, available on its website.

On November 20, 2014, the Government Accountability Office (GAO) released its findings from
a year-long review of the Council’s nonbank designations process, which included an extensive
review of public and nonpublic materials and interviews with member agencies, designated
companies, and others. The report noted that the Council has followed its process, including
through the Council’s application of the analytic framework, and that companies that had been
designated told GAO they were largely satisfied with the Council’s communication with them
during the evaluation process. The report also states that member agency staff who contributed
to company evaluations held a variety of roles and responsibilities across different agencies and
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contributed a range of expertise, including from the primary regulators, and that member agency
officials generally indicated that their agency’s expertise was well utilized.

Question 13:

In its efforts to build a case that asset managers can pose a risk to financial stability, the
FSOC directed the Office of Financial Research to study the asset management industry
and issue a report. The OFR is not an independent agency, but an office within the
Treasury Department that exists to do the FSOC’s bidding. In fact, the OFR seems to be a
captive agency, whose only purpose is to torture the data to support conclusions that the
FSOC has already made.

¢ Given that the OFR exists as an arm of the Treasury Department, can it be expected
to generate unbiased, objective research to support FSOC designations?
o Is that kind of research better done by the independent agencies?

Answer:

The FSOC asked the OFR to study potential threats to financial stability presented by the
activities of asset managers, but did not preconceive of or direct any particular outcome. The
OFR published its report after extensive collaboration with experts from other FSOC member
agencies. The study made no recommendations concerning what policy actions, if any, the
Council should take.

Before the financial crisis, the U.S. financial regulatory framework was focused on individual
firms and markets. No single regulator had responsibility for comprehensively monitoring and
addressing risks to financial stability. The Dodd-Frank Act addressed this weakness partly
through the creation of the FSOC, whose mission is to identify potential risks to U.S. financial
stability, promote market discipline, and respond to emerging threats to the stability of the U.S.
financial system. In addition, the Dodd-Frank Act established the OFR within the Treasury
Department to improve the quality of financial data available to policymakers and to facilitate
more robust and sophisticated analysis of the financial system. The OFR supports the FSOC and
its member agencies by collecting and standardizing data, performing research, and developing
tools for measuring and monitoring risk. With the exception of its Director—who is appointed
by the President, confirmed by the Senate, serves a six-year term, and is a non-voting member of
the FSOC —the OFR is composed of career government staff and experts on financial research.
The OFR performs analysis independent from the financial regulators. Maintaining
“independent analytical capabilities” is OFR’s statutory duty. The OFR is required to report
annually to Congress on potential threats to U.S. financial stability, similar to the Council’s
obligation, with one important difference: the OFR’s annual report represents the work of the
Office, as opposed to the FSOC, and is signed only by the OFR Director, who must also testify
annually before Congress.

Question 14:

The OFR’s asset management study achieved instant notoriety here in Washington,
criticized by almost everyone. Better Markets—which is not normally thought of as a
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bastion of deregulatory zeal—pointed out the “inexplicably and indefensibly poor quality
of the work presented in the Report.” Georgetown University finance professor James
Angel said that the OFR report “provides a brief overview of the asset management
industry, comparable to a chapter in an introductory textbook, along with a generic list of
things that could go wrong.”

¢ Does the poor quality of the report show that the OFR is simply unqualified, lacking
the necessary expertise and experience to put together a useful report?

¢ Does the poor quality of the report show that the OFR is so beholden to the FSOC
and its regulatory agenda that it wasn’t about to let the facts and the data get in the
way of an outcome that was predetermined—that asset managers pose risks to
financial stability?

Answer:

The OFR’s asset management study was intended to provide a “brief overview” of potential
risks, while noting the need for additional data and analysis regarding an industry that has more
than $535 trillion in assets under management and encompasses investments for a broad cross-
section of individuals and institutions. The study made no recommendations concerning what
policy actions, if any, the FSOC should take. Instead, the report highlighted areas within the
asset management industry that needed further study. The Council has since taken additional
steps to inform its review of the asset management industry, including hosting a public
conference on May 19, 2014, and focusing on identifying and evaluating any potential risks
arising from the products and activities of asset managers.

The OFR’s report and its conclusions were not directed by the FSOC. The FSOC did not ask the
OFR to determine whether the FSOC should designate asset management firms, and the OFR’s
study did not contain any such recommendations. Instead, the study was intended to provide the
FSOC with objective information in the early stages of the FSOC’s consideration of whether
asset management activities or firms could pose risks to financial stability. The OFR is staffed
by career economists and analysts. The principal staff working on the study had experience in
asset management from both the private and regulatory sectors. In preparing the study, the OFR
conducted a careful analysis that included discussions with a number of market participants and
industry experts, both private and public sector. In particular, throughout the process of writing
the study, the OFR engaged in an extensive and meaningful collaboration with FSOC member
agencies.

Question 15:

The rationale for the OFR has always seemed dubious, given that each of the regulatory
agencies already has economists and staff dedicated to identifying and managing systemic
risk. The SEC, for example, has a Division of Economic and Risk Analysis. Among the
army of economists that the Federal Reserve employs is a group known as the “Office of
Financial Stability Policy and Research.” The FDIC has an Office of Complex Financial
Institutions, whose mission is to “monitor and address risks in the largest, systemically
important financial institutions.”
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e Given that each agency already has the resources to do what the OFR is supposed to
do and the experience and the expertise that the OFR does not, would it be better
public policy for the FSOC to delegate its research projects to the regulatory
agencies, rather than parcel them out to its in-house captive agency?

e  Wouldn’t doing that increase the credibility and the quality of the research?

Answer:

The financial crisis revealed deficiencies in our understanding of the financial system, and
showed that the data necessary to fully understand and monitor the system were often
unavailable or not available in a useful format.

Consistent with its statutory mandate under the Dodd-Frank Act, the OFR works to fill the gaps

in data and in knowledge about the financial system, thus complementing the work of the FSOC
member agencies, which continue to collect the data they need to monitor the specific individual
financial institutions or discrete markets they regulate.

Question 16:
SEC Chair White testified before this Committee that the SEC has all the authority it

needs to regulate the asset management industry. The OFR Asset Management Report,
however, ignores the extensive SEC regulation that already exists, as well as the authority
that the SEC already has to do more, and instead focuses on extremely remote possibilities
that something might go wrong.

* Does the SEC have all the authority it needs to regulate asset managers?
e If the SEC’s regulation is adequate, and it has the authority to do more, why has the
FSOC and the OFR taken up this issue?

Answer:

The OFR’s asset management report was an initial study of asset management activities intended
to help the FSOC determine whether these activities could create, transmit, or amplify stress
through the financial system. The OFR released its study following a careful analysis that
included discussions with a number of market participants and extensive input from FSOC
member agencies with relevant expertise, including the SEC.

The report was intended to inform the Council about the activities and potential risks arising
from the asset management industry. It did not contain any recommendations.

Since the publication of the report, as the FSOC stated in its readout from its July 31, 2014,
meeting, the FSOC has directed staff to undertake a more focused analysis of industry-wide
products and activities to assess potential risks associated with the asset management industry.
This includes a recent request for public comment to gather public input on potential risks
associated with asset management products and activities. This request for comment will enable
the FSOC to engage in a targeted manner with the public to provide greater insight into whether
and how asset management products and activities could create risks to U.S. financial stability.
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As the FSOC continues to review this industry, it is important to note that there are no
predetermined outcomes. When the Council identifies potential risks within the existing
Jjurisdiction of a regulator, the regulator is often best positioned to take action to mitigate those
risks, and the Council works closely with all the federal financial regulators. At the same time,
the Council has the unique statutory responsibility under the Dodd-Frank Act to look across the
financial system and to prevent risks to financial stability from slipping through the cracks.

As SEC Chair Mary Jo White noted on December 11, 2014, “truly tackling systemic risk in any
area, obviously, demands a broader program than one agency can execute. Systemic risks cannot
be addressed alone — they are, after all, ‘systemic.” Risks that could cascade through our
financial system could have an impact on a range of market participants, many of which we do
not oversee. The Financial Stability Oversight Council (FSOC) is an important forum for
studying and identifying systemic risks across different markets and market participants. The
market perspective that the SEC brings is an essential component of FSOC’s efforts. And
FSOC’s current review of the potential risks to the stability of U.S. financial system of asset
managers is a complement to the work we are now undertaking.”

Question 17:

Georgetown University finance professor James Angel wrote that the OFR’s report does
not “attempt to assess the likelihood of these different things that could, can, or may go
wrong, or to provide a careful quantitative analysis to guide policy. . .. [A]n asteroid could
wipe out the planet and thus threaten the financial stability of the United States, but how
fikely is that? Does that imply that the Fed should regulate NASA to make sure it can find
and deflect dangerous asteroids?”

¢ Should the FSOC and the OFR be required to explicitly consider the likelihood that
an institution might fail, rather than constructing extremely unlikely scenarios in
which failure does occur?

Answer;

Based on the lessons from the financial crisis, the FSOC was established by the Dodd-Frank Act
with a clear statutory mission to identify potential 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. As we saw during the financial crisis, a number of large financial
companies that may not have been considered likely to experience material financial distress did
so quickly, and the contagion from their distress spread throughout the financial system. While
no two financial crises are exactly the same, and because the precise origin of another financial
crisis cannot be predicted with certainty, that example illustrates the importance of evaluating
whether a company’s financial distress could pose a threat to U.S. financial stability.

Under the Dodd-Frank Act, if the FSOC determines that a nonbank financial company’s material
financial distress, or the nature, scope, size, scale, concentration, interconnectedness, or mix of
the activities of the company, could pose a threat to U.S. financial stability, the FSOC may
designate the company for consolidated supervision by the Federal Reserve and enhanced
prudential standards.
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Question 18:

Many experts believe that the insurance industry poses much less of a systemic risk than
other financial institutions, because policyholders can’t run on an insurance company the
way depositors and short-term creditors can run on a bank, and because insurance
companies invest in assets that are less risky than those typically held by other kinds of
financial institutions.

* Given that insurance companies are fundamentally different from other kinds of
financial institutions, should they be held to the same capital standards that were
developed for banks?

e  What is the FSOC doing to ensure that insurance companies are not subjected to
“pank-centric” capital standards and other regulatory requirements that simply do
not fit their business model?

¢ Does the FSOC plan to recommend that the Federal Reserve Board tailor the
prudential standards to different types of companies, including insurance
companies?

* Does the Obama Administration support legislation recently passed by the Senate
and pending in the House to clarify that the Fed should not be imposing bank-
centric capital standards on insurance companies?

Answer;

Following a final designation, a nonbank financial company is subject to consolidated
supervision by the Federal Reserve and enhanced prudential standards, which the Federal
Reserve has stated that it intends to tailor, as appropriate, based on the specific business
structures, activities, and other factors that may distinguish the designated companies from bank
holding companies and foreign banking organizations.

On December 18, 2014, President Obama signed into law the Insurance Capital Standards
Clarification Act of 2014, which makes it clear that the Federal Reserve is not required to apply
the risk and leverage capital requirements of Section 171 of the Dodd-Frank Wall Street Reform
and Consumer Protection Act to a person engaged in the business of insurance regulated by a
state insurance regulator, to the extent that such person “acts in its capacity as a regulated
insurance entity.”

Question 19:
Has the FSOC conducted any analysis to determine how applying risk-based capital

standards to insurers will affect the amount of coverage that insurers can offer? Is it
possible that the cost of insurance could rise to prohibitive levels? Or that there may come
a time when it is impossible to obtain certain kinds of insurance coverage because
insurance companies that have been subjected to bank-like capital standards simply won’t
be able to afford to offer it?
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Answer:

Following a final designation, a nonbank financial company is subject to consolidated
supervision by the Federal Reserve and enhanced prudential standards, which the Federal
Reserve has stated that it intends to tailor, as appropriate, based on the specific business
structures, activities, and other factors that may distinguish the designated companies from bank
holding companies and foreign banking organizations.

On December 18, 2014, President Obama signed into law the Insurance Capital Standards
Clarification Act of 2014, which makes it clear that the Federal Reserve is not required to apply
the risk and leverage capital requirements of Section 171 of the Dodd-Frank Wall Street Reform
and Consumer Protection Act to a person engaged in the business of insurance regulated by a
state insurance regulator, to the extent that such person “acts in its capacity as a regulated
insurance entity.”

Question 20:

In addition to bank-like prudential standards, SIFI designation also means supervision by
the Federal Reserve. Does the Federal Reserve have the ability and the expertise to
supervise insurance companies?

Answer:
The Federal Reserve is well-positioned in terms of its ability and expertise to supervise and
develop enhanced prudential standards for designated nonbank financial companies.

Question 21:

Designated insurance companies will continue be supervised by their state regulators. Will
the Federal Reserve simply follow the lead of the state regulators, who have the expertise
and experience necessary to regulate insurance companies? If so, does Federal Reserve
supervision add anything other than another layer of bureaucracy and another source of
compliance costs?

Answer:

Designated nonbank financial companies are subject to consolidated supervision by the Federal
Reserve and enhanced prudential standards, which the Federal Reserve has stated that it intends
to tailor, as appropriate, based on the specific business structures, activities, and other factors that
may distinguish the designated companies from bank holding companies and foreign banking
organizations.

Question 22:

Because insurance companies try to match their long-term liabilities with long-term assets,
they have emerged as one of the most significant sources of long-term investment funds,
which are crucially important for funding investment in infrastructure. How will applying
bank-centric risk-based capital standards to insurers affect their ability to supply capital
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for infrastracture and other long-term projects? And what are the implications for long-
term economic growth?

Answer:

Any capital standards for an insurance company should take into account insurance business
models and risk metrics, including the fact that insurance companies attempt to match their long-
term liabilities with long-term assets. On December 18, 2014, President Obama signed into law
the Insurance Capital Standards Clarification Act of 2014, which makes it clear that the Federal
Reserve is not required to apply the risk and leverage capital requirements of Section 171 of the
Dodd-Frank Wall Street Reform and Consumer Protection Act to a person engaged in the
business of insurance regulated by a state insurance regulator, to the extent that such person “acts
in its capacity as a regulated insurance entity.”

Question 23:

SIFI designation would impose substantial costs on asset managers. These costs include the
costs of complying with Fed supervision as well as the privilege of helping to fund the
OFR’s so-called “financial research” and the Fed. These costs would be borne by the
fund’s investors—people saving for their retirement and their children’s college tuition. In
trying to concoct an argument for designating asset managers, the OFR seems willing to
consider every possible way an asset manager could fail and every possible way that failure
could affect the financial system, no matter how implausible or remote. Shouldn’t the OFR
or the FSOC also consider the costs that designation would have on investors and capital
markets?

Answer:

The FSOC has a responsibility to consider whether any sector of the financial system creates
potential risks to U.S. financial stability. The FSOC would not be doing its job if it ignored an
entire sector or activity, including one as vital as the asset management industry. At its meeting
on July 31, 2014, the FSOC directed staff to undertake an analysis of industry-wide products and
activities to assess potential risks associated with the asset management industry. This includes a
recent request for public comment to gather public input on potential risks associated with asset
management products and activities. This request for comment will enable the Council to
engage with the public to provide targeted insight into whether and how asset management
products and activities could create risks to U.S. financial stability.

It is important to note that there are no predetermined outcomes for the FSOC’s review of asset
management products and activities. In general, the FSOC has a number of tools available to
address potential risks to U.S. financial stability it identifies, including:
+ highlighting potential emerging threats in the FSOC’s annual reports to Congress;
» making recommendations to existing primary regulators to apply heightened
standards and safeguards;
* designating certain nonbank financial companies and financial market utilities for
heightened supervision and prudential standards, and
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e collecting and facilitating the sharing of information to assess threats to U.S. financial
stability.

Question 24:

“Bank-like prudential standards” could mean that the Federal Reserve will require asset
managers to maintain higher liquidity ratios—in other words, asset managers might be
required to hold more cash and more securities that could be easily converted to cash.
How would higher liquidity raties affect investors? How would higher liquidity ratios
affect someone who is investing for retirement? Or to pay for a child’s education?

Answer:
It is premature to speculate about a specific measure, such as a liquidity ratio, as applied to asset
managers.

1t is important to note that there are no predetermined outcomes for the FSOC’s review of asset
management products and activities. In general, the FSOC has a number of tools available to
address risks to U.S. financial stability it identifies, including:
o highlighting potential emerging threats in the FSOC’s annual reports to Congress;
*  making recommendations to existing primary regulators to apply heightened
standards and safeguards;
» designating certain nonbank financial companies and financial market utilities for
heightened supervision and prudential standards, and
¢ collecting and facilitating the sharing of information to assess threats to U.S. financial
stability.

Douglas Holtz-Eakin, the former Director of the Congressional Budget Office, has

estimated that designating asset management firms as SIFIs could cost investors as much
as 25% of the return on their investments over the long-term. That is $108,000 per
investor. What would investors get in return for that $108,000? Will the financial system
be any safer? And how will giving up $108,000 affect an investor’s plans for retirement?
For sending children fo college?

Answer:
It is important to note that there are no predetermined outcomes for the FSOC’s review of asset
management products and activities. In general, the FSOC has a number of tools available to
address risks to U.S. financial stability it identifies, including:
¢ highlighting potential emerging threats in the FSOC’s annual reports to Congress;
* making recommendations to existing primary regulators to apply heightened
standards and safeguards;
¢ designating certain nonbank financial companies and financial market utilities for
heightened supervision and prudential standards, and
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» collecting and facilitating the sharing of information to assess threats to U.S. financial
stability.

Question 26:
SIFI designation may signal to market participants that the U.S. government has decided

that a firm is “too big to fail” and will be bailed out if it fails. After all, the reason a firm is
designated is that the FSOC has decided that the failure of the firm would have significant
effects on the U.S. financial system, and the lesson that market participants learned during
the financial crisis was that government officials won’t let that happen. In fact, AIG’s
Chairman celebrated AIG’s designation by noting that “when we go out and say we’re
strong, we'll have them as a voice of the good housekeeping seal that says they are strong.”
Doesn’t designation permanently entrench the “too big to fail” mentality in financial
markets?

Answer:

As a matter of law, Dodd-Frank ended too big to fail. Importantly, the designation of a nonbank
financial company does not create any new ability or obligation for the government to bai] out a
designated nonbank financial company. Instead, the FSOC’s work to designate nonbank
financial companies is a critical tool to reduce the likelihood of failure of large, complex firms,
and to mitigate their effects on financial stability if they do fail. Designation subjects a firm to
enhanced prudential standards, a requirement to submit a living will to regulators, and
supervision by the Federal Reserve.

Question 27:

Last year, the President of the Americas Division of MetLife testified at a Financial
Institutions Subcommittee hearing that “whether a SIFI designation is a help or a
hindrance . . . naming a handful of insurance companies as ‘too big to fail’ will needlessly
distort the competitive landscape and misallocate capital in the insurance sector.”

e Will designation help some firms by giving them a competitive advantage?

e Or will the regulatory burdens and duplicative supervision imposed by designation
drive up costs for these firms?

s Regardless of which scenario unfolds, doesn’t designation distort the competitive
landscape?

Answer:

Designated nonbank financial companies are subject to consolidated supervision by the Federal
Reserve and enhanced prudential standards, which the Federal Reserve has stated that it intends
to tailor, as appropriate, based on the specific business structures, activities, and other factors.
The designation of a nonbank financial company is a critical tool to reduce the likelihood of
failure of large, complex firms, and to mitigate their effects on financial stability if they do fail.

On December 18, 2014, President Obama signed into law the Insurance Capital Standards
Clarification Act of 2014, which makes it clear that the Federal Reserve is not required to apply
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the risk and leverage capital requirements of Section 171 of the Dodd-Frank Wall Street Reform
and Consumer Protection Act to a person engaged in the business of insurance regulated by a
state insurance regulator, to the extent that such person “acts in its capacity as a regulated
insurance entity.”

Last January, the Financial Stability Board published a consultation document in which it
proposed designating investment funds as Global SIFls. Netably, the only investment
funds that met the FSB’s criteria were U.S.-registered investment companies.

» Has the Treasury Department conducted any analysis of the implications for the
competitiveness of the U.S. financial services sector of a regime in which only U.S.
firms must comply with bank-like capital requirements and other heightened
prudential standards?

*  Why has the Treasury Department acquiesced to an action by the FSB that seems to
be directly contrary to U.S. interests?

Answer:

The FSB-IOSCO methodologies for identifying potentially global systemically important non-
bank non-insurer financial institutions are still being developed. FSB-IOSCO published a
consultative document in January 2014 and received over 75 comment letters. The group has
also met with industry and received further feedback. Reflecting these discussions and dialogue,
the FSB and IOSCO are in the process of revising the methodologies and plan to release a
second public consultation document around the end of the year.

The draft methodologies published in January, sought public comment on the appropriate level
of focus for assessing the systemic importance of asset management entities, The FSB-IOSCO
draft thresholds were merely an initial screen to be used to filter entities before the national
authorities conduct a deep-dive analysis and assessment of potential systemic importance.
Exceeding the initial threshold does not indicate the entity is global systemically important.

According to the draft methodologies, national authorities will identify the global systemically
important entities in their jurisdictions. The FSB has not yet proposed policy measures.



250

House Committee on Financial Services
Questions for the Record for Secretary Jacob J. Lew
June 24, 2014 Hearing on the Annual Report of the Financial Stability Oversight Council

Submitted by Rep. Bill Huizenga

Thank you for your appearance before the June 24, 2014, House Financial Services
Committee hearing to discuss the annual report of the FSOC. To follow up on the discussion,
I would like to submit the below background and questions to the aforementioned witness and
have the answers included in the official hearing record.

Question 1:

I have concerns about the approach you have taken to impose economie sanctions on
Russia. In particular, I am troubled by your apparent willingness to use U.S. based
companies as the “tip of the spear” without having built consensus from our European
allies. While I certainly do not question the need for action against Russia, I do question
your response and the effectiveness of your approach.

¢ What concrete evidence do you have that our economic sanctions have been
effective?

¢ Have you considered any of the long-terms impacts that these economic sanctions
could have on U.S.-based companies that do business in Russia?

o In hindsight, do you believe that greater consensus from our European allies and a
more comprehensive approach that leverages the strength and reach of multiply
sectors could have bolstered the effectiveness of these sanctions?

Answer:

Since the start of the Ukraine crisis, the United States has built a strong international coalition to
counter Russian actions. Our close and continuing collaboration with EU and G-7 partners on
the development and implementation of sanctions ensures both that our sanctions have maximum
impact on Russia and that U.S. companies are not disproportionately affected by prohibitions on
transactions with sanctioned Russian companies.

Together with our EU and G-7 partners, we have implemented a powerful set of measures that
balance spillover risks and costs to our companies with the need to provide an appropriate
response to Russia’s destabilization of eastern Ukraine. We have imposed export and service-
related prohibitions in coordination with the EU on frontier oil projects in Russia, which are
areas that non-U.S. and —EU firms are not able to backfill. We have targeted Russia’s largest
state-owned financial institutions, including Sberbank, prohibiting transacting in new equity and
new debt with a maturity of more than 30 days. Furthermore, we have imposed prohibitions on
transactions in new debt of specific maturities in the Russian state-owned defense and energy
sectors. The EU and our other partners have taken similar actions. Furthermore, we have
repeatedly and forcefully engaged other countries to ask that they discourage their companies
from exploiting the business opportunities forgone by our and European companies due to
sanctions.

Most recently, on December 19, 2014, the President issued Executive Order (E.0.) 13685 to
impose a ban on trade in goods, technology, or services with Crimea and on new investment in
Crimea, a step taken in conjunction with substantially similar EU measures. In addition, E.O.
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13685 provides authority to impose further sanctions on individuals and entities operating in
Ukraine. Ongoing discussions with our European partners will include how to utilize these
authorities and to ensure that backfill issues do not unduly disadvantage U.S. and EU companies.

The sanctions we have put in place on Russia since July 16, 214 are having an impact on
Russia’s already-vulnerable economy and key members of Putin’s inner circle. The IMF
cutrently projects that Russia’s GDP grew by only 0.2 percent in 2014, and its latest forecast is
for a 3 percent contraction in 2015. Inflation in Russia is also running well above target and is
expected to exceed an annual rate of 10 percent for the rest of this year. The ruble depreciated
43 percent against the dollar in 2014 amid heavy capital outflows, which exceed $150 billion,
and the currency is expected to remain under pressure over the medium term. The sharp
depreciation of the ruble has taken place despite substantial market intervention by the Central
Bank of Russia, which spent approximately $80 billion to stabilize the currency in 2014 and
increased its key policy rate from 5.5 percent to 17.5 percent. Russia’s sovereign credit rating
has also been downgraded on multiple occasions over the past year (many private analysts expect
it to be lowered to “junk”™ status in the coming months), and government and corporate
borrowing costs have risen significantly.

By their nature, we would expect the economic and financial costs of our debt and equity
prohibitions to increase over time. We may see accelerated capital outflows and further
dampening of investor confidence as banks and corporates struggle to rollover maturing external
debt next year. Furthermore, as we have seen in recent weeks, the cumulative impact of multiple
rounds of U.S. and European sanctions will continue to be exacerbated by low oil prices.

Question 2:

In recent months, leaders of the Federal Reserve including Fed Chairman Yellen,
Governor Tarullo and others have stated that insurance companies have unigue business
models that make them different from banks, and that a bank-centric regulatory model
would not work for insurance companies.

At the same time, international bodies in Europe including the Financial Stability Board
and the International Association of Insurance Supervisors (bodies that have U.S.
representation) have begun the process of preparing quantitative international capital
standards that could potentially apply to U.S. insurance companies, including insurers that
have not been designated systemically important financial institations under Dodd-Frank
and were not among insurance groups designated as Global Systemically Important
Insurers last year by the FSB.

s Given the Treasury Department’s important role as a member of the FSB, can you
share your perspective on this move toward bank-like capital standards for U.S,
insurance groups, and tell us what steps the Treasury and other U.S. regulators can
take to make sure that a quantitative capital standard does not become the
regulatory reality for U.S. insurers?
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¢ 1would alse be interested in your thoughts on how such standards could be
implemented without disruption to the U.S. state-based system of regulation and if it
is the position of the Treasury at the FSB to promote the United States state-based
system?

Answer:

The United States plays a leadership role in developing international standards at the FSB and at
the international standard setting bodies, including the International Association of Insurance
Supervisors (IAIS). International standards have been developed in the insurance sector for
nearly 20 years. International standards support robust, high-quality oversight that promotes
global financial stability, promotes a level playing field, offers consistent supervisory approaches
for regulators around the world, and leads to reduced compliance costs for global firms.

The United States is represented at the IAIS by Treasury’s Federal Insurance Office (F10), the
36 insurance commissioners of the states and other jurisdictions of the United States, staff from
the National Association of Insurance Commissioners (NAIC), and the Federal Reserve. We are
engaged in developing international standards that will serve U.S. consumers, industry, and
economy. This important work is occurring at the JAIS, a forum for technical insurance experts.

The work on a comprehensive supervisory framework for internationally active insurance groups
(IAIGs) has been ongoing since 2009 and is shaped by the input of the U.S. federal and state
participants. As part of these discussions, Treasury agrees that any capital standards for insurers
should be based on insurance business models and risk metrics. In addition, prior to
implementation, the international capital standards will be tested directly with U.S.-based
insurers. A market analysis will be conducted to determine whether and, if so, how the standard,
and related provisions, would affect both individual insurance firms and the U.S. insurance
market. The testing and the study will allow for the implementation of international standards
that account for the impact in the United States.

As has always been true in the insurance sector, international standards are not self-executing,
Only U.S. state or federal authorities may impose a standard or requirement on a U.S. insurance
organization. In the case of the United States, for firms that operate as part of a bank or savings
and loan holding company or nonbank financial company designated by the Financial Stability
Oversight Council (FSOC), the Federal Reserve has the authority to implement the standard. For
firms not subject to oversight by the Federal Reserve, the state insurance regulators would have
authority to implement the standard.



253

House Committee on Financial Services
Questions for the Record for Secretary Jacob J. Lew
June 24, 2014 Hearing on the Annual Report of the Financial Stability Oversight Council

Submitted by Rep. Robert Hurt
Question 1:

Secretary Lew, during the hearing 1 asked you about your views on the trend of
consolidation in our banking industry, as the number of community banks continues to
decline from 18,000 in 1984 to less than 7,000 today. Are you concerned with these
statistics? What do you believe are the potential impacts for the U.S. economy if this trend
continues?

Additionally, FSOC’s primary objective is to identify risks to our financial stability. Do you
believe that significant consolidation in the banking industry constitutes a risk to our
financial stability? If so, what is the FSOC doing in response?

Finally, some note that one of the major causes of this consolidation is the significant
increase in regulatory compliance costs. What immediate steps are you and the appropriate
member agencies of FSOC taking to ensure that community banks are not paying
disproportionate regulatory costs that will further increase bank consolidation?

Answer:

Community banks have long filled a vital role in meeting the needs of families and small
businesses in communities across the country. Banks of all sizes are operating in a very
competitive environment, not just community banks. Yet banks today are generally in much
better shape than they were in the years before the financial crisis. Net income for the industry is
stable, capital levels are robust, and loan performance is strong for most banks, large and small.

Industry consolidation is a long-term trend that predates the financial crisis and any regulatory
response. In recent years, we have seen the pace of consolidation slow. Banks have had to adapt
in various ways to a changing business and regulatory environment following the crisis, and we
will continue our regular exercise of financial sector monitoring.

The vast majority of new regulations do not apply to community banks. We will continue to be
attentive, however, to the importance of tailoring regulations as may be appropriate with respect
to smaller financial institutions.

Question 2:
The Financial Stability Board (FSB), in which the U.S. is represented by the U.S.

Department of the Treasury, the Federal Reserve Board and the Securities and Exchange
Commission, is increasingly engaged in insurance regulatory matters and has issued
directives to the International Association of Insurance Supervisors to come up with global
capital standards for insurers, with the apparent agreement of Treasury.

What data and other empirical evidence did the Treasury and FSB rely upon to determine
that global capital standards are necessary for the insurance sector and benefit consumers
more than our current system? What cost benefit analysis was performed before the
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directive was issued by the FSB? Please provide any information and data used to make
these determinations.

Answer:

At the Pittsburgh Summit in 2009, the Group of 20 (G-20) Leaders committed to develop
internationally consistent approaches to evaluating global systemically important financial firms
“to help mitigate the disruption of financial institution failures and reduce moral hazard in the
future.” In response, the Financial Stability Board (FSB) developed a framework and called on
the technical experts in the relevant international standard-setting bodies to develop
methodologies for identifying global systemically important financial institutions (G-SIFls) in
each sector. The International Association of Insurance Supervisors (IAIS) developed the
methodology for global systemically important insurers (G-S1ls) and the FSB called on the IAIS
to develop a quantitative capital standard for internationally active insurers. The United States is
represented at the IAIS by Treasury’s Federal Insurance Office (FIO), the 56 insurance
commissioners of the states and other jurisdictions of the United States, staff from the National
Association of Insurance Commissioners (NAIC), and the Federal Reserve. The technical work
and recommendations developed at the IAIS have formed and will continue to form the basis for
any FSB determinations on insurance matters.

The United States has made strong commitments in the G-20 to these international efforts, which
reflect the globally connected economy and are important to safeguarding the U.S. financial
system from threats resulting from weaker regulation elsewhere. Treasury supports the technical
work undertaken at the 1AIS in order to support financial stability and to promote a level playing
field for U.S. firms that operate internationally. This ongoing work is informed by FIO, the
states, and the Federal Reserve.

Prior to implementation, the international capital standards will be tested directly with U.S.-
based insurers. A market analysis will be conducted to determine whether and, if so, how the
standard, and related provisions, would affect individual insurance firms and the U.S. insurance
market.
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Submitted by Rep. Blaine Luetkemever

Question 1:
The Dodd-Frank Act gives Treasury, through the Federal Insurance Office (FIO), some

limited authority to represent U.S. interests in international insurance regulatory
discussions but also makes clear that the states continue to be the primary regulators of
insurance in an effort to ensure that the policies of individual states continue to govern
insurance regulation in the United States. Yet, FIO has taken positions different from and
even contrary to, the positions advocated by our state regulators, including the need for a
global insurance capital standard that could reduce the relative competitiveness and
consumer focus of the U.S. insurance market.

Do you believe that, while FIO has the authority to engage in representation of the United
States, it should advocate for positions that are consistent with the positions of the state
officials who have the primary regulatory responsibility of insurance? Do you believe that
failure to properly represent the positions of these state officials runs afoul of
Congressional intent?

Answer;

In Title V of the Dodd-Frank Act, Congress established the Federal Insurance Office (FIO)
within the Treasury Department. In addition to advising the Secretary of the Treasury on major
domestic and prudential international insurance policy issues and having its director serve as a
non-voting member of the Financial Stability Oversight Council (FSOC), FIO is authorized,
pursuant to the Dodd-Frank Act, to coordinate federal efforts and develop federal policy on
prudential aspects of international insurance matters, including representing the United States, as
appropriate, in the International Association of Insurance Supervisors (1AIS).

The United States is represented at the TAIS by FIO, the 56 insurance commissioners of the
states and other jurisdictions of the U.S., staff from the National Assoctation of Insurance
Commissioners (NAIC), and the Federal Reserve. We are engaged in developing international
standards that will serve the best interests of the United States,.

As has always been true in the insurance sector, international standards are not self-executing.
U.S. state or federal authorities, not international standard-setters, may impose a standard or
requirement on a U.S. insurance organization. In the case of the United States, for insurance
organizations that operate as part of a bank or savings and loan holding company or nonbank
financial company designated by the FSOC, the Federal Reserve has the authority to implement
the standard. For those insurance organizations not subject to oversight by the Federal Reserve,
the state insurance regulators would have authority to implement the standard.
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Submitted by Rep. Steve Stivers

The recent FSOC annual report had very little negative to say about the U.S. property and
casualty insurance industry and its regulation. Yet, there are many developments in which
Treasury is participating that could harm that market and its regulation, inclading the
wrong global capital standards that could create systemic risk that clearly doesn’t exist
today.

Question 1:

What direction have you given to Treasury’s representatives in international discussions,
including FIO, to avoid harming the competitiveness and quality of the U.S. property and
casualty insurance market and its state regulation?

Answer:

FIO will continue to contribute constructively in support of international standards that, when
implemented, will benefit U.S. consumers and U.S. insurers, promote competition and consumer
choice, and safeguard policyholder protection and financial stability. Working together, U.S.
participants are already leading developments in international standard-setting activities. Absent
the participation and leadership of U.S. participants, international standard-setting activities
would continue without reflecting the unique features of the U.S. market and regulatory
structure.

Capital standards for insurers should take into account insurance business models and risk
metrics. In addition, prior to implementation, the international capital standards will be tested
directly with U.S.-based insurers. A market analysis will be conducted to determine whether
and, if so, how the standard, and related provisions, would affect both individual insurance firms
and the U.S. insurance market.

As has always been true in the insurance sector, international standards are not self-executing.
U.S. state or federal authorities, not international standard-setters, may impose a standard or
requirement on a U.S. insurance organization. In the case of the United States, for firms that
operate as part of a bank or savings and loan holding company or nonbank financial company
designated by the Financial Stability Oversight Council (FSOC), the Federal Reserve has the
authority to implement the standard. For those firms not subject to oversight by the Federal
Reserve, the state insurance regulators would have authority to implement the standard.

Treasury’s FIO regularly works with other federal agencies and state insurance regulators to
promote a coordinated and effective approach to prudential aspects of international insurance
matters. Treasury officials, representatives of other federal agencies, and state regulators jointly
attend and participate in discussions in multiple fora regarding international insurance matters.
The United States plays a leadership role in developing international standards at the IAIS that
promote the best interests of the United States. U.S. state regulators, individually and through
NAIC staff, participate in and often lead international workstreams at the IAIS in which FIO and
the FRB staff also participate. For instance, all 56 insurance commissioners of the states and
other jurisdictions of the United States and the NAIC are represented in the IAIS. The
international insurance standards under development at the IAIS are important to promote global
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financial stability, promote a level playing field, offer consistent supervisory approaches for
regulators around the world, and lead to reduced compliance costs for global firms. International
insurance supervisory standards have been developed and adopted by the states in the United
States for nearly 20 years, and state regulators have been actively involved in the IA]S since its
inception in 1994.



